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ABSTRACT

In a progressive income tax system with an indigldax unit, high-rate taxpayers have
an incentive to split income with lower-rate famityembers to minimise the family’s

total tax burden. This raises equity and neutraddagpcerns. Adopting a spousal tax unit
limits the gains from income splitting, but the iWidual is the better choice on privacy,
autonomy, equality, definitional, marriage neutsalind work incentive grounds. Once
the individual is chosen as the income tax uné,dbntrol model provides a strong policy
basis for attributing both earned and unearnedniecto individuals. Income splitting,

however, undermines this model as well as the iddal tax unit.

This thesis focuses on the UK’s approach to incgpigting in family
businesses. The relevant UK income tax rules, qdatily the settlements provisions, are
inadequate for the task. Various possible reformeseaamined. Incorporating a transfer
pricing or ‘reasonableness’ test into the settlegmovisions would strengthen these
rules, but would make taxpayer compliance with aceutain regime even more difficult.
Another option is to expand the scope of employntart by moving the borderline
between employees and the self-employed or compabeeper structural reforms could
be made to enhance the neutrality of taxation dferént legal forms of economic
activity. This would reduce the incentives to immarate for tax savings, including from
income splitting. Integration of income tax and NI{S one such option; a dual income
tax is another. A TAAR or GAAR also could be pumultimately, some combination

of these various reform options could provide digbsolution to this challenging issue.
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CHAPTER ONE: INTRODUCTION

This thesis examines the concept of income sitiom tax purposes in the context of the
family businesse5In an income tax system that adopts the individsathe tax unit and
has a progressive marginal rate structure (ortadte combined with a tax-free personal
allowance), there will be an incentive to ‘shift ‘split’ income from a high-rate paying
family member to a low- (or no-) rate paying famityember solely to minimise the
family’s total tax burden. This raises horizontadavertical equity as well as economic
neutrality concerns, and risks bringing the taxtaysinto disrepute if some families,
especially well-off and well-advised ones with mesis or unearned income, are able to
rearrange their affairs purely to minimise taxedleviother similarly-situated families

cannot or do not.

The tax policy issues raised by income splittinghwi the family are not unique
to any one taxing jurisdiction, but this thesisuses primarily on the UK. In recent years
the UK tax authorities have expressed particulancem over income-splitting
arrangements involving family businesses making igsue highly topical. In November
2004 the Inland Revenue published a guide on thaicapion of anti-avoidance

legislation known as the settlements provisions mowart 5 Chapter 5 of ITTOIA to

A cautionary note on terminology: economists etmes use the terms ‘income shifting’ or
‘income splitting’ in a different sense, eg to dése the conversion of labour income into capital
income or the shifting of profits from one countoyanother. In this thesis ‘income shifting’ and
‘income splitting’ are used interchangeably an@reéd an individual diverting his or her income
to another (related) individual to reduce the ttheowise payable on that income.

12



these arrangemertsWhile the Revenue asserted that their position heeh in place
since the early 1990s, their pronouncements werewith considerable surprise and
opposition from the tax community. More recently, the 2008 Budget Report the

Government stated:

‘The Government firmly believes it is unfair thatnse individuals can
arrange their affairs to gain a tax advantage hitirsty part of their
income to another person who is subject to a loater of tax.’

Notwithstanding the UK Government’s evident consecoupled with a taxpayer victory
in the House of Lords in the family business incespétting caselones v Garneft the

UK tax authorities have as yet been unable to desisappropriate response to this issue.
In the November 2008 Pre-Budget Report the UK Gawvent reiterated its concerns that
such income splitting was unfair, but backed awaynfits plans to introduce legislation
in Finance Act 2009 addressing the issue, citing ploor economic climate.The
Government warned, however, that it is merely ‘d@fig action’ and ‘will keep this

issue under review.

The income-splitting issue has taken on even gresigmificance in the UK

following tax rate rises announced in the Budge®%0From April 2010, the top

Inland Revenue, ‘A Guide to the Settlements Legieh for Small Business Advisors’ (November
2004) <http://www.hmrc.gov.uk/practitioners/guidbagpdf> accessed 18 May 2009 (Settlements
Guide). The settlements provisions are discussdetiail in Chapter 5; see text beginning at n

655.
3 HM Treasury, ‘Budget 2008’ (HC 388, 2008) [4.69].
4 [2007] UKHL 35. This case is examined in detaildhapter 5; see text at n 713.
° HM Treasury, ‘Pre-Budget Report November 2008n(Z484, 2008) [5.103].
6 HM Treasury, ‘Pre-Budget Report November 20085)1f5.103].

! HM Treasury, ‘Budget 2009’ (HC 407, 2009) [5.88].



marginal personal income tax rate is set to rigenfrd0% to 50% on income over
£150,000. In addition, those taxpayers with incdraegveen £100,000 and approximately
£113,000 will face a 60% marginal tax rate on timgome from the withdrawal of
personal allowances. A taxpayer earning £200,000b&i£7,590 worse off from April
2010; however, a dual-income couple earning £1@ &ch will be no better or no
worse off® As a result of these measures, UK families willhan even greater incentive
than before to seek tax savings from income-spijttarrangements. Despite these
incentives, in a post-Budget 2009 interview for aional newspaper HMRC stated
merely that the issue of income splitting was stilder review® A tax commentator
interviewed by the newspaper was more scepticatingt that the government simply

cannot work out how to deal with these arrangeniénts

The central goal of this thesis is to develop atizal and comprehensive UK
response to this issue, having regard to the bropdécy issues raised and the

approaches adopted in other jurisdictions. Incopi#tiag arrangements involving

Mike Warburton of Grant Thornton, interviewedBghzabeth Colman, ‘Ten Ways to Survive
High-tax Britain’ Sunday Time&_ondon 26 April 2009) Section 5, 5. Warburton atésed

Budget 2009 as the ‘take your spouse back to wodgeét’ and suggested another option for those
homes with a sole breadwinner was ‘to make sureaymlyour wife own shares and split the
dividends equally’'.

° Setu Kamal, ‘Income Splitting’ (28 May 2009) 168xation 527; Sharlene Goff, ‘High Earners
Left with Few Ways to Avoid 50% Ta¥inancial TimegLondon 24 April 2009) <
http://www.ft.com/cms/s/2/d7758e5e-3100-11de-81064feabdcO,dwp_uuid=ae2324c8-28fc-
11de-bc5e-00144feabdc0.html> accessed 27 April 2Z0b@se hit by the new 50 per cent tax
rate, for example, could reduce their income bydivamassets such as share portfolios and
properties to lower-earning spouses.’). Similatesteents are found in David Budworth, ‘How to
Avoid the Chancellor’'s Income Tax and Pensions Tide TimegLondon 24 April 2009)
<http://www.timesonline.co.uk/tol/money/tax/arti6lE563908.ece> accessed 29 April 2009.

10 HMRC told theSunday Timesewspaper that moves to stop income splittingicoat to be ‘kept

under review': Elizabeth Colman, ‘Send Your SpoBsek to Work, Urge AccountantSunday
Times(London 26 April 2009) Section 5, 1.

1 Chas Roy-Chowdhury of the accountants’ body AG&Abal, interviewed in Colman (n 10).
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family businesses—and possible measures to tanget-+seem deceptively simple at
first glance; however, as the UK Government hasadiered, it is in fact a complicated,
multi-faceted problem that involves many aspectstid tax regime. A range of
comparisons need to be drawn to assist in estaiisthe equity and efficiency
considerations at stake, including the taxatiorahed income versus unearned income,
married versus unmarried couples, and employeesuserunincorporated and
incorporated businesses. While the focus of thesishds on income-splitting
arrangements involving family businesses, thisdsaiso needs to be considered within
the larger framework of the taxation of the faméligd income splitting generally. The
broad scope of this issue necessitates an exaonnatf literature from diverse
disciplines, including family law, public finance@omics, sociology, and specialist tax

topics such as tax avoidance and transfer pricing.

The structure of the thesis is set out below.

Tax Policy Framework

Chapter 2 develops a tax policy framework that banused to analyse the income-
splitting topic generally as well as to evaluate gpecific legal issues and reforms
considered later in this thesis in the contextamhify businesses. These principles of tax
design are currently one focus of the Mirrlees Bevibeing undertaken under the

auspices of The Institute for Fiscal StudieZhis and subsequent Chapters of this thesis

12 James Mirrlees and others (ed®@forming the Tax System for the 21st Century:Mingees

Review(The Institute for Fiscal Studies, London 2008)
<http://lwww.ifs.org.uk/mirrleesReview/about> acas45 April 2009.



draw heavily on the research chapters, commentanésspecial studies prepared for the
Mirrlees Review, along with other well-regarded m®s$ such as the 1966 Canadian
Carter Commission and the 1978 Meade Committee ®REbin developing a solid,
modern policy framework for examining income spifgt generally and in family

businesses in particular.

Choice of Tax Unit

Chapter 3 advances a conceptual discussion of ithdil versus spousal or family

taxation and the implications for equity, neutsalitertainty and administrative aspects of
the tax system. Incentives for income splittinghe family are strongest when the tax
unit is the individual rather than a familial tariu Consequently, choice of unit plays a

fundamental role in determining the extent to whitdome splitting will take place.

In order to provide a focused context for the désgon of tax unit, the Chapter
begins with a critical review of the history andremt UK position on choice of tax unit.
The UK and international tax literature on the tait are then examined against this
backdrop in order to determine whether the indialduas indeed proved to be the best
choice for tax unit in the UK income tax (and capigains tax) system. The analysis
addresses arguments for and against the indiviasidhx unit based on considerations
including horizontal equity, privacy & autonomy, ikoincentives, marriage neutrality

and couples neutrality. Recent developments intemally in family law and human

13 Royal Commission on Taxation (Carter Commissi®gport of the Royal Commission on

Taxation(Queen’s Printer, Ottawa 1966); James Meade fém) Structure and Reform of Direct
Taxation(George Allen and Unwin, London 1978).
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rights law are also considered. The Chapter coeslwdth an examination of a potential

middle-ground alternative—transferable personalvedinces.

Income Attribution and Income Splitting

Once the tax unit has been decided, the next qumebgcomes (1) how best to allocate
income to each unit and (2) how to respond to taxirated attempts to shift income
from one unit to another. Chapter 4 seeks to determvhy and to what extent income
splitting within the family is problematic from a@x policy perspective. This issue is
examined in light of the tax policy framework deyatd in Chapter 2 and applied in
Chapter 3, taking into account equity, efficiencgrtainty and administrative ease
considerations. Possible approaches to attributingme to a tax unit, including the
‘benefit’ and ‘control’ models, are analysed. Thiea@ter also considers to what extent it
is relevant whether the income to be split is edmeferred to by economists and in this
thesis as ‘labour income’) versus unearned (refeimdy economists and in this thesis as
‘capital income’). Alternative methods for arrivingt an appropriate split in more
complicated situations involving mixed unearnediteipand earned/labour income

produced from the joint efforts of two or more fynmhembers are also evaluated.

UK Approach to Income Splitting in the Family Busgs

Chapter 5 evaluates the UK tax system’s responsthdoinevitable income-splitting
arrangements that arise from adopting the individisathe tax unit. The focus of the
analysis is on the rules applicable to income-spdjt arrangements involving family

businesses, although other forms of income spiitire considered to some extent. First,



the limits UK tax law places on several basic forohigancome-splitting arrangements,
including paying salaries to spouses and childnesharing the business profits of an
unincorporated partnership with partners who amilfamembers, are examined. The
Chapter then analyses the application of the setihts provisions to income-splitting

arrangements involving family businesses.

Options for Reform

Chapter 6 considers possible options for respondinghe family business income-
splitting challenge in the UK. Should the settletseprovisions be modified to better
combat husband and wife income-splitting arrangegfe8ubstituting new specific anti-
avoidance rules (such as those proposed by ther@uoeat in 2007) for the application
of the settlements provisions in this context aretler possibility, as are anti-avoidance
rules. This Chapter considers all these alterngstiiecusing in particular on the
Government’s abandoned proposals with a view totrituting to the ongoing

consultation in this area.

More fundamental options for reforming the UK taaatof families on business
profits to minimise the present income-splittinghefits also are examined. For example,
should some component of distributed or even unbliged profits of family businesses
be taxed as employment income instead of returcapital (which significantly restricts
the scope for income splitting)? Further alignmeftthe income tax and national

insurance contribution rules applicable to emplsyaeincorporated and incorporated

18



businesses may also reduce the incentives for $msithesses to incorporate in search of

tax savings, including savings from income splgtin

Chapter 7 provides a summary of the key argumemidenn this thesis, and an
overall conclusion on options for reforming the Wk« system to better address the tax

policy concerns raised by the challenging issu@@dme splitting in family businesses.



CHAPTER TWO: TAX POLICY FRAMEWORK

A. INTRODUCTION

A great deal has been written recently in the UKtesubject of income splitting in the
family business? What has been missing from this debate, howegen rigourous
policy-based examination of the reasons why certgipes of income-splitting
arrangements are considered by some (but notalbet problematic for the UK tax
system whilst other income-splitting arrangemente deemed acceptable. Those
opposed to income-splitting often justify their pims by arguing such arrangements are
unfair. One aim of this Chapter is to provide a poshensive and thorough examination
of what ‘fairness’ means in this context. Fairnals® needs to be balanced against other

tax policy criteria such as neutrality, certairdagd ease of administration.

Part B begins by examining the tax design critéheat will provide the policy
framework for examining the tax unit (Chapter 3)came splitting generally and within
family businesses in particular (Chapter 4), the’dtJkesponse (Chapter 5) and possible
options for reform (Chapter 6). These principlestaX design are one focus of the
Mirrlees Review, which aims ‘to identify the chatexistics of a good tax system for any
open developed economy in the 21st century, tosagbe extent to which the UK tax

system conforms to these ideals, and to recommemd ih might realistically be

14 The Westlaw citator on the key caselohes v Garneitdecided by the House of Lords in 2007

and discussed at length in Chapter 5) lists oveafes of mainly practitioner-orientated journal
articles discussing the decision (as of 20 Mardde20
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reformed in that directiort> This and subsequent Chapters of this thesis deswily on
the research chapters, commentaries and spedistorepared for the Mirrlees Review
in developing a sound and up-to-date policy framéwor examining income splitting

generally and involving family businesses in paiac.

Part C concludes.

B. TAX DESIGN CRITERIA

Tax policy commentators and theorists generallpgadcse that tax design must take into
account a range of often conflicting factors. Acling to Adam Smith’s famous canons
of taxation, taxes should be levied in accordanitk ability to pay, be certain and not
arbitrary, convenient to pay, and cheap to coflé@the 1978 Meade Committee Repbrt
considered the desirable characteristics of a taxctsre under six somewhat similar
headings: incentives and economic efficiency, thigtronal effects (ie how the burden of
the tax is to fall on particular individuals or gps and involving considerations such as
the relative position of the rich and poor membefssociety), international aspects
including compatibility with desirable internatidneaconomic relations, simplicity and

the costs of administration and compliance, fldiibiand stability, and transitional

15 Mirrlees Review (n 12).

16 Adam SmithAn Inquiry into the Nature and Causes of the WealtNationgClarendon Press,

Oxford: 1976) Book V, Chapter II, Part Il ‘Of Taxe25-28.
1 Meade Report (n 13).

21



problems'® Public finance economists including Musgrave &fusgrave’'’ Boadway

and Wildasirf® Sandford* and also StiglitZ adopt a similar list.

Optimal tax theory, however, takes an entirelyat#ht approach to tax policy
assessment, one that is grounded in welfare ecasdiiRelying on the pioneering work
of Mirrlees?* proponents of this approach reject multiple ofyjest of tax policy in
favour of a single objective—maximisation of a centional social welfare functicii.A
given tax policy is assessed by first determinihg effects of the policy on each
individual’s utility (sometimes referred to as wbking or welfare), and then aggregating
these individual utilities under a social welfabedtion?® A tax policy is optimal if there
is no change in it that will leave total social fee¢ unchanged and at the same time

generate a net addition to government revéhue.

18 Meade Report (n 13) 7.

19 Richard A Musgrave and Peggy B Musgra®eblic Finance in Theory and Practi¢d” edn

McGraw-Hill, New York 1984) 224-25.

20 Robin W Boadway and David E WildasPublic Sector Economid€™ edn Little, Brown and
Company, Boston 1984) 226-27.

2 Cedric SandfordEconomics of Public Finandd™ edn Pergamon Press, Oxford 1992) 111-17.

2 Joseph E StiglitZconomics of the Public Sect¢?™ edn W W Norton & Company, New York

1988) 390-408.

For a legal academic’s summary of optimal taxtiiesee John TileyRevenue Laye™ edn Hart
Publishing, Oxford 2008) 14-15.

See eg JA Mirrlees, ‘An Exploration in the TheofyOptimum Income Taxation’ (1971) 38 Rev
Econ Studies 175, and JA Mirrlees, ‘Optimal Tax diye A Synthesis’ (1976) 6 J of Pub Econ
327.

This formulation is taken from Louis Kaplowhe Theory of Taxation and Public Economics
(Princeton University Press, Princeton 2008) 396-d0d 414.

% Kaplow (n 25) 37.
2 Mirrlees (1976) (n 24) 354.
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This thesis adopts the traditional multiple-objees approach to tax design used
by Smith, the Meade Committee and many other pddanomists. The criteria of good
tax design are considered here under four mainihgsidequity, efficiency, certainty and
administrative cost. The international considerairaised by the Meade Committee and
others are of less significance in the context rafome splitting within the family
generally, and particularly within small family bogsses. Certainty and administrative
cost, on the other hand, are especially relevamsiderations in this context. As will be
seen, the optimal tax literature on taxation offdraily generally, and income splitting in
particular, is at present relatively sparse; howewoptimal tax theory and other economic
principles usefully contribute to some aspects h& tlebate, such as with respect to
incentive effects and in the debate on the contert relevance of equity as a tax

objective (discussed next).

1. EQUITY

Fairness or equity in tax design is difficult tofide precisely, but is generally analysed
as two distinct conceptsherizontal equityand vertical equity’® Horizontal equity
requires that persons in the same situation paysange amount of tax, whilst vertical

equity requires that persons in different situaipay different levels of taX. These two

3 Meade Report (n 13) 12; Carter Commission (n\A8)1, 4; Boadway and Wildasin (n 20) 257;
Sandford (n 21) 112; Stiglitz (n 22) 399.
2 Meade Report (n 13) 12-14; Carter Commission3n\Vbl 1, 4-5; Boadway and Wildasin (n 20)

257; Sandford (n 21) 112; Stiglitz (n 22) 399-40ke expression ‘horizontal equity’ is first
attributed to Richard Musgrave: see Richard A MasggrThe Theory of Public Finance: A Study
in Political EconomyMcGraw-Hill, New York 1959) 160 (‘Perhaps the rhasdely accepted
principle of equity in taxation is that people iqual positions should be treated equally. This
principle of equality, ohorizontal equityis fundamental to the ability-to-pay approachijclih



concepts are considered in more detail shortly. TAey observes, equity in tax is
considered to be important both on the moral vieat it is right and proper (like equality
before the law is right), but also for the pragmaé&ason that if a tax system is believed
to be fair and equal, taxpayers will be more wijli® co-operate with i Equity is also

a central consideration for the UK Government deritnulates its response to income-
splitting arrangements involving family businessas, evident from the Budget 2008

quotation reproduced in the Introduction to thissik®!

(a) Taxable Capacity

An analysis of the equity of the distribution ofax requires some measure of ability to
pay (or ‘taxable capacity® In the past a competing distributional principlére-benefit
principle—had some support. As its name suggdstsbenefit principle maintains that a
fair tax is one that is levied in accordance wile benefits received from the stite.

Since the modern state provides a multitude ofipigdods, the benefits from which are

requires equal taxation of people with equal abditd unequal taxation of unequal ability’). See
also Martin S Feldstein, ‘On the Theory of Tax Refo(1976) 6 J Public Econ 77.

0 Tiley (n 23) 10.

3 Seetextatn 3.

3 Meade Report (n 13) 14-15; Musgrave (n 29) 9¥teE&ommission (n 13) Vol 3, 3.

3 Meade Report (n 13) 12; Carter Commission (n\8)3, 3; Stiglitz (n 22) 403-4; Musgrave (n

29) 62 (‘In the benefit approach, the relationa{payer and government is seen, as John Stuart
Mill puts it, in quid pro quo terms’). Both the &bj to pay and benefit principles are reflected in
Adam Smith’s first canon: ‘The subjects of evegtstought to contribute towards the support of
the government, as nearly as possible, in propottidheir respective abilities; that is, in
proportion to the revenue which they respectivaipg under the protection of the state’: Smith
(n 16) 825.
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difficult to value for any given taxpayer (eg p@idforce, judicial system, and national

defence), the benefit principle has fallen outasfofur*

Although taxing in accordance with ability to payaynbe a desirable aim of
taxation, it is a difficult concept to implementpractice. As the Meade Commitféand
more recently Banks and Diamond in their papetterMirrlees Revie® have said, no
matter how described, taxable capacity always tattgo be very difficult to define and
to be a matter on which opinions will differ rathgidely. This is clear from a simple
example: if Mrs A earns £30,000 and her co-worker BAearns £30,000, one may
immediately conclude that A and B have the samalii@xcapacity and they should pay
the same amount of tax. But even this simple sdnas not so simple once we delve a
little deeper into their respective situations: sl@me of them have young children, a
physical disability, a stay-at-home spouse, do theyin rented or owned housing, have
to pay for materials or supplies they use for wowk of their own pocket, save a portion
of their income or consume it all? Any or all oe#ie factors might affect the judgment as

to their ability to pay tax. Kay and King argue ttlihe tax system should recognise

3 Meade Report (n 13) 12; James Banks and Petenddid, ‘The Base for Direct Taxation’ in

James Mirrlees and others (ed®gforming the Tax System for the 21st Century:Mindees
Review(The Institute for Fiscal Studies, London 2008)
<http://lwww.ifs.org.uk/mirrlees/mrPublications> assed 30 March 2009, 8 (‘Discussion of the
pattern of benefits received from government spangrograms that affect the entire population
did not achieve any consensus on its distributisigadificance and has disappeared from
discussion of an ideal tax base. For example Haisl to see how to allocate the benefit of miitar
spending by income level in a way that is not tduteary to be useful.’).

% Meade Report (n 13) 14 (‘Is it similarity of opfnity or similarity of outcome which is

relevant?’ and ‘Should differences in needs oetabe considered in comparing taxable
capacities?’).

3 Banks and Diamond (n 34) 9.
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differences where they are involuntary, but not retteey are a matter of choiteBut is
having children ‘involuntary’ or a choice akin toying a Rolls Royce? Undoubtedly

significant difficulties remain in deciding whenggde are in similar situations.

In fact Banks and Diamond go much further than tgeagknowledging the
practical difficulties in defining taxable capagcithey argue that taxable capacity should
be rejected entirely as a normative basis in fawafuan optimal tax theory utilitarian

welfare approacfy’

‘We reject the Meade Report view that taxes ‘shodthte monotonically
to taxable capacity. In addition to finding taxabépacity not well enough
measurable and not sufficiently uniformly evaluatecbe usable for this
purpose, we also do not see an underlying normbtges for reaching the
conclusion that taxes should be related to taxabfeacity without full
consideration of the equilibrium consequences dloyeng such an
approach. That is, we accept the view that theistaplace for thinking
about taxation should be the impact of taxes onutiigies of people in
the economy.’

Kaplow takes a similar stance, arguing that abtlitypay and other traditional tax equity
criteria that deviate from the pure welfarism o gtandard welfare economic framework
are unhelpful and untenabftThese are extreme reactions to the difficulty ®asuring
taxable capacity, and in his commentary on Banks Riamond’s paper Kay is highly

critical of their conclusiorf*

37 See eg JA Kay and MA Kinghe British Tax Syste(s" edn OUP, Oxford 1990) 41-42.
8 Kay and King (n 37) 42.

3 Banks and Diamond (n 34) 74-75.

40 Kaplow (n 25) 391-406 and 414.

4 John Kay, ‘The Base for Direct Taxation: Commeyitarepared for James Mirrlees and others

(eds),Reforming the Tax System for the 21st Century:Mingees ReviewThe Institute for

2€



‘It is certainly hard to disagree with Meade’s staent, echoed by [Banks
and Diamond], that taxable capacity is difficultdefine. But to say that it
is hard to define does not necessarily imply tteaipbe are not justified in
attaching significance to it, or that becausedk$aexact meaning it lacks
any meaning, or that it is impossible to secure idewmeasure of
agreement on what taxable capacity is.’

Kay draws an analogy to other concepts difficultmeasure quantitatively: ‘...we are
able to identify indicators of beauty, kindness @néatness and to achieve substantial,
though not necessarily complete, consensus on mgekiof beauty, kindness or

greatness.” Kay also questions whether ‘utilityaisy more easily defined than ‘taxable

capacity'#?

‘If one is to maximise a social welfare functiorsbd on an aggregation of
individual circumstances, it is necessary to ergassome agreement on
what the individual arguments of that social wedfémnction (call them

utilities) would be. | cannot imagine that it woulse easier to secure
agreement on the definition of utilities than o thefinition of taxable

capacities: indeed it is likely that the two detioms would be very

similar. | believe it is difficult to argue thatig possible to define utilities
but not to define taxable capacities.’

Kay further argues that although taxable capasityriobservable, tax liabilities can and
are based on instrumental variables that are lmlide be correlated with taxable

capacity, such as earnings, expenditure and rekdtip statu§®> These arguments are

Fiscal Studies, London 2008) <http://www.ifs.orgrakrlees/mrPublications> accessed 30 March
2009, 7-9. As John Kay was a member of the Meadertitiee his continued support for the
approach adopted by the Meade Report should nstifpegising.

42 Kay (n 41) 9.

a3 Kay (n 41) 9-13 (‘Taxable capacity is a complercept, probably unobservable, and we must

make do with composite instrumental variables’).



convincing, and ultimately even Banks and Diamomhcede a role for equity in

‘providing limitations on the set of allowable tpglicies.**

(b) Horizontal Equity

At first glance the principle that similarly-siteat taxpayers should face a similar tax
burden seems relatively uncontroversial: if Mr $mé&nd Mr Brown have the same
ability to pay, should they not bear the same taxdén? Indeed, the merits of horizontal
equity are generally assumed. For example, the B€amnmittee stated ‘[t]he following
point is clear: A good tax system should be horalby equitable, i.e. should treat like
with like’.*> As discussed next, although the idea of taxing kkike is an attractive-
sounding proposition, support for horizontal equéy an independent objective of

taxation is not universal.

(i) The Normative Significance of Horizontal Equity

Musgrave and Kaplow debated the normative sigmfieaof horizontal equity in the

early 1990s, with Musgrave arguing in favour ofihontal equity as an independent

“ Banks and Diamond (n 34) 10, citing in supporthmy B Atkinson and Joseph E Stiglitz,

Lectures on Public Economi¢slicGraw Hill, London 1980).

4 Meade Report (n 13) 12. See also Carter Commmiggid 3) Vol 1, 4, Henry SimonBgrsonal

Income Taxation: The Definition of Income as a Peabof Fiscal PolicyUniversity of Chicago
Press, Chicago 1938) 49 (‘...tax burdens should &iedfarly upon persons whom we regard as
in substantially similar situations...’) and Richa&dVusgrave, ‘Horizontal Equity: A Further
Note’ (1993) 1 Florida Tax Rev 354, 355 (‘| agaggin with the observation that almost
everyone agrees with the [horizontal equity] ruajch calls for equal treatment of people in
equal positions. The general principle of [horizbmquity] is almost universally accepted’).
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principle and Kaplow disagreeiff§j. A principle objection to horizontal equity is tha
requires all those who are similarly situated ia pie-tax distribution should remain so in
the post-tax distributiofY. End-state theories of social justice (eg utiltaror Rawlsian),
however, assign values to particular distributiomghout regard to the pre-tax
distribution; the situation of any particular inttlual before as compared to after taxes is
irrelevant to an end-state thedfyConsequently, it is argued, horizontal equity isg®

an unacceptable and undesirable constraint onthaohies’

The end-state theorists concerns can be illustiatadsimple example. Assume A
has a pre-tax income of 100, B also has 100, ahdsX25. Under the Rawlsian difference
principle, should a different distribution be pdssithat is more beneficial to the least
well off member of society, such a distribution slib be adopted® One such

distribution might result in a post-tax situatiomeve A is left with 90, B still has 100,

46 Louis Kaplow, ‘Horizontal Equity: Measures in $&aof a Principle’ (1989) 42 National Tax J

139; Richard A Musgrave, ‘Horizontal Equity, Onceid’ (1990) 43 National Tax J 113; Louis
Kaplow, ‘A Note on Horizontal Equity’ (1992) 1 Fida Tax Rev 191; Musgrave (n 45); Paul R
McDaniel and James R Repetti, ‘Horizontal and \daitEquity: The Musgrave/Kaplow
Exchange’ (1993) 1 Florida Tax Rev 607; Kaplow &) 296-401.

4 David Elkins, ‘Horizontal Equity as a Principlé tax Theory’ (2006) 24 Yale L & Policy Rev
43, 49. Elkin also considers whether economic iefficy, equality as a legal and philosophical
concept, or theories justifying the market disttibn (eg Nozickian) support the principle of
horizontal equality but concludes they do not.

8 Elkins (n 47) 52; Kaplow (n 25) 391-401.

49 For example, Shaw, Slemrod and Whiting accetthiear optimal tax theory approach to tax

avoidance may result in horizontal inequity, bundiiss this concern: Jonathan Shaw, Joel
Slemrod and John Whiting, ‘Administration and Corapte’ in James Mirrlees and others (eds),
Reforming the Tax System for the 21st Century:Mingees ReviewThe Institute for Fiscal
Studies, London 2008) <http://www.ifs.org.uk/miegmrPublications> accessed 30 March 2009,
13 (‘Indeed, not only does our optimal policy faileliminate horizontal inequity caused by
evasion (doing so would require ‘excessive’ antidance spending), it commonly involves
creating additional horizontal inequity through thee of random audits and by making tax
liability depend upon...immutable characteristicsnafividuals that are correlated with well-
being’). See also Kaplow (n 25) 396-401.

0 John RawlsA Theory of Justic€OUP, Oxford 1971) 76-80.



and X has 45. This distribution violates horizorgquity in the treatment of A and B, but
as X is better off than before it satisfies the R#&m difference principle. Horizontal
equity is similarly problematic for optimal tax tmy supporters. Kaplow offers the
example of a society of two individuals, identicakll respects ex ante, and a reform that
raises one individual’'s utility and lowers the atbeutility by a smaller amount, with
each individual having an equal chance of occupgach positioni Ex ante expected
utility rises so both individuals would favour theform, but if any weight is put on the

violation of horizontal equity the reform will beposed?

In summary, for end-state theorists like Rawls &aglow, horizontal equity or
inequity determined by comparing the pre-tax posgiof A, B and X to their post-tax
positions imposes unacceptable restrictions orratesi reforms? Furthermore, Kaplow
guestions why it is necessary to accord direct atisr@ significance to the status quo
distribution of income (itself the product of colasis changes throughout history),
independent of the welfare consequences in therpfsim stat€? Murphy and Nagel
also reject the normative significance of the stajuo: since they adopt the position that
no one has an entitlement to his or her pre-taxnm a theory based on drawing

comparisons to pre- and post-tax situations iseivemt for Murphy and Nagéf.

o1 Kaplow (n 25) 398.

2 Kaplow (n 25) 398.

3 Elkins (n 47) 55.

4 Kaplow (n 25) 398 and Kaplow (1989) (n 46) 146.

55

Liam Murphy and Thomas Nagédlhe Myth of Ownership: Taxes and Jus{io&JP, Oxford
2002) 32-33.
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Musgrave, on the other hand, argues that horizoedality reflects ‘a basic
premise of social mores—as stated in the biblicdden rule or the Kantian imperative—
with which all just people will (must) agre® End-state theories that consider horizontal
equity concerns to be irrelevant are ‘insufficiefittmulations in his view Musgrave
argues that these end-state theories must adopwbra somplex ‘meta set’ that
incorporates the addition of a horizontal equitynponent?® Kay is similarly concerned
with the implications of end-state theories, paitficly the optimal tax theory approath.

It is noteworthy that Banks and Diamond ultimatatiopt this meta set approach in their
Mirrlees paper (despite their concerns over taxabfgacity as a normative basis for tax
policy generally) and allow equity to act as a ¢mmst on the allowable set of tax

policies®®

(i) Horizontal Equity and the Income Splitting Cxb

Horizontal equity considerations are fundamentah®income-splitting debate because
it is relatively easy (in theory at least) to dr@emparisons between two similarly-

situated families, one who enters into an arrangertee split income from the family

%6 Musgrave (n 45) 355.
57 Musgrave (n 45) 355.
%8 Musgrave (n 45) 356. Musgrave’s use of the temata set’ is derived from the work of Stiglitz:

see Joseph E Stiglitz ‘Utilitarianism and HorizdrEquity: The Case for Random Taxation’
(1982) J Public Econ 18, 28. Musgrave also fingssu in the ‘tradeoff’ approach adopted by
Feldstein who concludes it becomes necessary lemba the desire for horizontal equity against
the utilitarian principle of optimal taxation’: séeldstein (n 29) 97.

%9 Kay (n 41) 11 (‘The person unfamiliar with thegheations of models like those of optimal tax
theory might be surprised at the notion that tliepotential conflict between the objective of
welfare maximisation and the requirement that &xebturden should be an increasing function of
the taxable capacity of individuals®).

60 Text at n 44.

31



business amongst family members and another famiigre all of the income is taxed in
the hands of one family member (ie the family memmest active in the business).

Horizontal equity, it could be argued, requiresikintax treatment of these two families.

Comparisons for horizontal equity purposes are disovn between employees
(who have limited scope for splitting their emplagmh earnings) and business persons
(who have more opportunities to income split). $acommentators argue that persons
with similar outcomes should face similar tax bunsleand ‘it should be irrelevant
whether those outcomes arise from conducting bssire offering services as an
employee®® If employees and business persons are indeed niilasi situations,
horizontal equity supports similar tax treatmentjuding similar rules governing income
splitting. Other commentators, on the other hangue that business persons should not
be compared with employees because the naturs,aisk rewards of running a business
are not the same as being an empldydéthis is the case, horizontal equity is not a
relevant consideration. Similarly, can useful congmms be drawn between
unincorporated family businesses (such as a hustkzar wife partnership) and
incorporated family businesses (where the sharem®ldre husband and wife) for

horizontal equity purposes? These questions amaised in detail in Chaptef4.

(c) Vertical Equity

o1 Malcolm Gammie, ‘Reflections on Jones v Garr{@@#07] BTR 687, 692.
62 See eg Anne Redston, ‘Income Splitting: The Nakso Option’ [2007] BTR 680, 681.
&3 Chapter 4, text at n 478.
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Whilst horizontal equity is concerned with treatilike alike, vertical equity is about
redistribution from those who are better off tosbavho are worse off. The principle of
vertical equity seems to follow on from the prireipf horizontal equity—if those with
similar taxable capacity should pay similar taerttsurely those with higher (or lower)
capacity should pay higher (or lower) amounts affaThe main difficulty with the
application of the vertical equity principle ligs determining hownuchmore or less tax
one person should pay relevant to another, diffgraituated persoff In other words,
how redistributive should the tax system be, wipealnticular distributive justice model

should be adopted and on what basis?

These are difficult questions to answer and comaeptof distributive justice in
tax differ widely. Optimal tax theory supporterscBuas Kaplow and also Banks and
Diamond examine the economic consequences of \&at@ustructures in terms of their
effect on the aggregate levels of lifetime welllgeor ‘utility’ for all the people in the
economy determined in accordance with a social amelffunction that aggregates

individual utilities across society in some WdyAs Musgrave notes, however, optimal

o4 Meade Report (n 13) 14; Carter Commission ("\A8)1, 4-5.
& Musgrave (n 45) 354 and Musgrave (n 29) 160.
g6 Musgrave (n 45) 355.

&7 See Banks and Diamond (n 34) 9. Kaplow discuasesiety of possible social welfare functions

(‘SWF’) and their relevance to optimal tax poli¢ye acknowledges that ‘[t]he relevance of
choice of SWF to optimal tax policy varies greatiften with no effect, sometimes a difference in
magnitude, and occasionally a difference in digttisee Kaplow (n 25) 41-50.



tax theory as a utilitarian-based approach is betform of one approach amongst many

to the justice in tax questidfi:

‘X, who sees distributive justice in Lockean termof entitlement to

earnings, will view justice in taxation in benefrms: people who value
public services equally should pay a similar taxgrY and Z, who take a
utilitarian approach, will view as just that dibwition of the tax burden
which minimizes the aggregate welfare loss, but shape of their
subjective welfare functions will differ. Others ynahoose yet different
criteria of fairness, such as a burden distributishich imposes a
proportional loss.’

Consequently, Musgrave’s approach to the lack oéensus on vertical equity is to give
horizontal equity primacy over vertical equity: kg as ‘the primary principle’ of
treating like alike is complied with just individigaare then free to disagree on the

desirable pattern of vertical equfy.

Whatever one’s preferred conception of tax justeceneasure of the extent of
vertical equity in a tax system that is especiadlievant to the issue of family income
splitting is the progressivity of the tax concernedhow much a taxpayer’s income tax
burden increases as his or her income increasepjston absolute dollars but relative to
his or her incomé&’ The progressivity of the tax system is a key fadtothe income-
splitting context because the more progressivesyiseem, the more combined tax can be

saved by a high-income family member shifting ineot® a lower-income family

&8 Musgrave (n 45) 354. For a review of libertarégproaches to private property and their
implications for tax policy see David Duff, ‘Priv@Property and Taxation in a Libertarian World:
A Critical Review’ (2005) 18 Can J of L and Juri3. 2

&9 Musgrave (n 45) 355-56. See also Musgrave (r80)(‘Indeed, it has been suggested that the
rule of horizontal equity is valid, even thoughlditcan be said about the matteweftical equity
or about how the taxation of people in differensiions should differ’).

0 The base does not need to be income. A progeessalth tax would increase as one’s wealth
increased.
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member. For example, following tax rate incream®sounced in the 2009 Budget that
will increase the progressivity of the UK income,t&K families will have an even
greater incentive than before to seek tax savings fincome-splitting arrangemerits.
From April 2010, the top marginal personal incorae tate is set to rise from 40% to
50%. In addition, those taxpayers with income betw&100,000 and approximately
£113,000 will face a 60% marginal tax rate on timebme due to the withdrawal of

personal allowances for those with income over {100

Progressivity in the tax system is supported foumber of reasons, but primarily
on the basis of ability to pay and the declininggiaal utility of money (ie £1 is worth
more to someone who is very poor than someone whery rich)’> Whilst the poor
need every pound to be able to pay for the essemwtidife such as food and shelter, rich
people cannot only afford the essentials but hakeege amount of money left over, and
thus, it is argued, are able to pay a greater peage of it to the Staf€.In addition,

Bankman and Griffin argue that the optimal tax undest normative theories and

n HM Treasury, ‘2009 Budget’ (n 7) [5.88]. AdditiahBudget 2009 measures that will have the
effect of increasing the progressivity of the UKame tax include a rise in the tax rate applicable
to trusts to 50% and the top tax rate on dividgbéore taking into account the accompanying
tax credit) to 42.5%. Pension relief for high-inaearners will also be restricted from April
2011.

2 Carter Commission (n 13) Vol 1, 19-22; Stiglite32) 77; Musgrave (n 29) 102-5. For a strong
defence of progressive taxation on distributivdipgsand optimal tax grounds see Joseph
Bankman and Thomas Giriffin, ‘Social Welfare and Rege Structure: A New Look At
Progressive Taxation’ (1987) 75 Calif L Rev 1906r B more general discussion on the
arguments for and against progressivity see Tile3J) 16-18.

& Carter Commission (n 13) Vol 1, 19-20 (‘Becausehelieve that non-discretionary expenses

absorb a much larger proportion of the annual aiditto the economic power of those with low
income than of the wealthy, in order to attainpheportionate taxation of discretionary economic
power, we recommend that a base that measurestmabmic power be taxed at progressive
rates’).



empirical assumptions is progressieProgressivity, however, is not universally

accepted? Opponents of progressivity argue that a propoatieror flat tax is more

desirabl€’® primarily on administrative simplicify and work incentives or productivity

grounds’® Most flat tax proposals include a large, untaxetspnal exemption and thus

are more accurately described as a two-rate (zedotlae flat rate) progressive t&x.

Thus, for purposes of this thesis, the income yaxesn is assumed to be progressive.

74

75

76

7

78

79

Bankman and Griffin (n 72) 1907.

Testimony of J S Mill in Report of the Select Guittee on Income and Property Tax ‘Minutes of
Evidence Taken before the Committee’ Vol VII (186QB540] (‘The rule of equality and of fair
proportion seems to me to be that people shoutéxsl in an equal ratio on their superfluities,
necessaries being untaxed, and surplus paying tasés an equal percentage. This satisfies
entirely the small amount of justice that thermithe theory of a graduated income tax, which
appears to me to be otherwise an entirely unjustenod taxation, and, in fact, a graduated
robbery’); Walter J Blum and Harry Kalven Jr, ‘Theeasy Case for Progressive Taxation’
(1952) 19 U Chicago L R 471.

See eg Richard Teathér Flat Tax for the UK — a Practical Realifpdam Smith Institute,
London 2005) <http://www.adamsmith.org/publicati@e®nomy/flat-tax-for-the-uk-
2007112088/> accessed 30 March 2009, 3 and AndaeziucFlat Tax — The British Caggdam
Smith Institute, London 2004) <http://www.adamsnuotly/publications/economy/flat-tax:-the-
british-case-2007111645/> accessed 30 March 2008,t4e United States, the flat tax is
associated primarily with Robert Hall and Alvin Rabka, who proposed a combination of a
cash-flow tax on business income and a tax on lalmgcome both subject to the same flat rate
(with a personal allowance for labour income): RbEeHall and Alvin Rabushk&he Flat Tax
(Hoover Institution Press, Stanford 1985).

Blum and Kalven (n 75) 430-35 (‘The first sucinsmleration is the price paid for progression in
terms of complicating the structure of the incomre £xpanding the opportunity for taxpayer
ingenuity directed to lawfully avoiding taxes, diag very difficult questions of equity among
taxpayers, and obscuring the implications of amggiprovision in the tax law’); Hall and
Rabushka (n 76) 52-54; Teather (n 76) 3; Grecubjn®-20. Administrative simplicity is
discussed below; see text at n 115.

Blum and Kalven (n 75) 437-44 (‘A third line dbjection to progression, and undoubtedly the
one which has received the most attention, isithessens the economic productivity of the
society’); Hall and Rabushka (n 76) 45-47; Tea(ner6) 3; Grecu (n 76) 19-20. Work incentives
are discussed below in the context of neutraligg &xt at n 86.

Michael Keen, Yitae Kim and Ricardo Varsaiibg ‘Flat Tax(es)’: Principles and Evidend®F
Working paper WP/06/218 (International Monetary éuwashington DC 2006)
<http://www.imf.org/external/pubs/ft/wp/2006/wp0&2pdf> accessed 30 March 2009, 4
(surveying the flat taxes imposed in eight easbRaan countries). In 2005 Teather (n 76) argued
a flat rate of tax of 22% combined with a tax-fsonal allowance of £12,000 was a practical
possibility for the UK.
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Vertical equity arguments often arise in the conixfamily income splitting.
For example, some claim that it is unfair that figesiwith investment income can reduce
their total income tax burden by entering into imessplitting arrangements whilst
families with only earned income canf8tOne interpretation of this argument is that
these two types of families are in similar situaticand should face similar tax burdens
under the principle of horizontal equity. But isstmeally the case? Consider these two

fact patterns:

Mr and Mrs Employment: Mr E earns a modest livwimgrking full-time
as an employee. Mrs E stays at home looking dfeecouple’s children.

Mr and Mrs Investment: Mr | has a substantial meofrom a share
portfolio, bank savings, and a rental property. Mstays at home looking
after the couple’s children.

On these facts, it is difficult to argue that theotcouples are similarly situated. One
couple appears to have a much higher ability totpag the other, not to mention that the
sources of their respective incomes are differantl (perhaps Mr E’s earnings could be
described as more hardly won), which may be qutevant. As such, it appears to be
raising vertical equity rather than horizontal éguioncerns, and arriving at anything
approaching a consensus on how these two groupsdsbe taxed relative to each other

becomes much more difficult.

To take a second example, it is sometimes arguatdatihusband and wife who

own a personal services company, with no other eyagls, should not be treated less

80 Redston (n 62) 681; Judith Freedman and Rhonaz$StBettlements — A Suitable Case for

Treatment: Clauses 109-110 Finance Bill 1989’ [19BBPR 204, 205.



favourably than a husband and wife owning a vemgdabusiness with factories,
hundreds of shops and employing thousands of erap&y Again, are these couples
similarly-situated such that horizontal equity cems are relevant? In both cases the
couples are running a business. However, in the aithe very large business the profits
earned represents to a much greater extent thgreteenal services business a return on
the significant amounts of capital invested in bosiness rather than principally a return
on the labour of the owners. If these returns shoea taxed the same then the issue is
one of the proper application of the principle @fibontal equity. Alternatively, if the
returns are not equivalent, and one can justifialvigose different levels of tax on the
small business owners from the tax imposed onditgetbusiness owners, then this is a

question of vertical not horizontal equity and riegsia solution along those lin&s.

2. NEUTRALITY

Another guiding principle of taxation is neutratia well-designed tax system should
not distort decisions (except where intended teso)3* Distortions can be introduced,
for example, by levying high marginal rates of taximposing different levels of tax on

essentially similar activities. Treating like alikhus makes good tax policy not just

81 Statement by Malcolm Gammie at London Schooladr®mics tax policy seminar discussion on

Jones v Garnett (London 3 December 2007).

82 Whether income from capital should be taxed Hraes less heavily or more heavily than income

from labour is discussed in Chapter 4: see temt488.

8 Meade Report (n 13) 7-11; Carter Commission (nVi8 3, 8; Boadway and Wildasin (n 20) 226-
27; Sandford (n 21) 113-14; Stiglitz (n 22) 328-3Bachel Griffith, James Hines and Peter Birch
Sgrensen, ‘International Capital Taxation’ in Jaféslees and others (edsReforming the Tax
System for the 21st Century: The Mirrlees Re\{iEwe Institute for Fiscal Studies, London 2008)
<http://www.ifs.org.uk/mirrlees/mrPublications> assed 30 March 2009, 17.
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because it is horizontally equitable, but also hseat is neutral? Fiscal neutrality does
not mean that the tax system should or has noteffedehaviour; policy makers may
deliberately choose to use the tax system to inflaebehaviours such as by imposing
taxes on cigarettes to encourage people to stogisgoor providing favourable tax
treatment for married couples but not for unmardetabitants as a means of supporting

the institution of marriag®

Economists typically analyse the incentive effesfstax systems in terms of
income effectand substitution effecf®® Income effects depend on the overall level of
tax; if the average rate of tax increases, theagspwill need to increase his or her pre-
tax income (eg by working overtime) to avoid sufigra fall in his or her current
standard of living. Substitution effects, on théesthand, depend on marginal tax rates
and are more likely to lead to inefficient behaviolhe Meade Report uses the example
of Mr Smith to illustrate substitution effects: MBmith could add £100 a year to the
value of his employer’s output by working an extiaur of week, and he is happy to do
so. Since his marginal tax rate is 40%, he iswefth only £60 after tax. If Mr Smith
would prefer the extra hour of leisure rather tilas £60, the tax system has caused an

economic inefficiency: absent taxes Mr Smith woligdre been better off by £100 and his

84 Although horizontal equity and economic efficigmaay overlap (as in this example), the

concerns of each are fundamentally different: dkm n 47) 49.

8 ‘Marriage neutrality’ is discussed in detail iln&@pter 3; see text at n 278.

8 See eg Meade Report (n 13) 8.



firm would have been no worse off, having generatedextra £100 of output to offset

the extra £100 paid to Mr Smiff.

The substitution effect is particularly importantthe context of family taxation.
In a tax system that uses a joint spousal tax itite husband’s marginal tax rate is high
this will create a disincentive for his stay-at-temife with young children to return to
the paid work force because her first pound of ineawill be taxed at his high marginal
tax rate®® The higher the marginal tax rates, the strongeriticentive she will have to
substitute untaxed domestic work for taxed earnmgside the home. The presence of
the tax incentives may lead her to decide to stdyome when she otherwise (absent a
high marginal tax rate) would have opted for patbyment. In addition, the greater
the differences in the marginal tax rates of familgmbers, the greater the incentive for
family members to shift income (or income-produgumgperty) around the family purely
to obtain a lower combined tax burden, in the psecacurring otherwise unnecessary

and inefficient transaction costs.

Imposing different tax treatment on different tymgsncome also may give rise
to economic distortions. For example, in the UKyoar income is taxed more heavily
than unearned/capital income (eg interest, divideadd capital gains). Income from
employment is taxed at marginal income tax rateupfto 40% (for 2008-09). In
addition, employment earnings are subject to eng@ayational insurance contributions

(NICs) of up to 11% (capped at 1% for incomes &45,400) as well as employer NICs

87 Meade Report (n 13) 8.

88 This issue is discussed in Chapter 3 under thdihg ‘Work Incentives’; see text at n 371.
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of up to 12.8% (for 2008-095. This results in a top marginal tax plus NIC rape f

employees of 419% If the NIC rate for employers is also taken intz@unt the top rate

on labour income approaches 54%. Capital gainsh@mther hand, are subject to a flat,

comparatively low, tax rate of 18%, with no allowarfor inflation but a large, separate

annual exemption (£9,600 in 2008-G9)The substantial difference in tax in the UK on

labour as compared to capital income providesangtmcentive for taxpayers to convert

labour income into capital income where possibl&uch differential taxation also

appears to violate both horizontal equity (E1 dfolar income is taxed much more

heavily than £1 of capital gain) and vertical egdyit it is primarily rich people who have

89

90

91

92

HM Revenue & Customs, ‘Rates and Allowances idwa Insurance Contributions’
<http://www.hmrc.gov.uk/rates/nic.htm> accessediee 2009.

James Browne, ‘Income tax and National Insuraimc® Chote and others (ed$he IFS Green
Budget, January 200@rhe Institute for Fiscal Studies, London 2009).p] and Stuart Adam,
James Browne and Christopher Heady, ‘TaxationendK’ in James Mirrlees and others (eds),
Reforming the Tax System for the 21st Century:Mindees Review(The Institute for Fiscal
Studies, London 2008) <http://www.ifs.org.uk/mietgmrPublications> accessed 30 March 2009,
8. Although the payment of NICs entitles individu#b certain social security benefits, in practice,
the link between contributions paid and benefiteieed bear little relation to each other for any
individual contributor. As a result, NICs generadie considered by economists to be simply a
tax. For a detailed discussion on why NICs are icened merely a tax as well as the benefits
from integrating income tax and NICs see StuartrAdad Glen Loutzenhisdntegrating

Income Tax and National Insurance: An Interim RépléiS Working Paper WP21/07 (The
Institute for Fiscal Studies, London 2007) 14-15.

TCGA 1992 ss 3(2) and 4.

This form of what economists call ‘tax arbitragetiscussed in detail in Chapter 4; see text at n
481. As mentioned in the first footnote in the dmtnction to this thesis, some economists refer to
the conversion of labour income into capital incamséincome shifting’ or ‘income splitting’: see
eg Banks and Diamond (n 34) 27, Griffith, Hines &mtensen (n 83) 75 and Peter Birch
Sgrensen, ‘Neutral Taxation of Shareholder Incof2@05) 12 International Tax and Public
Finance 777. This thesis, however, uses the tarmgrhe shifting’ or ‘income splitting’ to
describe attempts by one taxpayer to divert inctovenother taxpayer, eg a spouse or other
family member, to reduce the tax otherwise paidhat income. See also Gammie (n 61) 691.
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lightly-taxed capital gains, for example, not pamorking people). These issues are

considered in more detail in Chaptet*4.

In addition to horizontal equity concerns, taxinffedent legal forms of carrying
on economic activities differently (eg employmesglf-employment and incorporated
business) may give rise to distortiofig\ taxpayer who adopts the corporate form for his
or her activities may be able to save tax by camvgmwhat would otherwise be heavily-
taxed labour income into, at least partly, loweteth capital incomé In addition, self-
employed persons may be subject to more generdes on claiming expenses than an
employee carrying on similar activiti&s.Moreover, if the tax system provides more
opportunities for family income splitting through campany than an unincorporated
business, there will be an incentive to adopt g@@te form over an unincorporated
form. These considerations are also addressed ie oetail in Chapter %, Finally, it

should be noted that if the tax burden on one lmssins low because the owners of that

93 See text at n 438.

o Meade Report (n 13) 9; Claire Crawford and JuBitteedman, ‘Small Business Taxation: A
Special Study of the Structural Issues Surrounthieglaxation of Business Profits of Owner
Managed Firms’ in James Mirrlees and others (dRisiorming the Tax System for the 21st
Century: The Mirrlees Revie(@he Institute for Fiscal Studies, London 2008)
<http://lwww.ifs.org.uk/mirrlees/mrPublications> assed 30 March 2009, [I.1]; Alan J Auerbach,
Michael P Devereux, and Helen Simpson, ‘Taxing ©cafe Income’ in James Mirrlees and
others (eds) Reforming the Tax System for the 21st Century:Mingees ReviewThe Institute
for Fiscal Studies, London 2008) <http://www.ifgark/mirrlees/mrPublications> accessed 30
March 2009, 34-35. The question as to whetherapjzropriate to conclude that employees, the
self employed and companies are carrying on anakgoonomic activities to make any
meaningful comparison of their respective tax trestt is discussed in more detail in Chapter 4;
see text at n 478.

% Gammie (n 61) 691-92; Banks and Diamond (n 34)&itfith, Hines and Sgrensen (n 83) 75.

% Judith Freedmarsmployed or Self-Employed? Tax Classification ofk&is and the Changing
Labour Market(The Institute for Fiscal Studies, London 20010-121; Crawford and Freedman
(n 94) [11.2.3].

97 See text at n 481 and also n 582.
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business are able to split income amongst familynbes, the business will have a
competitive advantage over other, perhaps moreieiti, businesses that are unable to
lower their tax burden through income splitting.dffiect, the tax system is subsidising

the less efficient business.

In summary, aligning the tax treatment of differesdurces of income and
different forms of similar activities enhances tteutrality of the tax system by removing
incentives for taxpayers to earn one form of incamwer another (or convert one form of
income into another) and also the incentive toycaut taxable activities in a particular
legal form. Removing these tax incentives not omkyans that the choice of business
form can be made for commercial rather than tagaes (eg choosing to incorporate for
limited liability protection or, in the case of &somplicated businesses, remaining in a
cheaper and easier to administer unincorporated)fdiut it also means the tax system is
not favouring particular businesses over otherssiing neutrality in these situations has

the added benefit of advancing horizontal equity.

3. CERTAINTY

Smith’s second canon of taxation states that thevtach each individual is bound to pay
ought to be certain, and not arbitrary. For Smixtainty was of critical importance:
‘The certainty of what each individual ought to gayin taxation, a matter of so great

importance, that a very considerable degree ofualdy...is not near so great an evil as a



very small degree of uncertainf{?.The Meade Committee also took the view that it
should be clear to taxpayers what is and what tstavaable, and the amount of tax
payable on each taxable object should be ceftainis difficult to argue with the
proposition that tax rules, indeed legal rules galhe'®® need to be clear and easy to
understand. Taxpayers should be able to know taeitiability, where and when to pay
it, and tax should be levied at a time and in thenmer that is most likely to be
convenient for taxpayers to pay. Certainty, itrigued, is particularly important for small
business persons who must self-assess their intaxnkability and often do not have

access to, or the resources to pay for, professimvice**

What is meant by ‘certainty’ and must law generadlyd tax law in particular,
always be completely certain to be legitimate amidreeable? Could ‘mostly certain’ be
acceptable? How high must the certainty threshedth? Freedman has considered the
meaning of certainty specifically in the tax lawnbext, and its relationship with the rule
of law, in a paper on tax avoidantt® She refers to the work of legal theorists inclgdin
Endicott to challenge the strength of the oft-rdiaegument that a particular tax proposal

is ‘too uncertain™® Freedman questions whether the failure to draghbrines results

9 Smith (n 16) 825-26 (‘The time of payment, thenmer of payment, the quantity to be paid, ought

all to be clear and plain to the contributor, am@very other person’).

9 Meade Report (n 13) 18-19. See also Sandford Y126 (‘...the individual’s tax liability should
not be arbitrary and should be calculable in adegnc

100 Lon Fuller,The Morality of Law(2nd edn Yale University Press, New Haven 1969) 63

101 Redston (n 62) 686; Anne Redston, ‘Arctic SHift0 January 2008) 161 Taxation 17; Francesca
Lagerberg, ‘No Sense of Direction’ (28 February 0061 Taxation 187; Andrew Hubbard, ‘The
Curious Incident ... (27 March 2008) 161 TaxatRs1l.

102 Judith Freedman, ‘Defining Taxpayer Responsipilih Support of a General Anti-Avoidance

Principle’ [2004] BTR 332, 345.
103 Freedman (n 102) 345.
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in a real problem and concludes that it may be ordy inevitable but perhaps even
helpful in the tax avoidance context to steer afvayn any attempt to define the line
categorically*®* Since past proposals (and no doubt future oneseHsto change the tax

treatment of income-splitting arrangements invavifamily businesses have been
criticised by taxpayers, practitioners and prof@sal organisations on uncertainty
grounds-%° the concept of certainty in tax law is especia#ijevant to this thesis and

bears closer scrutiny.

Legal philosophers have considered the role ofacdit in law. InThe Morality
of Law Fuller set out his famous eight routes of failfwe any legal system, one of
which was unclear or obscure legislation that ipassible to understart®® The need for
clear legislation does not mean, however, thatsraked to be detailed and cover every

conceivable fact patterf{’

To put a high value on legislative clarity is notdondemn out of hand
rules that make legal consequences depend on siianglach as “good
faith” and “due care”. Sometimes the best way toee clarity is to take
advantage of, and to incorporate into the law, comsense standards of
judgment that have grown up in the ordinary liféstde legislative halls.
After all, this is something we inevitably do ining ordinary language
itself as a vehicle for conveying legislative irtteNor can we ever, as
Aristotle long ago observed, be more exact thamttare of the subject
matter with which we are dealing admits. A speciolasity can be more
damaging than an honest open-ended vagueness.

104 Freedman (n 102) 345.
105 Chapter 6, text at n 914.
106 Fuller (n 100) 63-65.

107 Fuller (n 100) 64.



Furthermore, as Endicott explains, whilst legallggdophers have debated the virtue in
the rule of law, there is a consensus about theireagents of the ideal: ‘laws must be
open, clear, coherent, prospective, and stablésléign and executive action should be
governed by laws with those characteristics; aedetimust be courts that impose the rule
of law.” *°® Endicott argues that the organising principlehgfse requirements is, as Raz
puts it, that ‘the law must be capable of guiding behaviour of its subjects Law that

fails altogether to meet the requirements is nat & all, and a legal system that lacks
them to some degree is defective or deficient liegal sense. In Finnis’s phrase, a legal

system must meet the requirements if it is to égdlly in good shape™®

In Endicott’s view, these requirements of the mildaw seem to offer an answer
to the question of what counts as achieving thelidethe ideal is to be completely met,
the requirements must be completely met, and teyasuthe rule of law is to maximise
conformity to the requirements$! This does not mean, however, that vagueness reust b
eliminated. For Raz, conformity to the rule of lasva matter of degree and ‘some
vagueness is inescapabt& Similarly, Endicott concludes that legal systeresassarily
contain vague laws and vagueness is not a d&ficEreedman contends in the tax
avoidance context that in some cases the focussrieebe shifted away from trying to

create clear lines (which may be impossible in @vgnt) towards an examination of how

108 Timothy Endicott, ‘The Impossibility of the Ruté Law’ (1999) 19 OJLS 1.
109 Joseph Razhe Authority of LawClarendon Press, Oxford 1979) 214.
110 John FinnisNatural Law and Natural Right®OUP, Oxford 1980) 270-71.
1t Endicott (n 108) 1-3.

12 Raz (n 109) 222.

13 Endicott (n 108) 4-5; Raz (n 109) 222.
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the law can enable decisions to be made in indalidases fairly and within a legitimate

and non-arbitrary framework?

In summary, whilst certainty is an important objeet some vagueness in law is
inescapable and tax law in particular will nevercbenpletely certain. This is a reflection
of the nature of law generally and tax law spealfic An appreciation of this nature of
certainty is important in the context of incomeitsiplg from family businesses, and, in
particular, legislative responses to this issuelo8g as the rules adopted are not arbitrary
and outcomes can be adequately predicted suchdkiestors can provide useful advice to
guide clients’ behaviour, blanket criticism thagigen tax rule is ‘too uncertain’ should
be met with a healthy degree of scepticism. On dtieer hand, the importance of
certainty for small business persons, who mustasséss their income tax liability and

have limited resources to pay for professional @elvinust not be overlooked.

4. ADMINISTRATION AND COMPLIANCE COSTS

According to Smith’s fourth canon: ‘Every tax oudghtbe so contrived as both to take
out and to keep out of the pockets of the peoplétkesas possible, over and above what
it brings into the public treasury of the Stat€. The Meade Committee also considered it

to be important that the tax system be coheremiplsi and straightforward, with ease of

114 Freedman (n 102) 345-46.
15 Smith (n 16) 826.



administration comprising one aspect of simpli¢ifThe more complex the rules, the

more it will normally cost government to administéerd taxpayers to comply with’

Administration and compliance costs are importamstderations from a tax
policy perspective because they represent purealstmss from the total goods and
services available to the communtt§. Governments need to hire tax inspectors and
others to administer the system. Taxpayers and parties charged with assisting in the
administration of the system (eg employers and $aekuired to withhold and remit
taxes) spend time and effort fulfilling their respee tax compliance obligations, perhaps
employing outside advisors to help them do so. &hessts can vary dramatically
depending on the nature of the tax involved andgareerally lower for simpler taxes—
those with fewer rates, borderlines and relfétdn the UK, for example, stamp duty
costs HMRC very little to administer — about 0. Ehpe per pound collected in 2006-07.
Income tax, on the other hand, is one of the megemsive, costing HMRC 1.25 pence
per pound collectetf’ The costs to taxpayers of compliance with a giteenmay well

be higher than the costs to the governmént.

116 Meade Report (n 13) 18-21. See also Carter Cosionign 13) Vol 1, 3-4; Boadway and
Wildasin (n 20) 227; Sandford (n 21) 114-17; Stig{n 22) 331-32.

17 Meade Report (n 13) 20.
118 Shaw, Slemrod and Whiting (n 49) 6.

19 Shaw, Slemrod and Whiting (n 49) 20. The autfatse note that administration and compliance

costs across multiple taxes can be reduced by mgoptmmon bases, definitions and procedures.
This and other benefits from the alignment of naiansurance and income tax are considered in
Chapter 6; see text at n 975.

120 HM Revenue & Customgyutumn Performance Report 2Q07able 1
<http://www.hmrc.gov.uk/about/autumn-report-2007>pdccessed 17 July 2008.

121 Meade Report (n 13) 20.
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Ease of administration often conflicts with othex tpolicy considerations. As
Shaw, Slemrod and Whiting state in their papertlier Mirrlees Review, ‘a reform that
looks attractive when considering only distortiosts may be very unattractive when
administrative and compliance costs are taken ounsideration®®? Highfield goes
further, arguing that the political dimension ta f@olicy sometimes results in decisions
that give little or no regard to, or even fly iretface of, administrative or compliance
cost consideration€> For Highfield, this political factor, coupled witthe use of tax
systems for a plethora of objectives unrelatedhédr primary revenue-raising role in part
explain why tax systems in advanced economies sichthe UK have become so

complex and costly to administ&.

One area in which the goals of equity and easadofirastration conflict is the
guestion of whether the income tax base shouldidecimputed income from domestic
services—equity may require inclusion, but taxinghs imputed income is generally
viewed as unworkable in practit®. Fairness might also suggest unmarried cohabitants
in a stable long-term relationship should be taxed higher and no lower than a
similarly-situated married coupfé® But how do you define ‘a stable long-term

relationship’? Must there be a sexual componerthéocouple’s relationship to qualify?

122 Shaw, Slemrod and Whiting (n 49) 10.

123 Richard Highfield, ‘Tax Implementation: Commenftgrrepared for James Mirrlees and others

(eds),Reforming the Tax System for the 21st Century:Mimtees Review(The Institute for
Fiscal Studies, London 2008) <http://www.ifs.orgrakrlees/mrPublications> accessed 5 April
2009, 4.

124 Highfield (n 123) 4.
125 Tiley (n 23) 20-22.

126 ‘Couples neutrality’ is discussed in detail inaPker 3; see text at n 338.



The more the tax system must take into accountvithaal circumstances the more
complex it will be, the more information it will ed, the more intrusive it will be into
taxpayers’ personal lives, and the more costly iit % to administer and police.
Progressivity itself also adds to complexity throwybstitution effects and encouraging
income splitting. Certainty can often come atelpense of complexity and cost, whilst

in other cases a certain rule will be easy to ustdad and simple to administéf.

Another important aspect of ease of administraisothe transitional issues and
costs resulting from changes to the tax regime.oAting to Raz, one of the more
important principles that can be derived from thsib idea of the rule of law is that laws
should be relatively stabfé® Stability is important because people need to kttmvaw
not only for short-term decisions but also for laegm planning: ‘[klnowledge of at least
the general outlines and sometimes even of deghiisx law and company law are often
important for business plans which will bear froily years later'?° Shaw, Slemrod and
Whiting observe that a major component of compkacaests is the cost of understanding
which obligations apply to a taxpayer and what seedbe done to comply with those

130

obligations.™ As a result, the authors similarly conclude thebgity is ‘a highly

desirable feature of a tax system, since learnihgtwo do is much more costly the first

127 Chris Evans, ‘Studying the Studies: An OvervidviRecent Research into Taxation Operating

Costs’ (2003) 1 eJournal of Tax Research 64 ants@wans, ‘Taxation in the UK: Commentary’
prepared for James Mirrlees and others (dRisjprming the Tax System for the 21st Century: The
Mirrlees ReviewThe Institute for Fiscal Studies, London 2008)
<http://lwww.ifs.org.uk/mirrlees/mrPublications> assed 5 April 2009, 6.

128 Raz (n 109) 214-15.
129 Raz (n 109) 215.
130 Shaw, Slemrod and Whiting (n 49) 21. See alsmEa008) (n 127) 9.
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time than on subsequent occasioriIn a 2006 study commissioned by HMRC on the
tax administrative burdens on UK businesses, KPM&htified the burden created by
changes to the tax legislation as a key themedimatrged from its work and one worth

further study**?

‘Change creates both cost and uncertainty. Theee sgong theme that
much of tax administration works reasonably welteiit is certain and
has been around for long enough for business tapsatsmooth machine
to deal with the administrative requirements. WEeises either actual or
perceived increased costs is change that interfaidfs the smooth
machine. One example is the frequent change inlegtiegislation or,
indeed, the introduction of new areas of legistatio

The Meade Committee was particularly consciougaiditional issues, arguing that an
important criterion in judging a new tax proposahswnot merely the quality of the
system once in operation, but also the ease aculif§ in making the transition from the
old regime to the neWw® The Committee repeatedly, and rightly, emphasites

importance of stability in the tax structure sottbasiness and individuals could plan
their affairs with confidence for the futut&, citing the axiom that ‘an old tax is a good

tax’.'*> Nevertheless, the UK tax system has undergone mhbahge in the 30 years

131 Shaw, Slemrod and Whiting (n 49) 21. The autlatse argue that stability is helped where the

legislation is properly drafted the first time.

132 KPMG, Administrative Burdens — HMRC Measurement Proj28tMarch 2006)
<http://lwww.hmrc.gov.uk/better-regulation/kpmgl.pafccessed 30 March 2009, 5-6. One
limitation of the KPMG study (besides that it exaed burdens on businesses as opposed to
taxpayers as a whole) is that it did not attemmgjuantify some major forms of compliance costs
including dealing with change and understandingcivitax obligations are relevant: see Shaw,
Slemrod and Whiting (n 49) 32-33 and Highfield @81 12-13.

133 Meade Report (n 13) 22.
134 Meade Report (n 13) 5.
135 Meade Report (n 13) 22.
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since the Meade Repdrf Constant political tinkering has played a rolet, foihas what
Evans calls the ‘complification’ process—the putrafi initiatives designed to simplify
but that have only served to make the UK tax syst&nits technical, operational and
administrative levels, yet more complicatéfThe result has been that the annual tax
7138

handbooks of legislation have doubled in size sit@® The reform proposals put

forward later in this thesis will be especially s#ive to transitional issues.

Finally, any reforms to address income splittingamily businesses must avoid
placing undue administrative burdens on small kessin Compliance costs fall
disproportionally on small businesses because ldeky the expertise and economies of
scale of larger firms who are able to employ adstiative departments and outside

advisors:*® Of particular concern are rules that require agdanumber of small

136 The changes are summarised in Adam, Browne aadH@ 90) 10-30; see also Evans (2008) (n

127) 2-5. (‘Reviewing the changes that have oezlim the UK tax system since Meade, there is
certainly a sense in which there has been an abeed# activity’). Evans goes on to conclude
that ‘whilst plentiful changes have taken placeeiihg tax rates and structure, the tax burden and
the broad tax mix and tax base have remained éakbgnnaltered over the period'.

137 Evans (2008) (n 127) 5-10. Interestingly, altHotlye Tax Law Rewrite Project in particular has
added to the volume of tax legislation, Evans tdkesview that it has improved the
comprehensibility of the legislation.

138 In 1996 John Avery Jones observed that the indamecorporations tax and capital gains tax

legislation alone had grown from 1,467 pages ahpriy and secondary legislation in 1970 to over
6,000 pages. He concluded ‘There is no reasonpase that the legislation will not continue to
grow. In ten years from now we could be lookind @600, 13,500 or 19,000 pages at these rates
of growth’: see John F Avery Jones, ‘Tax Law: Rue®rinciples?’ [1996] BTR 580, 583. Given
that the 1997 edition of Tolley’s Yellow Tax Handis of legislation and HMRC guidance
comprised two volumes and the 2008 version haslddub size to four volumes, Jones’s
concerns over future growth were indeed well-fouhd®ee also Evans (2008) (n 127) 7.

139 Crawford and Freedman (n 94) [VI.2.2.1]; Mead@®&e (n 13) Appendix 22.1. Slemrod argues
that the regressive cost burden on small busisesffset by greater non-compliance on average
by small businesses compared to employees: se&lémetod, ‘Small Business and the Tax
System’ in H Aaron and J Slemrod (ed#)e Crisis in Tax AdministratiofBrookings Institution
Press, Washington DC 2004). Crawford and Freedreaveli as Gentry counter that there is
unlikely to be a correlation between the tax saviofjnon-compliers and those who are burdened
most with compliance costs: see William Gentry,i@nent on Small Business and the Tax
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businesspersons to spend time and money workirmgighr complicated legislation for
self-assessment purposes only to learn that ties dd not apply to them or that the rules
do apply but the tax liability involved is negli¢ggh Such a situation creates a great deal

of taxpayer resentment for little gdif?.

In summary, ease and cost of administration andptiante are important
considerations in the context of income splittingamily businesses. The choice of tax
unit, and rules governing acceptable and unacckepialbbome-splitting arrangements
must be capable of being administered without unchraplexity and cost, bearing in
mind the potentially significant number of taxpag/ervolved and that it is not easy (nor
perhaps socially desirable to any great extenfdice transactions within the family
generally, nor family businesses in particular. Ttamsitional impact of any new rules

should also be minimised as far as possible.

C. CONCLUSION

The traditional criteria of good tax design—equigfficiency, certainty and ease of
administration—considered in this Chapter provide basic policy framework for the
remaining Chapters of this thesis. A tax systenppreach to choice of tax unit, rules

attributing income to taxpayers, and income spliftjenerally and in the family business

System’ in H Aaron and J Slemrod (ed$)ke Crisis in Tax AdministratiofBrookings Institution
Press, Washington DC 2004).

Shaw, Slemrod and Whiting (n 49) 20. This forntomplexity is another key theme identified by
KPMG in its study of the tax administrative burdenUK businesses: KPMG (n 132) 6.
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are all scrutinised against this framework, astheecurrent UK approach and possible

reforms.

As will become evident, in analysing these issuresdriteria of tax design will
sometimes point in the same direction whilst oreotsues they will conflict. How the
trade-off between competing principles should béena such circumstances will be the
matter of some debate. Generally it is equity atersitions, however, and more
particularly horizontal equity, that are most prasemt in, and central to, the income-
splitting debate. Horizontal equity arguments atisge and time again—in the debate
over tax unit (eg the treatment of married versumarried couples), the levels of tax on
unearned (capital) income versus earned (laboaonme, the attribution of both kinds of
income to taxpayers, and the tax treatment of eyeel® / self-employed persons / small
companies engaged in similar economic activitieengEhe optimal tax theory approach
advocated by Banks and Diamond concedes a sigmificzle for horizontal equity

consideration$?! although Kaplow would disagree.

This concession, however, does not go far enouglKéy, and rightly so. He
argues that an optimal tax theory approach subgeetuity limitations is completely the
wrong way to approach tax design: ‘One should bégirseeking a measure of taxable

capacity, with the measurement of taxable capamtystrained by administrative and

141 Banks and Diamond (n 34) 10. This conclusiomssified on the grounds of administrative and

political feasibility: ‘One would need a great deéfaith in the political process not to want some
protections against arbitrary tax assessments uhdeguise of “better taxation™.

54



operational issues and by considerations of effje’*® The Carter Commission

similarly concluded*?®

‘The first and most essential purpose of taxat®toishare the burden of
the state fairly among all individuals and familielless the allocation of
the burden is generally accepted as fair, the kaoi political fabric of a
country is weakened and can be destroyed....We amgimmed that
scrupulous fairness in taxation must override #tleo objectives where
there is a conflict among objectives.’

Although equity is ultimately of paramount importanin the income-splitting debate,
efficiency and incentive concerns are also prontiaetimes, such as in the choice of tax
unit. The resulting conclusions sometimes accoitt Wie result under horizontal equity
(as in choice of tax unit) and sometimes they db(ae in the appropriate taxation of
capital versus labour income). Certainty and adstiaiive concerns also place important
limitations on equity (as Kay acknowledges), paitady when it comes to the

appropriate taxation of buisness income generateth® combined efforts of family

members.

The next Chapter applies the principles of taxgtesn the choice of tax unit.

142 Kay (n 41) 14 and see also 7: ‘For the Meade Citiee) as for most ordinary people, questions

of fairness and taxable capacity would seem toflegitical importance—even exclusive
importance—in determining the household tax base.’

143 Carter Commission (n 13) Vol 1, 4.



CHAPTER THREE: CHOICE OF TAX UNIT

A. INTRODUCTION

The incentives for income splitting in the familgeastrongest when the tax unit is the
individual rather than a spousal or family tax urfihus, choice of tax unit plays a
fundamental role in determining the extent to whimtome splitting will be an issue for

a tax system. In fact the choice of tax unit is fireliminary question—one cannot
sensibly discuss income splitting and what to doualit until the basic tax unit has been
determined. This Chapter applies the criteria af dasign considered in the previous
Chapter to the choice of tax unit. Many of the ess@and considerations raised in this

Chapter are also relevant to the discussion ofmecattribution in the following Chapter.

Part B advances a conceptual discussion of indaideersus spousal/family
taxation and the implications for equity, neutsglitertainty and administrative aspects of
the tax system. The discussion on choice of ungfinsewith a critical review of the
history and current UK position on the tax uniteTdK and international tax literature
on the tax unit is then analysed in order to deteenwhether the individual has indeed
proved to be the best choice for tax unit in the id&me (and capital gains) tax system.
The analysis addresses arguments for and agamsndividual as tax unit based on
considerations including horizontal equity, progrey, work incentives, marriage
neutrality and couples neutrality. Recent develapsenternationally, in UK family law

and also human rights law are considered.
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Part C examines a potential middle-ground alteveatiransferable personal

allowances. Part D summarises and concludes.

B. CHOICE OF TAX UNIT

Tiley calls the debate over the correct tax treatnoé the family, and the tax unit in
particular, ‘one of the most contentious issuegainpolicy.™** Theoretically, the family
may seem to be the most appropriate unit of tanad® the family is often regarded as
the basic economic unit in sociéfyy. Families pool resources at least to some degree,

though the actual extent and relevance of thisiclaisubject to debate.

If the family rather than the individual forms tkex unit then the incentives to
split income amongst family members disappé¥rdn its response to legislation
proposed by the UK Government in 2007 to addressnme-splitting arrangements

involving family businesses (discussed later is thiesit*’ but in any event subsequently

144 Tiley (n 23) 168.

145 Carter Commission (n 13) Vol 1, 17-19 and Vol 33; David Oliver and Peter Harris, ‘Family
Connections and the Corporate Entity: Income Spijtthrough the Family Company’ in Oliver
and Harris (edsfomparative Perspectives on Revenue Law: Essdyerniour of John Tiley
(CUP, Cambridge 2008) 244, 246 (‘Any attempt tottaxindividuals of a family seeks to draw
artificial economic lines between people that paadnomic resources’).

146 See eg Carter Commission (n 13) Vol 1, 18 (‘Weréfore recommend in this Reptat the

income of families should be aggregated and tages it on a separate rate schedule. The rules
against income splitting could largely be withdralpetause splitting would have no
significance’).

147 Chapter 6; see text at n 897.



abandoned), the CIOT put forth a number of altévaagproposals, including revisiting

the individual as the choice of tax utit:

‘Tax credits already look at the family unit. Acansequence, a couple is
often far worse off under the tax credit systemntlzae two separate
individuals. There may be some merit in considenvigether families
should be treated again as a unit for tax purpastsr by election in or
election out of this system.’

On the other hand, if sound tax policy reasonstdrisadopting the individual rather
than the family or spouses as the tax unit, theasmwill be needed to assign income from
various sources (eg employment, business, capitahe ‘appropriate’ family member,
and these assignments must be respected. Allowifegtered income splitting amongst
family members would undermine the choice of indinal as tax unit. The tax system

will need to have specific measures in place tdbihBuch activities.

This section begins with a brief review of the argtof independent taxation in
the UK before moving on to reconsider the choicdaaf unit in the UK income (and
capital gains) tax regime in light of the critefiar tax design previously identified,
particularly equity and neutrality. Much has beertten on this subject, especially in the
US. The optimal tax policy literature on choiceimfome tax unit, however, is relatively

sparsée*® Choice of tax unit was not addressed as a sepagitein the Mirrlees Review,

148 Chartered Institute of Taxation, ‘Income ShiftidgConsultation on Draft Legislation — Response

by the Chartered Institute of Taxation’ (28 Feby2008)
<http://www.tax.org.uk/showarticle.pl?id=6578> assed 16 June 2009, [4.10].

Michael J Boskin and Eytan Sheshinski, ‘Optimak Treatment of the Family: Married Couples’
(1983) 20 J of Public Econ 281; C Brett, ‘Optimaiiiinear Taxes for Families’ (2006)
International Tax and Public Finance 225; H J Kilewveé T Kreiner and Emmanuel Saez, ‘The
Optimal Income Taxation Of Couples’ (2006) NBER \Mog Paper 12685; H Cremer, J
Lozachmeur and P Pestieau, ‘Income Taxation of (&sugnd the Tax Unit Choice, (2007) Core

149

58



though Brewer, Saez and Shephard in their papesid@nhow the design of taxes and
benefits affecting an individual should be affecteyl the presence of a co-resident
partner or dependent childréll. The authors conclude that deriving optimal taxultes
for couples is extremely complicatétiand the limited studies to date make it difficolt
reach definitive conclusiori§? Nevertheless, the economic literature has mucidtbto
the analysis of incentives/disincentives to manngl dor secondary earners (primarily

women) to work outside the home, as will be sedavhé&®

1. HISTORY OF INDEPENDENT TAXATION IN THE UK

From the inception of the UK income tax in 1799ilurglatively recent times a married
woman was assumed by the tax system to be a degerfdeer husband, classified along
with ‘incapacitated persons and idiots’ who coulst handle their own tax affairs?

Given that a wife historically was viewed as pdrher husband’s property, and no more

Discussion Paper No 2007/13; H J Kleven, C T Knearel Emmanuel Saez (2009), ‘Supplement
To “The Optimal Income Taxation Of Couples™ Econetnica Supplementary Material 77.

150 Mike Brewer, Emmanuel Saez and Andrew ShephMdahs Testing and Tax Rates on Earnings’

in James Mirrlees and others (ed®gforming the Tax System for the 21st Century:Mingees
Review(The Institute for Fiscal Studies, London 2008)
<http://lwww.ifs.org.uk/mirrlees/mrPublications> assed 30 March 2009, section 5.

151 Brewer, Saez and Shephard (n 150) 30.

152 Brewer, Saez and Shephard (n 150) 2. Kaplow exasrthe optimal taxation of the family at

some length despite expressing the view that thteilolitive considerations are orthogonal to his
primary focus: see Kaplow (n 25) 315. He ultimatadycludes that the optimal allocation of tax
obligations and transfer payments across diffefiantly types ‘poses a particularly subtle and
challenging instance’ (413) and this is one areahiich even qualitative results about the
direction of optimal redistribution may depend be form of social welfare function (317). In
fact, Kaplow concludes that some social welfarefiems may optimally favour redistribution
from worse-off families to better-off families (3)L6

153 See text at n 297 and at n 372.

154 N A Barr, ‘The Taxation of Married Women'’s Incosaél’ [1980] BTR 478. For a comprehensive
review of the history of husband and wife taxatiothe UK until 1982 see Ann Nuala Brice,
‘The Tax Treatment of the Family Unit’ (PhD thediljiversity of London 1982).



able to have income in her own right than, say, lesband's prize bulf® it is not
surprising that when the income tax was introduaetharried woman’s income was
aggregated with her husband’s, with the sum tasekist>® When capital gains tax was
introduced in 1965, married persons living togetliere given one shared annual capital
gains exemption, and losses of one spouse werenatitally offset against gains of the
other unless the spouses elected out of such eatM As a result, spousal income-
splitting arrangements (and devices to counter Jheare of little practical concern in

the UK.

Moreover, when personal allowances were introddoedncome tax in 1920,
married men received more generous allowances s$iagle men on the basis that
bachelors had a greater taxable capacity than nitarevwife to support® The ‘married
man’s allowance’ was £225—or 1.67 times the £13%emibachelors. In addition,

married men with working wives could claim a ‘wéetarned income allowance’—equal

155 Barr (n 154) 478. According to Barr, the typichhpter heading in UK legal textbooks used to be

‘Married Women and Lunatics’.

156 Formerly ICTA 1970 s 37 and ICTA 1988 s 279. Braharacterises the regime as giving rise to

two general rules—the rule of aggregation of incane the rule of husband’s accountability: see
Brice (n 154) 25. Brice concludes that the pringitilat a husband should return and account for
his wife's tax was entirely consistent with the geal treatment of her property under the law prior
to 1882 pursuant to which a married woman had pars¢e personality at law. Moreover,
aggregation was not of great importance becaus@adtbene tax originally was proportional not
progressive: see 27, 29-31.

157 Finance Act 1965 s 17(5), later Capital Gains Rak1979 s 44, repealed by Finance Act 1988 s
104 and Sch 14. For a detailed historical discussiothe application of capital gains tax to
married couples see Brice (n 154) 274-86.

158 Brice (n 154) 70-73. The married man’s allowaremgaced the short-lived ‘wife’s allowance’

available to married men with taxable income bef880 from 1918 to 1920. The 1920 Royal
Commission had put forward the taxable capacitifjoation for a more generous married man’s
allowance and had suggested slightly higher ameufi250 compared to £150 for bachelors: see
Brice (n 154) 71-72. The ratio of the married maailswance to the single person’s allowance
fluctuated between 1.5 and 1.75 over the years.
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to the single person’s allowance—which was juddifem the grounds that such men had

less taxable capacity than men with stay-at-honvesvr®

Thus, for much of its history the UK income tax teys was rooted in the idea
that a woman on marriage becomes dependent onusbahd, who is then responsible
for the welfare of his wife and famify® By 1978 the Meade Committee recognised that
that idea was becoming less and less relevant avithncreasing number of married
women working outside the home coupled with chaggsocial attitudes on the
relationship between men and wontéhindeed, as social attitudes changed, the form in
which the UK had adopted joint taxation of marr@mliples (treating the income of a
wife as that of her husband) came to be regardedkeply offensivé®® Pressures for
reform were also linked to the fact that tax lawswaut of line’ with the system of
separation of property for married couples enadigdthe 1882 Married Women’s

Property Act®® and the further extension of married women’s priypand contractual

159 Brice (n 154) 73-79. A version of what becameuiife’s earned income allowance first appeared

in 1894 for small incomes. The 1954 Royal Commissiocepted the taxable capacity
justification for providing higher personal allowaes to married men with working wives. The
Commission thought that the allowance was excelyspanerous, however, but it remained at the
single person’s amount until it was repealed in8t@&e Brice (n 154) 71-72.

160 Meade Report (n 13) 377.
161 Meade Report (n 13) 377.

162 John Tiley, ‘Tax, Marriage and the Family’ (20 CLJ 289, 291. In 1982, Brice argued that by
1980 criticism of the aggregation rule had movexinfiprimarily legal reasons (eg inconsistency
with the 1882 changes to the married woman'’s ptgpegime) to social ones: see Brice (n 154)
404. Brice concludes (at 597) that ‘...the retentibthe aggregation rule cannot be defended and,
as it perpetuates an injustice against marriecopsyshould be repealed’ and (at 612) ‘...the
repeal of the principle of husband’s accountabsgtpuld also follow, making husbands and wives
individually responsible for their own tax affairs’

163 Judith Freedman and othelPspperty and Marriage: An Integrated Approahhe Institute for

Fiscal Studies, London 1988) 106; Brice (n 154%84The 1882 Act changed the property rights
of married women by providing that all property atgd by a married woman after the passing of
the Act was her separate property and that shel@aguire, hold and dispose of the whole legal
and beneficial estate without the concurrence ohlasband: s 1(1). A wife’s liability in contract
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rights (and liabilities) under The Law Reform (Mad Women and Tortfeasors) Act

1935164

Over time, some significant procedural changes weaele to respond to these
changing attitudes, including giving a married waontle right to request to be assessed
separately from her husbatf,which did not affect the overall tax paid but piced
some measure of privacy in her tax affairs, arainfd 971, allowing a married woman to
be taxed separately on her earned incbthAs a practical matter, this was worthwhile
financially only where the couple’s combined incomas in excess of £28,484 and her
earnings were at least £6,579 (in 1988-89) wife’s income from savings was always
taxed as if it were her husband’s. Thus, (unlileegbsition today) no income tax benefits
could be gained by splitting investment income hsa interest and dividends (including

dividends paid on shares in a family company), ketwhusband and wife.

Additional advances could have been made to funtinemote women’s status
and equality whilst still retaining joint taxatioof married couples (or at least joint

taxation of investment income), for example, bynpiting couples to file a joint income

and tort remained somewhat limited, which Bricedodes (at 44-45) could explain to some
extent the tax system’s adherence to aggregatidiasband’s accountability; however, the
husband could from that point be unaware of hig\wiincome and yet liable to account for it and
pay tax on it.

164 Although the 1935 Act provided for married wonterbe treated in almost all respects as other

persons, the income tax rules of aggregation astidnd’s accountability remained: Brice (n 154)
46-47.

165 ICTA 1988 s 283 formerly ICTA 1970 ss 38-39. atetailed discussion of the history and
operation of separate assessment see Brice (rn13437.

166 ICTA 1988 s 287. For a detailed discussion ofdpton for separate taxation of a wife’s earnings

see Brice (n 154) 147-66.
167 Inland Revenue press release (15 March 1988pdeped in [1988] BTR 525.
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tax return in both their names as is currently phnecedure in the US. Instead, the
movement towards independent taxation of marriedsgres began to slowly gather
momentunt®® The Royal Commissions of 1920 (the Colwyn Commispf® and 1954
(the Radcliffe Commissioh)’ examined the aggregation of the income of hustzamt
wife for income tax purposes as well as possibieradtives, but neither recommended
change. In 1980 a Green Paper on ‘The TaxationusbBEnd and Wife’ was released,
which considered the merits of independent taxaéibisome length, but also did not
favour changé’! This was followed in 1986 by another Green Papitied ‘Personal
Tax Reform’, however, which proposed the introductiof a system of independent
taxation of married couples. Husbands and wivesldveach have a separate personal
allowance for both income and capital gains taxgddition, one spouse would be able to
transfer his or her unused allowances to the atheusé.’? These proposals eventually

led to the decision in 1988 to adopt independedatitan effective April 1990.

In his 1988 Budget speech, then Chancellor Nigelvdam described the
Government’s two objectives behind its decisiorstfiit gave married women the same

privacy and independence in their tax affairs asryne else, and second, it brought to

168 Brice finds little evidence of dissatisfactiontlivaggregation and husband accountability until

after the introduction of the Married Women’s Pnape\ct 1882, though this can also be
explained by the fact that the income tax was prtiqual not progressive in the 1 €entury and
also that there was no income tax at all in théopet816-1842: see Brice (n 154) 316-17.

169 HMSO, ‘Report of the Royal Commission on the ImeoTax‘ (Cmd 615, 1920) [238-83]. See
also Brice (n 154) 351-60 and 437-39.

HMSO, ‘Second Report of the Royal Commissionten Taxation of Profits and Income’ (Cmd
9105, 1954) [113-21]. See also Brice (n 154) 365k7d 439-40.

e HMSO, ‘Taxation of Husband and Wife’ (Cm 8093809. See also Brice (n 154) 401-14 and
453-57.

172 HMSO, ‘The Reform of Personal Taxation’ (Cmd 975886).
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an end the way in which the tax system could pseatiarriage’? Tiley describes the
result as reflecting ‘the recent age of extremaviddalism.’* Section 32 of Finance
Act 1988 was the key implementing piece of legistat providing that section 279 of
ICTA 1988 (the provision treating the income of aman living with her husband as his
income for income tax purposes) ‘shall not havesctfffor the year 1990-91 or any
subsequent year of assessment.” Additional tramsitirules including those governing
personal allowances, certain elections, carrybagkgelief, and capital allowance
balancing charges were also requitedand some changes were made to recast the
taxing legislation in less masculine terM%.A ‘married couple’s allowance’ was
introduced, replacing the married man’s allowannd aet at an amount equal to the
difference between the single allowance and theriethman’s allowance; the result
ensured that no married couple was worse off utttemew regime’’ From 2000-01,
however, this allowance is available only to thosaples where one partner had reached

the age of 65 on or before 5 April 2008.

Overall, the new system was designed to removeséiesm inherent in the old

system of joint taxation, with as little change pgssible to people’s actual tax

173 15 HC Deb. vol 129 col. 997 (15 March 1988). Sise Nigel LawsonThe View from No. 11:
Memoirs of a Tory RadicdCorgi Books, London 1992) 881-87.

174 Tiley (n 23) 162.

17s These rules are discussed in HM Revenue & Custdngependent Taxation Manual’ (June

2006) <http://www.hmrc.gov.uk/manuals/inmanual/itth> accessed 23 July 2008.

176 HM Revenue & Customs, ‘Independent Taxation Mér(nal75) [IN75] and Judith Freedman,
‘Independent Taxation: Lion or Mouse?: Clauses31434, 41, 93 and 98 and Schedule 3’ [1988]
BTR 224.

e Bill Robinson and Graham Stark, ‘The Tax Treath@rMarriage: What has the Chancellor
Really Achieved?’ (1988) 9 Fiscal Studies 48, 49.

178 ITA 2007 ss 45-46.

64



payments’® As a result of married women receiving their owersonal allowance
which, unlike the old wife’'s earned income allowancould be offset against income
from any source including investment income, Dilestimated a million women with
small amounts of investment income were taken dutthe income tax system

completely'®

Kerridge, in an article published just prior to thanouncement of the 1988
changes, compared the income and capital tax tezditof a married couple with that of
two single persons under the rules as they theliealdf* Kerridge concluded that whilst
most people were better off for income tax purpasesried than single, for others it
made no difference, and for others still (such dsere the wife had substantial
investment income) marriage made an unmarried eowpkse off: Although finding
no rhyme or reason for such a result, Kerridge asgsecially critical of the income tax
system for being generally so favourable to margedples rather than, for example,
favouring couples with childrel¥® In a follow-up article written after the 1988 Buadg
changes, Kerridge criticised the new regime fompetven more generous to married
couples, and reiterated his call to instead focnssopport for couples with young

children!® He also noted that the new rules, whilst undoupteimple, made no

179 Andrew Dilnot, Paul Johnson and Graham Starkyit&s, Independent Taxation and the 1990
Budget’ (1990) 11 Fiscal Studies 27, 30.

180 Dilnot, Johnson and Stark (n 179) 32-33.

181 Roger Kerridge, ‘Taxation and Marriage’ (1988)@[zJ 77.
182 Kerridge (n 181) 80.

183 Kerridge (n 181) 81 (‘Clearly it does not costauple more to live together than to live
separately, so why should a married couple recaiyetax privileges?’).

184 Roger Kerridge, ‘Tax, Marriage and the 1988 Bud988) 47 CLJ 477.



provision to guard against tax-motivated rearrangi@snof a couple’s capital in order to
arrive at the most fiscally advantageous split mfestment incom&° He suggested

instead an aggregation of a couple’s investmerdnmeccombined with wider tax bands
than those applicable to a single per&8rthis proposal (and others) is considered in

Chapter 4%’

Thus, the joint taxation of husband and wife in th€ came to an end when
Finance Act 1988 introduced independent taxatiomafried women, with effect from 6
April 1990. Thereafter, if one spouse is liablddr at a lower rate than the other spouse,
the couple’s combined tax burden on a given leecambined income will vary
depending on the proportion taxed in each spousa'gls. Some of the effects of the
move to independent taxation are only now beconapgarent (and the subject of
debate), including the extent to which income siptitis and should be permitted in the

context of family businesses.

2. RE-EXAMINING CHOICE OF TAX UNIT

Twenty years have now passed since the move tpémdient taxation of husband and
wife in the UK. Some UK tax commentators have begurmguestion the wisdom of
independent taxation and its role in encouragingilfaincome-splitting arrangements.

This includes the CIOT, as noted abdfeand also Crawford and Freedman who argue

185 Kerridge (n 184) 478.
186 Kerridge (n 184) 478, referring to his argument&erridge (n 181) 94-97.
187 Chapter 4, text beginning at n 528.

188 Text at n 148.
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in their paper on small businesses for the Mirrl@wview that to fully address the
income-splitting advantages from using a spouseisgnal allowance and lower tax
bands in the context of family businesses ‘it wdo#dnecessary to consider the nature of
independent taxation of spouses and civil partrerd the role of their personal

allowances*°

One aim of this Chapter is to explore and contgltot this debate on the choice
of tax unit and the role of personal allowancestiia end, the next section begins with a
critical review of the UK and international tax @yl literature—in particular the
extensive US literature—on choice of tax unit inder to determine whether the
individual is indeed the best choice for tax unitthe UK income tax and capital gains
tax systems. Recent developments in UK family lae iastructive and considered at
some length, and comparisons are drawn with theoapp adopted by the US, Canada
and other jurisdictions to the tax unit questioheTanalysis will address arguments for
and against the individual as tax unit based orsidenations such as horizontal equity,
progressivity, autonomy and privacy, marriage radifyr couples neutrality and work
incentives. The focus will be on a spousal unithesmain alternative to the individual,
however, the same arguments apply at least aslgdaapouses as to families, if not

more So.

(a) Background

189 Crawford and Freedman (n 94) [111.3.2].



A recently published review of the OECD countrigg&ome tax systems found that the
individual is the most commonly used basic tax,umdopted by 21 of the 30 countrigS.
Germany, the Czech Republic, Ireland, Luxembouami, Switzerland and the US
either allow or require joint spousal taxation;yRrance and Portugal tax on a family
unit basis that includes dependent childf&runder the French ‘family quotient’ system,
a family’s total taxable income is divided by a tjeot determined by marital status and
number of childrert®® This figure is then used to calculate each famigmber's tax
using a standard rate schedule applied to theaeteyuotient, and those tax amounts are
totalled to arrive at a figure for the family® Generally, the quotient for couples is 2 plus

0.5 for each of the first two children, rising tddt the third and further children.

Whilst in the US most married couples file and @eated as one joint tax unit,
from its inception in 1913 until 1948 the US fedarcome tax treated spouses as two
separate taxpayet®’ This obviously created incentives for the shiftinf income
between the spouses, and income splitting by meémsterspousal transfers of gifts

became a well established, accepted and effectaipe in the US so long as control

190 Jonathan R Kesselman, ‘Income Splitting and JGinx@ation of Couples: What's Fair?’ (2008) 14
IRPP Choices 1. Kessleman’s study focused on thar# as applicable to the taxation of
employment income — by far the largest componeimadme tax revenues in OECD countries.
For an earlier study centred on European courggedrene Dingeldey, ‘European Tax Systems
and Their Impact on Family Employment PatternsO®030 J Soc Pol 653, 658 Table 1.

101 Kesselman (n 190) 15.
192 Kesselman (n 190) 16-17.
193 Kesselman (n 190) 17.

104 This account of US tax history is primarily drafvom Lawrence Zelenak, ‘Marriage and the

Income Tax’ (1994) 67 S Cal L Rev 339, 344-48, EdinhMcCaffery,Taxing Women
(University of Chicago Press, Chicago 1997) 29Mthael Mcintyre and Oliver Oldman,
‘Taxation of the Family in a Comprehensive and Sifigal Income Tax’ (1977) 90 Harvard L
Rev 1573, and Boris | Bittker, ‘Federal Income Tigo@and the Family’ (1975) 27 Stanford L
Rev 1389, 1399-1414.
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actually was relinquished over the as$&ts.The tax effectiveness of attempts to split
earned income was less certain, until two decisafrtse United States Supreme Court in
1930. In the first casd.ucas v Ear/®® the Supreme Court ruled that income from
employment could not be shifted from husband toewif a common law separate

property jurisdiction. Justice Holmes, deliveriig bpinion of the Court, statéd:

‘There is no doubt that the [Revenue Acts of 1968 4921] could tax
salaries to those who earned them and providethigatax could not be
escaped by anticipatory arrangements and conttamigever skilfully
devised to prevent the salary when paid from vgstiven for a second in
the man who earned it.’

The Supreme Court’s holding rucas v Earlis referred to as the ‘assignment of income
doctrine’, and has since been widely applied inUeto restrict income shifting® Later

in the same year, the Supreme Court decideoa v Seabori® that in a community
property state, half of the income earned by thebhod was the income of the wife for
federal income tax purpos&¥.This was despite the fact that whilst each sphzska

present interest to one-half of the community inepthe husband was vested with the

195 Bittker (n 194) 1401-3. At 1401 Bittker notesTJaxpayers wanting to shift the tax liability for
investment income to their spouses or children datipossible to do so with impunity, if they
were prepared to give up ownership of the undeglgiecurities, bank account, rental real estate,
or other property.’

196 281 US 111 (1930).
197 Lucas v Earl(n 196) 114-15.

198 Stafford Smiley and James Motter, ‘The US Perspecincome Splitting’ (10 July 2008) 162
Taxation 40.

199 282 US 101 (1930).
200 Poe v Seaborn 199).



exclusive right to manage the community properéeffrom any duty to account for his

stewardship while the marriage last@d.

Following the decision ifPoe v Seaborna number of separate property states
adopted some form of community property solelynrnagtempt to reduce their residents’
taxes’? In addition, husbands in those states that rerdaseparate property states
attempted self-help income splitting, through bgifts of property and by making their
wives business partnef¥ In response to these developments, the US Conpgresisled
for automatic income splitting between spouses amtder of federal income tax law in
1948. Interestingly, but not unexpectedly, allfed states which had adopted community

property afteiPoe v Seaborguickly changed back to separate property systems.

Thus, it is apparent from the response to the se@snLucas v EarlandPoe v
Seabornthat the primary reason for the 1948 move to #ffely a spousal tax unit for
US federal income tax purposes was geographicallizgtion between common law and
separate property jurisdictions, along with their@e® reduce incentives to enter into
income-splitting arrangemerftS. The main beneficiaries were married couples, and
particularly married men in a traditional one-earf@mily who could enjoy the tax

savings from full income splitting with their wivegithout having to actually to give

201 Bittker (n 194) 1404-8.

202 Stanley Surrey, ‘Federal Taxation of the Familjhe Revenue Act of 1948’ (1948) 61 Harvard L
Rev 1097, 1104.

203 Zelenak (n 194) 345.
204 Zelenak (n 194) 346.
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their wives a share of their propeff§l. Surrey, one of the key architects of the 1948
reforms, went so far as to applaud the changesrfoouraging women to stay at home,
writing that women could now ‘turn from their pagtship “duties” to the pursuit of
homemaking2% Bachelors, spinsters, opposite-sex cohabitantsakibse not to marry,
same-sex couples who did not even have the opptyrtom choose, widows and
widowers, all saw their tax burden increase, thotlyb ‘singles penalty’ was later
reduced in 1969 when changes were made to theschiedule$®” In any event, as
Zelenak points out, what is now the standard jgstifon for the US joint tax system—
that a couple acts as an economic unit by poolisgdsources, and should be taxed

accordingly—was developed only as an after-the+fionalisatiorf°®

Unlike the US, most OECD countries and most comiagneountries, including
Australia, New Zealand and South Africa, have aéidphe individual as the tax unit for
income tax purposes. Similarly, from the inceptajrthe Canadian income tax in 1917,
the basic unit of tax has been the individual. TB86 Carter Commission favoured the
family over the individual as the tax ufif The Carter Commission was heavily
influenced by US theorists, particularly Oldman artemple?® but those
recommendations were never adopted in Canadaldemibt to the refundable good and

services tax credit (designed to mitigate the regive nature of the Canadian value

205 McCaffery (n 194) 52-54.

206 Surrey (n 202) 1111.

207 McCaffery (n 194) 62-64.

208 Zelenak (n 194) 347.

209 Carter Commission (n 13) Vol 1, 17-19 and Vol 33.

210 Oliver Oldman and Ralph Temple, ‘Comparative As@ of the Taxation of Married Persons’

(1960) 12 Stanford L Rev 585.
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added tax) under section 122.5 of the Canadianmecdax Act 1985 (CITA),
however, is determined on the basis of a couplashined incomé*? Eligible taxpayers
may also claim a spousal tax credit, though theuarhof the credit is gradually reduced
in line with the taxpayer’s spouse’s income uritfLily disappears once the spouse earns
in excess of approximately CAN$8,0806. Older taxpayers with insufficient taxable
income also can transfer certain personal age andign income tax credits to a spouse
if the credits otherwise could not be u$&tSimilarly, a student can transfer unused
tuition, education and textbook tax credits to bisher spous&s Interestingly, from
2008, pension income can now be split between gzo&atutory anti-avoidance rules
attempt to limit spousal splitting of investmentame, however, as will be discussed

further in Chapter 4%

In summary, whilst the individual is the most commax unit internationally,
and the choice in the UK since 1990, spousal andlyaunits are also used in some
jurisdictions, including the US. Thus, there isinternational consensus on choice of tax
unit. The next section begins the examination itite merits and disadvantages of

individual and spousal/family units.

(b) Definitional Issues

2l RSC 1985, ¢ 1 (5th Supp).
21z CITAs 122.5.
213 CITA s 118(1)(a).

214 CITA ss 118(2), (3) and 118.8. See also Canadarme Agencyinterpretation Bulletin IT-513R
(24 February 1998) [34].

215 CITA ss 118.5, 118.6(2), 118.6(2.1) and 118.8.

216 Chapter 4; see text at n 543.
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If the tax unit is anything other than the indivadiuthis immediately raises difficult

definitional issues. Who is a ‘spouse’? Should iatjeax unit apply only to married

couples or should it include same-sex couples wéee hentered into some form of
legally-recognised registered partnership? Can lbitihg but unmarried/unregistered
couples qualify as spouses? If so, for how long tnthey have cohabited before
qualifying for spousal treatment? Should it maftar this purpose whether the couple
have a sexual relationship? Could economicallyrd&peendent siblings or friends ever

qualify for treatment as a ‘couple’? Where shotie boundary line be drawn?

An even more problematic question is what cong#wt ‘family’? Choosing the
family as the tax unit raises all the difficultiassociated with defining a spousal unit, and
then some. Obviously a decision has to be madetantw include in the family unit—
spouses (however defined) and minor children, airs® but what about stepchildren,
children spending time in two homes, adult childirgimg with their parents or attending
university, and elderly relatives living with thahildren? Oliver and Harris go so far as
to suggest a family company could be consideret gfaa family tax unit!’ Once the
family unit has been determined, the next challebgeomes designing an appropriate

rate schedule / quotient system.

In the interest of focusing the debate, the analybat follows is confined

primarily to the particular issues faced in defmia spousal tax unit, though the

27 Oliver and Harris (n 145) 246.



arguments raised for and against a joint tax unitgenerally apply at least as well if not

more so to a family unft:®

(i) Background

The first issue in defining a spousal unit for @xposes is whether it should include
cohabiting unmarried couples (including same saxtEs) as well as married couples.
For purposes of joint filing under the US income, tapouse’ means married spodse.

In the UK, for income, capital gains and inheritariax purposes ‘spouse’ also means
husband or wife, and in some cases they also neulstibg together to enjoy special tax
treatment®® With effect from December 2005, the Civil PartmipsAct extended the
treatment of married couples under the UK persamadme tax to include registered
same-sex couples. During the course of the debatie Civil Partnership Bill in the
House of Lords an amendment was adopted to fugktand the availability of civil
partnerships to family members if (i) they were 1038 years of age; (ii) they had

cohabited for at least 12 years; and (iii) they evaot already married or in a civil

218 For example, identifying who is and who is nothivi a ‘family’ and taking into account

individuals joining and leaving the family tax umibuld be much more difficult than if a spousal
unit was used: see Oliver and Harris (n 145) 245-46

219 Internal Revenue Code, s 1(a).

220 See, eg, TCGA 1992 s 58, pursuant to which teaesif property can be made between spouses

and civil partners on a ‘no gain / no loss’ basismg as the spouses are living together.
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partnership with some other person. The amendmestreversed, however, when the

Bill returned to the House of Commoffs.

From a definitional point of view, the individuas &ax unit has the advantage of
being a bright-line test, and thus easy to adng@nigtdopting any other unit (eg spouses,
family, household) and the test becomes greyeBiftker notes, sociologists may find it
useful to study groups that engage in joint denisiaking or that manifest a common
interest in the economic well-being of their menshéaut it is difficult if not impossible
to administer a tax law that employed ‘such squishsases®?? In defining a spousal tax
unit, the easiest and less ‘squishy’ option isde a formal test such as marriage and civil
registration (such as for same-sex partnershipgoagh marriage and civil registration
provides a legally precise definition, such pramswill inevitably exclude groups that
are only marginally different, so far as relevanbreomic or social relationships are
concerned, from those within the definititf.If married couples are taxed on their
consolidated income, for example, is it not horialy equitable to extend similar
treatment to couples cohabitating together on a-term basis in a ‘common law

marriage’?

Mcintyre and Oldman, advocates of the ‘benefit rplersuant to which persons

are taxed on income which they enjoy without regardtheir property interests, state

221 House of Commons Library Research Paper 04/6# Qivil Partnership Bill [HL]: Background

and Debate’ (7 September 2004) <http://www.parliamud/commons/lib/research/rp2004/rp04-
064.pdf> accessed 31 July 2008, 29-43.

222 Bittker (n 194) 1398.

223 Bittker (n 194) 1399. See also Neil Brooks, ‘Tirelevance of Conjugal Relationships in

Assessing Tax Liability’ in John G Head and RichKrdver (eds)lax Units and the Tax Rate
Scale(Australian Tax Research Foundation, Sydney 1836)



that unmarried persons who pool their income shdhé&bretically be entitled to use

some form of income splitting for tax purposes mswith married couple$?

‘These persons will be disadvantaged if incomettamdj is limited to the
marital unit, and such a limitation is inconsisteith the ideal to tax each
person on the real benefits he derives from income.

Despite the theoretical attractiveness of extenthiegreatment accorded married couples
to unmarried persons who pool their income, Mclatyand Oldman nevertheless
conclude that for ‘administrative reasons’ poolifay tax purposes should not be
available to unmarried persoffs. Bittker similarly takes the position that the tax
authorities would be faced with ‘formidable probEnrequiring an unacceptable degree
of invasion of taxpayer privacy if one is temptedstibstitute ‘social realities’ in defining
the boundaries of the group whose income is toobsalidated®® Importantly, Mcintyre
and Oldman go on to qualify their conclusions batisg that should income pooling
amongst unmarried persons become a common featgecety, then the income tax
ideal they espouse may have to face up to thisgdweloping, for example, a fiscal
definition of marriage that includes marriage-typéationships?’ Later writing on his
own Mcintyre backtracked to a certain extent, arguihat a bright line needs to be

drawn somewhere, though again he goes on to corbatipolicymakers could extend a

224 Mclntyre and Oldman (n 194) 1597.
225 Mclntyre and Oldman (n 194) 1597.
226 Bittker (n 194) 1399.

221 Mclntyre and Oldman (n 194) 1597-98.
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joint system to ‘unmarried sex partners’ if theyntead, though of course administrative

problems would aris&®

Unfortunately for advocates of joint taxation, ummed cohabitants indeed have
become a sizable and growing segment of modermetyp@nd in areas such as the tax
credit system and family law are no longer beingigd in the UK. Recent reports from
the Law Commissioff® and the Tax Law Review Committee of the Institice Fiscal
Studie$® highlight the increasing trend toward unmarrietiatuitation in the UK. Whilst
marriage remains the main form of partnership bebweomen and men in the Ui
because the marriage rate has been declining anmthgeis being deferred until later in
life, the number of unmarried cohabiting couples ha&reased dramatically since the
1970s and is expected to continue to incréifs@®ver the last twenty years, the
proportion of unmarried men and women aged undezob@biting in Great Britain rose

from 11 per cent of men and 13 per cent of wome24qoper cent and 25 per cent

228 Michael Mcintyre, ‘Marital Income Splitting in é@Modern World: Lessons for Australia from the
American Experience’ in John G Head and Richard/&réeds)Tax Units and the Tax Rate Scale
(Australian Tax Research Foundation, Sydney 1998) 1

229 Law Commission, ‘Cohabitation: The Financial Cemsences of Relationship Breakdown’ (Law
Com No 307 Cm 7182, 2007) [1.6-1.13].
230 Tracey BowlerTaxation of the FamilyThe Institute for Fiscal Studies, London 2007).2-

1 Office of National StatisticsSocial TrendS8 (2008)
<http://www.statistics.gov.uk/downloads/theme_skSiacial_Trends38/Social_Trends_38.pdf>
accessed 28 July 2008, 20.

232 Bowler (n 230) 2 and Law Commission (n 229) [kiihg data from the Office of National
StatisticsSocial Trends Survegr 2006 and 2007.



respectively*>® Similarly, the number of cohabiting couple houddbowith dependent

children more than doubled between 1991 and 2801.

This is also reflected in the increasing rate ofhisiin the UK to parents who are
not married. By 2006, 43.7 per cent of all birthsthe UK occurred outside marriage,
compared with 25.2 per cent in 1988; much of thigease was the result of increasing
numbers of births to cohabiting parefitsMoreover, unmarried cohabitation is expected
to become increasingly common in the UK and to agbracross a wider range of the
population in terms of age. The UK Government ActisgaDepartment has predicted that
by 2031 the number of cohabiting couples in England Wales will have increased to
3.8 million*® On this projection, over one in four couples v cohabiting by 2031;
16% of adults will be in cohabiting relationshipsda41% married®’ The Law
Commission also notes that just as cohabitatiorbkas increasing, so too has its public
acceptance. In the British Social Attitudes sur2890, 67% of respondents agreed that it

was ‘all right for a couple to live together withidntending to get married®

233 Office of National Statistics (n 231) 19.
234 Law Commission (n 229) [1.9].

235 Office of National Statistics (n 231) 24.

236 Law Commission (n 229) [1.10], citing the pringigrojections of the Government Actuary’s

Department, Marital Status Projections for England Wales (2005).

7 Law Commission (n 229) [1.10], citing the pringigrojections of the Government Actuary’s

Department, Marital Status Projections for England Wales (2005).

238 Law Commission (n 229) [1.11], citing A Barlowincan, G James and A Park, ‘Just a Piece of

Paper? Marriage and Cohabitation’ in A Park, JiCertk Thomson, L Jarvis and C Bromley
(eds),British Social Attitudes: Public Policy, Social $ieThe 18th Repo(Bage, London 2001)
Table 2.2.
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It is clear from this statistical evidence that mevéocusing on the most
straightforward choice for a non-individual tax t#a joint spousal tax unit—a large
number of people may be in or out of the definedtjanit depending on whether and to
what extent unmarried cohabitants are included. Thereased prominence of
cohabitation evident from the statistics just citadt serious doubts on the viability and
desirability of a strict definitional adherencenmarriage. Even if the decision is made to
define the joint unit in such a way as to incluldis significant and growing proportion of
the UK population, the next question becomes haeipely to define which cohabitants
are in and which are not; the group comprising umiez cohabitants is far from
homogeneou$® Reference to fairly recent development in UK tagdits and family
law, as well the Canadian approach, is instructivéhis regard; these are considered

next.

(i) Current UK Tax and Tax Credit Approach to Unmed Cohabitants

Whilst the UK income and capital gains tax systedorsthe most part distinguishes
between unmarried couples, on the one hand, andegharouples (and more recently
registered same sex civil partners) on the otloerpéirposes of the Child Tax Credit and
Working Tax Credit the Government’s policy is tedt certain unmarried cohabitants in
the same way as married couples and registered martners’*® Tax credits are

calculated by reference to the circumstances offéimeily’ and ‘couple’, and ‘couple’ is

239 Discussed in more detail below: see text at n 263

240 The tax credit systems are described in Bowl&3@®) and Natalie Lee (edrevenue Law—

Principles and Practic¢25" edn Tottel Publishing, West Sussex 2007) [51.29-.4



defined to include spouses and registered civingas as well as unmarried/unregistered

couples ‘living together as husband and wife’ eil partners’**

The HMRC guidelines on Child Tax Credftslists the following factors they
consider relevant in determining whether an unredrrtouple is living together as
husband and wife: (i) Membership of the same haolseh(ii) stability of the
relationship, (iii) lifetime bond not essential,v)i financial support, (v) sexual
relationship, (vi) how other people see the retetiop, and (vii) start and end of
relationship. As a starting point, a couple arekety to be found to be living together as
husband and wife unless they live in the same Hmlde which seems reasonable
enough. It is also a ‘strong pointer’ to a husbamdl wife relationship if they call
themselves ‘Mr and Mrs"#® If it has been established at some point thatthmle were
living together as husband and wife it will be eadio argue that their relationship
continues®** Interestingly, although sexual relationship hasrban important criteria in
the past and is listed by HMRC in the guidelinesme factor to consider, the guidelines
then go on to state that the couple’s sexual maiahip ‘is of little help’ in deciding the
matter because some marriages lack a sexual comipand sexual relationships occur
outside marriage without any indication that thetipa wish to live together as husband

and wife?*> Obviously the HMRC guidelines will not always @éasy to apply; one needs

241 Tax Credits Act 2002 s 3(5A).
242 Set out in Bowler (n 230) Appendix I.
243 Bowler (n 230) Appendix I.
244 Bowler (n 230) Appendix I.

245 Bowler (n 230) Appendix I.
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to know quite a bit about the couple in order toigheup all these factors, which

inevitably requires a significant intrusion inteetbouple’s lives.

One might conclude that the tax credit definitiorcluding couples ‘living
together as husband and wife’ could also be usethéome tax, as the CIOT suggested
should be consideréd® At first glance it appears inconsistent to usdnatividual unit
for income tax and a joint unit for tax credits. tdover, tax-credit like treatment has
crept into the employment tax context in recentry@arules aimed at tax avoidance. For
example, for purposes of the ‘managed service cagipales in Part 2, Chapter 9 of
ITEPA—aimed at addressing tax-motivated attemptiigguise employment through the
use of intermediaries—'a man and a woman livingetbgr as husband and wife are
treated as if they were married to each offiédand ‘two people of the same sex living
together as if they were civil partners of eacheotare treated as if they were civil

partners of each othet®®

There is no normative inconsistency, however, ingian individual tax unit for
income tax purposes and basing transfer paymentkiding those delivered in the form
of a tax credit) on family income. As Brooks argu&sx credits aimed at relieving

poverty in working families and families with chih are ‘quite sensibly’ based upon

246 Text at n 148.
241 ITEPA s 61(4).
248 ITEPA s 61(5). As Bowler observes, unlike theieglent tax credit test, the ITEPA test goes on

to add that ‘two people of the same sex are tebarded as living together as if they were civil
partners if, but only if, they would be regardedi@sg together as husband and wife were they
instead two people of the opposite sex’: Bowle230) 16.
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some function of consumption instead of controinebme?*® Moreover, basing transfer
payments on family income does not imply full shgrof family resources, only that the
low-earning partner in a one-earner family is kgl ‘in need’ if the other partner earns
a high incomé®° Finally, it likely is not administratively feasiblto use the transfer
payment structure for purposes of the positivestigstem; social programs require a high
level of expensive, intensive and intrusive auditiparticularly around the economics of
a claimant’s living arrangemerfts- Social support is by its nature intrusive, as$tete
has to understand the claimant’s situation and s)\@edrder to arrive at an appropriate
response that addresses those needs. None o$ thiserently necessary for a tax, even
one levied on ability to pay. Tax is a burden thate&is imposing on a large percentage
of the population as opposed to needs-based agsistiae State is providing to a much
smaller group; to attempt to apply a social supptricture to the income tax would be

very difficult and very costly>?

(iif) The UK Family Law Approach

A very different approach from the tax credit pglicas been taken in the UK in the
family law context. Whilst the majority of the geak public believe unmarried

cohabitants who have been together for a peridonef are treated under the law just like

249 Brooks (n 223) 78.
20 Brooks (n 223) 78.
1 Brooks (n 223) 78.
22 Brooks (n 223) 78.
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married couples on the breakdown of their relatigmer death of one of the partnérs,
the reality is quite different. Experts refer toisthas the ‘myth of common law
relationships?* In the case of married couples, the court has wéde powers under
Part 2 of the Matrimonial Causes Act 1973 to de#h the property of the couple on
their divorce in order to arrive at a broadly fairtcome for the parties. Outcomes are
determined based on the ‘sharing’ and ‘needs’ jpies®°® The MCA 1973 does not
apply to unmarried cohabitants, even where thelmtdrets have lived together for many
years and have children together. Instead, findrasi@ngements on the separation of
unmarried cohabitants are determined in accordamitle a somewhat bewildering
patchwork of primarily general laws, including o@ut, property, resulting trust,
constructive trust and proprietary estoppel, andirectly, under laws aimed at protecting

the interests of childreft®

Furthermore, unlike a spouse, a cohabitant hasutmmatic entitlement to any
share of his or her partner’s estate on intesté{ci. cohabitant must ask a court for an
award under the Inheritance (Provision for Famitg ®ependants) Act 1975 where he
or she has not obtained reasonable financial goyvisom the deceased’s estate. In order

to be eligible, he or she must have cohabited Wiéhdeceased for the last two years of

23 A Barlow and others, ‘Cohabitation and the LawytMs, Money and the Media’ (2008)
<http://www.law.ex.ac.uk/news/documents/Cohabitefindingsbooklet.pdf> accessed 28 July
2008, 1-2. The authors found that the majority wtilbfalsely believe cohabitation gives the
same legal rights as marriage has reduced to 548 56% since 2000 with the proportion of
cohabitant believers falling from 59% to 53%.

24 Barlow and others (n 253) 1.
5 Law Commission (n 229) [C.2].
256 See schedule 1 to the Children Act 1989.

7 Law Commission (n 229) [6.5].



the deceased’s lifé? An applicant who does not qualify as a ‘cohabitavithin the
IPFDA 1975 definition still may be able to claim der the general heading of a

‘dependant’ of the deceas&d.

Beginning in 2005, the UK Law Commission underta@keview of the legal
rights of unmarried/unregistered cohabitdfitsThe Law Commission study defined
‘cohabitation’ as people who are not married tcheatber or who have not formed a civil
partnership living together ‘in relationships bearithe hallmarks of intimacy and
exclusivity’. The project concentrated in particutan the family law and inheritance
issues surrounding cohabitation, including whetlwrabitants should have access to any
remedies from one party to the other when theyrs¢pand whether where a cohabitant
dies without a will (intestate) the surviving patrshould have automatic rights to inherit
(as is currently provided to surviving spous@$)Unfortunately, the Law Commission
did not consider tax issues in order to keep thgept ‘manageable’ in scope, and
because the Department for Constitutional Affaisggested that tax considerations
would not address the most immediate policy né&dd\evertheless, the Law

Commission’s findings shed some light on the t@tiband.

In its final report issued in July 2007, the Law n@uission concluded that

cohabitants shouldiot be treated the same way as married couples ditbeediroad

28 Law Commission (n 229) [6.1-6.2].
29 Law Commission (n 229) [6.14].
260 Law Commission, ‘Cohabitation Project’ <http://mmawcom.gov.uk/cohabitation.htm>
accessed 24 July 2008.

261 Law Commission. ‘Cohabitation Project’ (n 260).

262 Law Commission. ‘Cohabitation Project’ (n 260).
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range of cohabiting relationships, exhibiting difiet degrees of commitment and
interdependencé®® Some are similar to marriage, whilst others aréeqdissimilar.
Moreover, the Law Commission thought it importdmttcohabitants had not made ‘the
distinctive legal and public commitment that magdaentails®®* Instead, the Law
Commission developed a scheme for cohabitantsegntseparate from the regime

applicable to married couples on divorce or death.

Under the proposed scheme, formerly-cohabitingneast could apply for relief
after the breakdown of the relationship where @eré&igibility criteria were met. The
Law Commission suggested cohabitants would bebédigi they had children together or
if they lived together for a period ranging fromotvo five years (leaving the actual
period to be chosen by government). This of coulsstrates the difficult definitional
issues discussed earlier. The Law Commission prezpasnon-exhaustive checkifStto
assist in the eligibility determination based axsignposts from social security law and
also used by HMRC in its guidance on tax creditteti above§®® Interestingly, the
Law Commission thought that sexual relationship w&asimportant factor, unlike the
HMRC.2®" Furthermore, the Law Commission recommended thHeDMR 1975 be
amended so as to provide the same definition ofidbdant’ as that used to define

eligibility to apply under their proposed scheme financial relief on separation, except

263 Law Commission ‘Cohabitation: The Financial Cansences of Relationship Breakdown—

Executive Summary’ (Law Com No 307 (Summary), 20Qa7}0].
264 Law Commission (n 229) [4.5-4.8 and C.6].
265 Law Commission (n 229) [3.19].
206 Text at n 242.

267 Law Commission (n 229) [3.21], citiriRe J (Income Support: Cohabitatidip95] 1 FLR 660,
666.



keeping the two year minimum living together requient®®® An applicant also would
need to prove that he or she had made ‘qualifyorgrdutions to the relationship giving
rise to certain enduring consequences’ at the mdiaeparation. Cohabitants would have

the ability to opt-out of the scheme by agreement.

The Law Commission’s proposals are controversi@le Tsovernment’s initial
response has been to do nothing and wait for #hatseof research into the operation of
provisions in the Family Act (Scotland) 2006 analog to those proposed by the Law
Commission so that the Government could extrapditate those results what the likely
costs and benefits to the entire UK would?ffeln December 2008, however, Liberal
Democrat peer Lord Lester introduced a Private bkrs Cohabitation Bill in the
House of Lords, which closely follows the Law Corssion’s report in that it sets up a
separate legislative framework for cohabitants witb years as the requisite period of
cohabitation (on the low end of the Law Commisssostiggested range of between two
and five years§’® The Bill had second reading on 13 March 2009 antha time of

submission of this thesis was still in the comneits¢éage.

In any event, neither the Law Commission’s repant the Cohabitation Bill are
put forward here as an answer to the definitiosalés surrounding the choice of a

spousal tax unit, but rather they are indicativehef lack of consensus in the UK on the

268 Law Commission (n 229) [6.16].

269 Justice Minister Bridget Prentice ‘Response tpdP@n Cohabitation and Relationship

Breakdown’ (6 March 2008) <http://www.justice.gok/mews/announcement060308a.htm>
accessed 24 July 2008.

270 Cohabitation Bill (2008-09 HL-8).
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treatment of cohabitants generally. Whilst the L&ammission’s proposed definition
appears fit for purpose, as with the tax creditini@dn it is unlikely to be
administratively feasible for an annual income &gyplied to the population as a whole.
Moreover, tax policy makers most likely do not hathee easier option the Law
Commission and the Cohabitation Bill chose of érgpa new, specially-tailored regime
for cohabitants, separate from that applicable dori@d couples. At least some difference
in treatment on death or separation can arguabjydigied on the basis of the different
legal forms of relationship, eg the equal sharihgroperty on divorce flowing from the
marriage contract, versus an approach modelled haning economic disadvantages
arising from the relationship for cohabitants wihm®e not to marry. For tax, if the idea
of a joint unit means first and foremost that tbege should be treated as an economic
unit, with their income aggregated and then sulifeone set of tax rates and allowances,

then either it makes sense to aggregate or it oes

It is possible to add another defined categoryht éxisting rules applicable to
spouses, as was the case with civil partnershiffad;i$, not to modify the definition of
spouse to include cohabitants but rather amendhallrules to read ‘spouse or civil
partner or statutory cohabitant.” This approacless politically charged and also reflects
the actual relationship choices made by the couateso the legal structure of their
relationship, which the Law Commission thought imant?’* But that is probably as far

as one could go. Any other choice is difficult tstiffy on a principled basis and would

mostly likely end up in a great deal of duplicatidnit were attempted. Moreover,

271 Text at n 263.



running two parallel but slightly different systeif@ne for spouses/civil partners and one
for statutory cohabitants) invariably invites compans between the two, and claims of

unfair treatment for whichever group was less fagbly treated in a particular situation.

(iv) The Canadian Approach

Unlike the current situation in the US and UK in@tax law, and in marked contrast to
the approach currently taken in the UK family lawntext as well as the Law
Commission proposals, in Canada married couplescamanon law partners (including
same-sex partners) cohabiting in a conjugal reiahip are treated in the same way for
income tax purposes. Note the requirement of ‘ogadjuelationship’—the parties must
have a sexual relationship; it is not merely oretdaamong many that are considered. It
should also be noted that the Civil Marriage Add2@xtended the definition of marriage

under Canadian law to include same-sex marridges.

The Canadian Income Tax Act (CITA) adopts the piafapouse or common law
partner’ to effect this equivalent treatment betweearried and unmarried partners. A
‘common law partner’ is defined in section 248(T)tlke CITA as, with respect to a
taxpayer at any time, a person who cohabits attifm&tin a conjugal relationshipvith

the taxpayer and

22 The CITA consequently was amended to removeard#finition of ‘spouse’ the requirement that

spouses be of the opposite sex: CITA s 252(1)ag3mended by SC 2005, ¢ 33, s 12. For a list of
the consequential amendments to the ITA and otderal statutes following the enactment of the
Civil Marriage Act 2005 see Department of Justiea&da, ‘Civil Marriage Act’ (February 2005)
<http://www.justice.gc.ca/en/news/nr/2005/doc_31B#6I> accessed 19 June 2007.
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(a) has so cohabited with the taxpayer for a cootis period of at least
one year, or

(b) is the natural or adoptive parent (legal orfant) of a child of the
taxpayer.

Just as the relevance of a couple’s sexual rekttipnis debatable for purposes of
determining if a man and a woman are living toge#tsehusband and wife for the UK tax
credit legislation, the Canadian income tax ‘coajuglationship’ requirement has been
heavily criticised by Canadian tax commentatorsluiding Young?’® primarily on

privacy and autonomy grounds. Brooks also takegptsition that removing provisions
in the tax legislation conditioned on a taxpayeodsjugal relationship would go part way

to eliminating the patriarchal model upon which mwd the Canadian tax legislation is

premised’*

Notwithstanding those criticisms, support for a &dian income tax-style
approach that treats at least some unmarried dalmdbiequally with married couples can
be found in a recent UK sociological study. Thedgtiiound that whilst some people
continue to view marriage and cohabitation veryeddntly and think the law should
make clear distinctions, this view loses its fortee more a relationship exhibits
‘marriage-like’ qualities”® According to the study’s authors, public opiniamq that of
cohabitants) does not in the main expect the lawlistinguish between married and

cohabiting couples in terms of the financial pravsremedies available on breakdown

273 Claire F L YoungWhat's Sex Got to Do With It? Tax and the Fartilgw Commission of
Canada, Ottawa 2000).

274 Brooks (n 223) 79.

275 Barlow and others (n 253) 4.
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where there are children of the relationship, mgker term relationships or where there is
evidence of a joint enterprise (such as workingstber in a busines$)® Unlike the Law
Commission, the study found that most people cenditat cohabitants should have the

same claims on death as a widow/wido®/ér.

(V) Summary

In summary, whether to include cohabitants in auspbtax unit, and if so how to
precisely define those cohabitants who fall witthe joint unit are thorny issues. The
easiest to administer option is to exclude cohatstentirely. Excluding cohabitants and
relying instead on a legal threshold such as ngerend registered partnership has the
advantage of definitional certainty. This approagilies rise to horizontal inequity,
however, by excluding a large (and growing) numbktaxpayers who many would
argue are similarly situated in so far as abildypay. On the other hand, if cohabitants
are included in the joint unit, the unit becomessleertain to define and would inevitably
still exclude some cohabitants close to the dédindl line (eg a couple who have lived
together one year and 11 months as of 5 Aprildldb risks damaging the institution of
marriage, an issue that the Law Commission didtitsost to sidestep, whilst at the same
time demeaning some cohabitants by treating themnasied even though they have

deliberately decided marriage was not for them.

(c) Relationship Neutrality and Personal Autonomy

276 Barlow and others (n 253) 4.

2t Barlow and others (n 253) 4.
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Assuming a spousal tax unit could be adequatelinel@f is it a good idea to do so?
Adopting a spousal unit creates incentives forvitials to become, or not become, a
joint unit purely for tax reasons. It also raisewg@cy and personal autonomy concerns.

These considerations are examined next.

() Incentive Effects

An issue that frequently arises in the debate awicehof tax unit is whether the tax
system should provide incentives to marry or notmarry—the ‘marriage neutrality’

questior?’® The tax system is marriage neutral if it provides more favourable

treatment for married couples compared to othessr{rarriage bonuses’) and is also no
less favourable to married couples compared torstfr® ‘marriage penalties’). One of
the reasons cited by then Chancellor Lawson foirtreduction of independent taxation
in the UK was to avoid marriage penaltféSlt is noteworthy that the Chancellor was not

arguing for marriage neutrality, just the absenomarriage penalties.

Traditionally in the UK (and many other jurisdiat®) the tax system has been
used to encourage marriage over other forms dfioakhips as a matter of public policy,
and political support for marriage as an institutitill exists: the Conservative Party

recently confirmed that tax relief for married ctegpis one of the priorities of a

278 See eg 1920 Royal Commission (n 169) [254]; 1R&¥al Commission (n 170) [117]; 1980
Green Paper (n 171) [4(b)]; Meade Report (n 13), 8iiteria 1; Brice (n 154) 592.

279 See text at n 173.
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Conservative Governmeff® In a newspaper interview, Shadow Chancellor George
Osborne argued that marriage is essential to Imgildistrong society and was critical of
the Labour Government for stopping supporting nagei through the tax systefi.
Similar statements have been made by Conservatistg Rader David Camerdf? It is

not clear if the Conservative Party planned to mctéax benefits to civil partners as
well—it was not mentioned in the interviews—thougis difficult not to do so given the

present income tax framework.

A legitimate purpose of the tax system is as a tdadocial policy. Advancing
social objectives, however, often will conflict Wibther objectives such as neutrality and
equity. Some might say that balancing these comgetibjectives is a question for public
opinion and politicians to answer, within the cowes of constraints such as human rights
legislation. Nevertheless, the criteria of tax dasctan provide some insight. If the tax
unit is the individual then for the most part ibskd not make a difference to his or her
tax situation whether he or she was single, colmapitor married. If the tax unit is

instead a spousal unit, defined as a married cdupiel partners—but not cohabitants—

280 ‘Tory Tax Breaks in Blueprint for Stronger Faragi Daily Telegraph(London 4 July 2009)

<http://www.telegraph.co.uk/news/newstopics/patittonservative/5737684/Tory-tax-breaks-in-
blueprint-for-stronger-families.html> accessed y 2009 (‘The proposals would give married
couples tax relief worth thousands of pounds a.yé€amR Winnett, ‘Tories Promise Tax Breaks
for Married CouplesDaily Telegraph(London 23 August 2008)
<http://www.telegraph.co.uk/news/newstopics/patittonservative/2604297/Tories-promise-tax-
breaks-for-married-couples.html> accessed 23 Auz0@8.

281 Winnet (n 280).

282 A Porter, ‘Married Couples Victims of “Mad” Gowenent Policies, Says David Camer@aily

Telegraph(London 2 January 2009)
<http://www.telegraph.co.uk/news/newstopics/paditi76132/Married-couples-victims-of-mad-
Government-policies-says-David-Cameron.html> aam&sJanuary 2009.
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then it may be beneficial or detrimental, dependiomgthe circumstances, to become

another’s spous®&”

The Law Commission also noted in its cohabitatitudyg that many participants
in the debate about the legal and fiscal suppaviged for families, and the ways in
which welfare benefit and tax policy might be use@ncourage or discourage particular
family forms, take the position that marriage sklobke supported on the basis that
research studies have shown that marriage is afisociated with the best outcomes for
children?®* The positive effect of marriage on children is afethe main arguments
advanced by the Church of England in its calls &otive government support for
marriagé® and the primary rationale underlying the ConséveaParty’s support for tax

benefits for marriage. Others argue that it is monportant to support children in

whatever family form they are raisé%.

The Law Commission considered what impact, if ahg law (and especially
family law) has on the decision to marry. Accordiogthe Law Commission, research

suggests that even where individuals are providigal accurate information about their

283 Bowler (n 230) 5-6.

284 Law Commission (n 229) [2.36].

285 John Sentamu, Archbishop of York, ‘Give Parentsving Wage to Stay at Hom&unday Times

(London 24 June 2007)

<http://www.timesonline.co.uk/tol/comment/columsigfuest _contributors/article1976769.ece>
accessed 24 September 2009 (‘Children do betten Wiesr parents are married. The beneficial
impact of marriage upon children in terms of weillige mental health, educational attainment and
antisocial behaviour benefits us all as a societgmains appropriate, therefore, that the laws of
our country reflect this and that the support farrage offered by the state in a legislative
framework should not only remain intact but, manportantly, should actively support
marriage’.).

286 Law Commission (n 229) [2.36]; Kerridge (n 181)&nhd Kerridge (n 184) 477.



legal position, ‘the law may have relatively litédfect on what people do: in particular,
in deciding whether to start or end a relationshipg whether to cohabit or to marry or
register a civil partnershig® Granted, this does not specifically consider taruses
and penalties, but it is reasonable to assumehbaieneral public’s understanding of tax
law is no greater than their appreciation of thaifalaw consequences, especially since
studies have shown that the majority of the poputa(as well as the majority of
cohabitants) believe that cohabitants are entittedhe same legal rights as married
couples—the myth of common law marriage mentioneova®*® Recent research has

also found that some cohabitants think that it ieng to take on what they view as the

serious commitment of marriage for legal or finahceason$®

It is apparent from its report and proposal forepagate regime that the Law
Commission was careful to avoid any criticism tisproposals undermined marriage. It

defended itself against such criticisms by arguimat respect for the unique status of

287 Law Commission (n 229) [2.42], citing R Tennahtaylor and J LewisSeparating from

Cohabitation: Making Arrangements for Finances d&atenting(2006) Department for
Constitutional Affairs Research Report 7/2006, 183 ibbs, C Barton and J Beswick, ‘Why
Marry? — Perceptions of the Affianced” (2001) 31rilg Law 197; J Eekelaar and M Maclean,
‘Marriage and the Moral Bases of Personal Relatigpig2004) 31 J of Law and Society 510; A
Carling, S Duncan and R Edwards (eds)alysing Families: Morality and Rationality in Roy
and Practice(2002); C Smart and P Steve@@mhabitation Breakdow(2000) p 50; J Lewis,
‘Marriage, Cohabitation and the Law: Individualismd Obligation’ and J Lewis, J Datta and S
Sarre, ‘Individualism and Commitment in Marriaged@ohabitation’ (1999) Lord Chancellor’s
Department Research Series Nos 1/99 and 8/99.

288 See text at n 253.

289 Law Commission (n 229) [2.42], citing A Barlow,Blirgoyne, J Smithsoffhe Living Together

Campaign — An investigation of Its Impact on Lega&lvare CohabitantMinistry of Justice
Research Report (forthcoming, 2007), chapters 45amtitish Social Attitudes survey 2000
found that just 9% of the public agreed that ‘Tter® point getting married - it's just a piece of
paper’ indicating the high social value that contéis to be attached to marriage: A Barlow, S
Duncan, G James and A Park, ‘Just a piece of paparffage and cohabitation’, in A Park, J
Curtice, K Thompson, L Jarvis and C Bromley (e@sjtish Social Attitudes: Public Policy,
Social Ties. The 18th Rep¢a001).
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marriage was a major reason why their proposalsndidireat cohabitants the same as
married couple$® The Law Commission also cited statistical evidefioen Australia
indicating that similar reforms introduced theredhao impact on marriage rates.
Nevertheless, it was still subject to criticism sypporters of the institution of marriage.
In a comment representative of many opponentseof.#w Commission’s proposals, Jill
Kirby of the Centre for Policy Studies criticisedet plans as introducing a ‘kind of

marriage lite’?%?

‘If a man and a woman want to create a family tbgetthen the most
durable contract available to them is marriage.thBy decide not to
marry, then | think consequences must flow front,tlzead that if we

introduce... a kind of substitute version, as tagrlCommission proposes,
then it does detract from that institution and inkhwill lead to more

confusion.’

The importance or lack thereof of marriage neurat tax has been debated extensively
in the US tax policy literature. Critics of the pemt structure of the US personal income
tax have argued that one’s marital status shoulcffect the amount of tax one p&ys.
Furthermore, McCaffery takes the position that exgaots against marriage penalties are
generally just a way for upper-income families tgue for and get tax relié?* Zelenak
argues that a comparison of tax liabilities betweemarried couple and two single
people, on which marriage neutrality analysis deperan be dismissed as irrelevant.

That comparison does not matter, because it isancdmparison of similarly-situated

290 Law Commission (n 229) [4.2-4.10].
291 Law Commission (n 229) [2.43].

292 BBC News, ‘Cohabiting Law Changes Proposed’ (@§ 2007)
<http://news.bbc.co.uk/1/hi/uk/6923373.stm> accg28July 2008.

293 Zelenak (n 194) 371.
204 McCaffery (n 194) 19.



taxpayers—the married couple is fundamentally diffié from the two single people,
because the couple forms one economic unit, whike tvo single people do not.
Mclintyre and Oldman, on the other hand, are opptsédsing the choice of tax unit on
marriage neutrality because it abandons what théytte well-established feature of the
US tax system since 1948 that couples with equalrite should be taxed equaify.As

previously noted, however, this feature is notiagypled aim of the US income tax but

rather an after-the-fact justification for the pesstate of affairs™

Finally, the Law Commission’s conclusion that tag tonsequences of marriage
have little impact on the decision to marry findggort in recent economic studies.
Brewer, Saez and Shephard note that although theiage penalty/subsidy attracts
substantial public attention, it becomes relevantdptimal taxation only if the decision
to marry is sensitive to those fiscal incenti®®sHoynes, in her commentary on the
Brewer, Saez and Shephard paper, examines the td8lardata on marriage penalties

and subsidie&’® She concludes that marriage is sensitive to thanfiial incentives

295 Mclntyre and Oldman (n 194) 1589.
29 Text at n 208.

297 Brewer, Saez and Shephard (n 150) 29. On thigt,g¢aplow concludes that a scheme that is
ideal on distributive grounds is likely to influemmarriage decisions, which favours reducing the
differentiation to an extent that depends on thément elasticity. The possibility that marriage
and divorce entail externalties, however, also s¢edye considered: see Kaplow (n 25) 342.

298 Hilary Hoynes, ‘Commentary on Brewer, Saez anepblard, “Optimal Household Labor Income

Tax and Transfer Programs: An Application to the"Uk James Mirrlees and others (eds),
Reforming the Tax System for the 21st Century:Mingees ReviewThe Institute for Fiscal
Studies, London 2008) <http://www.ifs.org.uk/mietgmrPublications> accessed 30 March 2009,
7.
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inherent in welfare systems, but that ‘the estimhagkasticities with respect to the tax-

induced financial incentives to marry (and divoras) small?*°

In summary, the evidence suggests few people takeaccount the possibility of
a marriage bonus or penalty when deciding to getieth and, in any event, marriage
neutrality may be more desirable on policy grouddss is discussed further in the next

section.

(i) Relationships, Equality, Autonomy and Privacy

According to then Chancellor Lawson, one of the &aoment’s main objectives in
adopting independent taxation in 1988 was to giaeried women the same privacy and
independence in their tax affairs as othi&Because a husband was accountable under
joint taxation for his wife’s income, it was necasgsfor her to disclose information about
her income to him. The rules did not, of coursgune a wife to know the details of her
husband’s income. All correspondence as regarddeaswncome tax was sent to her
husband®* This situation was very unpopular with wiv86Furthermore, the need for a

wife to disclose even a small ‘nest egg’ saved aipaf special purpose for which her

299 Hoynes (n 298) 7-8.
300 See text at n 173.

301 Brice (n 154) 419.

302 Equal Opportunities Commissidmcome Tax & Sex Discriminatigivlanchester 1979) 19-20

(‘Perhaps the most common complaint made by mawimden about their tax position concerns
the Inland Revenue’s practice of conducting comwasience with the husband only....It may be
suggested that such complaints are trivial. Buttwaeny married women object to is the
assumption that they do not exist as far as trthRevenue is concerned’).



husband may not have approved was reported to ledvi® much distress for wivés®
Husbands could also legitimately complain abouystesn imposing on them a duty to
declare and pay tax on income of which they mayewain be aware let alone benefit

from 3%

For these reasons Brice in 1982 and Freedman &edsonh 1988 concluded that
there was a considerable desire amongst both hdskamd wives for some degree of
privacy within marriage with respect to tax affaitd The Equal Opportunities
Commission also expressed dissatisfaction withtéxesystem in the late 1970s over
similar privacy concern®® The UK’s experience is in keeping with the expeci in
other jurisdictions. Lahey conducted a comparatstedy of tax jurisdictions and
concluded that joint tax unit models tend to belaepd by individual models as

relationships recognized in law ‘become more diegeras sex roles become more

303 Freedman and others (n 163) 114; Equal Oppoiésntommission (n 302) 21-22.

304 This point is raised by eg the Radcliffe Comnuissn HMSO, ‘Final Report of the Royal

Commission on the Taxation of Profits and Incon@&h@d 9474, 1955) [1060] (‘It is one of the
necessities of the present system that a husbaiedu#ged to make and sign a return of the
income of himself and his wife but he has no medrsowing precisely what his wife’s income
is ..."). The Commission recommended that a wife bigged to sign her husband’s tax return in
order to verify the accuracy of those statemenisthmt relate to her income. Brice argues that
this recommendation was unpopular because it woalg meant that wives for the first time
would have a right to see details of their husbaimd®me: (n 154) 440. See also Equal
Opportunities Commission (n 302) 20.

305 Brice (n 154) 441-46 and 610-12; Freedman andrsttn 163) 114. Freedman and others raised
concerns over the ability of the then Inland Rewetwuenforce a husband’s duty to pay tax on
income of which he might not even be aware.

306 Equal Opportunities Commission (n 302) 19-22.
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egalitarian, as social values become less “tradhtio...[and] as women gain direct legal

interests in income and assets®®’’

In a relatively small number of cases, litigantgéaven tried to argue before the
European Court of Human Rights that tax legislapooviding different (and usually less
favourable) treatment to married couples as conspmreinmarried couples in otherwise
similar circumstances was discriminatory and irged the European Convention for the
Protection of Human Rights and Fundamental Freedd®9>°® This is obviously a
much more difficult case to make out than merelgcdbing the tax system as ‘unfair’
for providing more favourable tax treatment forgayers in one form of relationship
rather than another, and this difficultly has beeftected in the high hurdle applicants

have faced.

The discrimination cases primarily have been brougider a combination of
Article 1 of the First Protocol of the Conventiofrticle 1/1’), which protects the
enjoyment of property, and Article 14, which pratsldiscrimination in the enjoyment of
the rights protected by the Convention. Taxatiom igrima facie interference with the
right to enjoy property; however, the drafters bé tConvention provided a specific
exception for taxation in the second paragraph itk 1/1. Nevertheless, according to

Baker, as an exception to a fundamental right,ttaxads subject to supervision by the

307 Kathleen A LaheyThe Benefit/Penalty Unit in Income Tax Policy: Daigy and RefornfLaw

Commission of Canada, Ottawa 2000) 25.

308 Philip Baker, ‘Taxation and the European Conmamntin Human Rights’ [2000] BTR 211, 213.

As Baker describes, in addition to Article 14, theases have also sought to challenge the
provisions of the tax legislation on grounds inahgdArticle 8 (right to respect for private and
family life) and Article 12 (the right to marry).



Strasbourg organs ‘to ensure that taxation is imgpasccording to law, that taxation
measures pursue a legitimate purpose and that tkansn employed are not

disproportionate to the ends involved?”

For the most part the ECHR has not been sympattwtiards taxpayers in these
cases; States have enjoyed a wide margin of api@tiin taxation matter8® For
example, inLindsay v UK** the taxpayers were a married couple. The husbaddbth
earned and unearned income; the wife only uneanueine. Under the tax rules then in
place, in this situation the wife’s unearned incowes aggregated with her husband’s
income for income tax purposes, and her husbandehkgible for the married man’s
allowance equal to one and one-half times the ugedonal allowance. An unmarried
cohabiting couple in the same situation was euntittetwo personal allowances, and on
the facts, paid less total tax. The taxpayers dditine UK tax legislation discriminated
against them as a married couplfe.The European Commission Human Rights rejected
their claim on the basis that married and unmargedples are not in comparable

situations®*®

‘The applicants in the present case seek to conthareselves, a married
couple, with a man and woman who receive the samoeme, but who

309 Baker (n 308) 220.

310 Baker (n 308) 213; see also Philip Baker, ‘TaxatHuman Rights and the Family’ in Oliver and

Harris (eds)Comparative Perspectives on Revenue Law: Essaysnour of John TileyCUP,
Cambridge 2008) 232, 243.

31 (App no 11089/84) (1986) 49 DR 181.

312 The taxpayers also unsuccessfully claimed disoation on the grounds of sex (they would have

paid less tax under the then rules if she had teebreadwinner), and religion (they were married
in a church).

313 Lindsay v UK(n 311) 559-60.
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live together without being married. The Commissisrof the opinion
that these are not analogous situations. Thoughnme fields, the de facto
relationship of cohabitees is now recognised, tistiteexist differences
between married and unmarried couples, in particdifferences in legal
status and legal effects. Marriage continues tohagacterised by a corpus
of rights and obligations which differentiate it rk@dly from the situation
of a man and woman who cohabit. The Commission rdougly
concludes that the situation of the applicantsotsaomparable to that of
an unmarried couple and that part of the applicatieerefore does not
enclose any appearance of a violation of Prot. NoArt. 1 read in
conjunction with Art. 14 of the Convention....’

The special status of marriage was again emphasistiee recent case durden and
Burden v UK¥* In Burden two elderly sisters unsuccessfully challenged th€s
spousal rollover for inheritance tax treatment &rdninatory. The sisters had lived
together their entire lives and for over 30 yearsihouse they jointly-owned that had
been built on land inherited from their parentscheaister had a made a will leaving all
her property to the other. The value of each ssw@ssets (including the share of the
house) was well in excess of the IHT nil rate baksl.sisters, they would be unable to
take advantage of the IHT spousal exemption thaivalthe property of one spouse to be
transferred to the other spouse without incurringHiT charge’™ Instead, on the death
of one of the sisters, the surviving sister woutdféiced with a large inheritance tax bill,

perhaps requiring her to sell the house to payake

The ECHR in Grand Chamber rejected the sistersimclan comments

reminiscent of the stance adopted by the Law Cosions the Grand Chamber

314 (App no 13378/05) [2008] STC 1305.
315 IHTA 1984 s 18.
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emphasised the special status of the institutiormafriage (and civil partnership),

stating®'®

‘[Tlhe Grand Chamber notes that it has already biedd marriage confers
a special status on those who enter into it. Theraese of the right to
marry is protected by Article 12 of the Conventand gives rise to social,
personal and legal consequences...Shackell[v the United Kingdom
(dec.), no. 45851/99, 27 April 2000], the Courtriduithat the situations of
married and unmarried heterosexual cohabiting @supWere not
analogous for the purposes of survivors’ beneditsce ‘marriage remains
an institution which is widely accepted as confegra particular status on
those who enter it'. The Grand Chamber consideas this view still
holds true.’

The Grand Chamber then discussed the particulatiin of the two siblings*’

‘Just as there can be no analogy between marriddCaril Partnership
Act couples, on one hand, and heterosexual or hexnas couples who
choose to live together but not to become husbard veife or civil

partners, on the other hand..., the absence of sutdgally binding

agreement between the applicants renders theitiarship of co-
habitation, despite its long duration, fundamegmtdlifferent to that of a
married or civil partnership couple....’

The Grand Chamber concluded that the applicants;olgbiting sisters, cannot be
compared for the purposes of Article 14 to a mdrageuple or civil partnership. From
that conclusion, it followed that there had beendmecrimination and, therefore, no

violation of Article 14 taken in conjunction withriicle 1/13'®

316 Burden and Burden v Ukh 314) [63].
s Burden and Burden v Ukh 314) [65].
318 Burden and Burden v Ukh 314) [66].
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In 2000 Baker commented on the lack of successasfied taxpayers claiming
discrimination, and speculated that unmarried citéats in otherwise similar situations

as married couples may have more suctgss:

‘This may be an area where a dynamic approacheaadrtierpretation of
the Convention eventually recognises that cougdeth(heterosexual and,
perhaps, homosexual) who live in a stable andesettlationship should
be accorded the same tax treatment as a marrigdiecou

Given the Grand Chamber’s strongly-worded holdmBurden and Burdethis does not
seem likely to be the case. One exception can ledfin the casBM v UK>?° In PM the
applicant had cohabited for about ten years witssMd, but they never married. They
had a daughter together and the applicant wasteegisas her father. When the couple
separated, he undertook pursuant to a Deed of &epato make weekly maintenance
payments for his daughter. Under the then UK tdgstusuch payments were deductible
for income tax purposes, but only where the coumde been married. The Court

stated®?!

‘This is not a situation where the applicant seeksompare himself to a
couple living in a subsisting marriage..., but oneeventhe married father
has separated or divorced and is also living afpam the child of the

family. Other persons, not parents, are not covénedhe child support
provisions and are generally in a different sitoatiThis applicant differs
from a married father only as regards the issumarfital status and may,
for the purposes of this application, claim to bean relevantly similar
position....

319 Baker (n 308) 252.
320 (App no 6638/03) (2006) 42 EHRR 45.
321 PM v UK (n 320) [27-28].
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Given that he has financial obligations towardsdaaghter, which he has
duly fulfilled, the Court perceives no reason fozating him differently

from a married father, now divorced and separateth fthe mother, as
regards the tax deductibility of those paymentse Pplarpose of the tax
deductions was purportedly to render it easier rfa@rried fathers to

support a new family; it is not readily apparentywimmarried fathers,
who undertook similar new relationships, would hate similar financial

commitments equally requiring relief.’

Thus, whilst in general it is unlikely that differtgal tax treatment of married and
unmarried couples will be a human rights violationthe right fact pattern a case can be

made out.

Regardless of the present situation under humatsrigw, it remains possible for
taxpayers and tax policy commentators to arguethigatax system is violating horizontal
equity when it treats otherwise similarly-situatetarried couples differently from
unmarried cohabitants. For example, whilst the éleerly sisters irBurden and Burden
may have been unsuccessful in their claim of cisicition the Grand Chamber referred
to excerpts from the House of Lords debate on tiké Bartnership Bill. In that debate,
peers from the three main political parties exmgdsoncerns over the IHT treatment for

siblings who share a home and carers who look disabled relative®?

Despite the approach adopted by the Conservativiy,Rand in contrast to the
basic rationale underlying the ECHR decisions glistussed, some commentators argue

that tax systems take into account a taxpayerdiogiships (particularly marriage) to too

322 Burden v Burdeign 314) [20], referring to the House of Lords amheent to the Civil Partnership
Bill (later reversed when the Bill returned to tHeuse of Commons) to allow siblings and others
to register to enjoy the same IHT benefits: disedssbove at n 221.
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great an extent at the expense of individual autyi°® Although the UK has adopted
the individual as tax unit for income and capitalng tax purposes, in many cases the

taxpayer’s marital status will have some bearindpisror her tax situation.

Commonly, anti-avoidance provisions are extendeddtude spouses in order to
stop what is otherwise an obvious and easy waytaravent the measures in question.
One example is in the managed services companyispsos mentioned earliéf?
Another example relates to the small companie® Kt corporation tax. This relief
reduces the usual rate of corporations tax from 28%1% on the first £300,000 of
profits. It is relatively easy to multiply the bdieof this relief simply by dividing a
business amongst many companies all controlledhégame person. For that reason, the
benefit of the relief must be shared amongst comesacontrolled by the same person
and, furthermore, for purposes of determining ¢oanpany is controlled by a person, the
definition of ‘associate’ includes the person’s sper>> If spouses were not so included,
it is easy for a taxpayer to at least double theebeof the small companies relief simply
by transferring half the business to a companyrotiatl by his or her spouse. The
difficulty with such rules is that they can be owetlusive; a company owned by one
spouse is automatically deemed associated witlmgpany controlled by the other spouse
even in cases where the two companies are invoivedmpletely different trades, have

no business dealings, and no tax avoidance purigogeesent. A similar example that

323 Brooks (n 223) 72-76.
324 Text at n 247.
825 ICTA 1988 ss 416, 417.
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will be discussed in great detail in Chapter 5his UK settlements provisions which

deem one spouse to have an interest in the otbessjs property?°

The UK capital tax regimes contain other exampfasiies in which a taxpayers’
marriage status will impact on his or her tax posit These rules generally are not
intended to backstop anti-avoidance measures bpaisue some other objective. Often
married couples are treated better for tax purptsses unmarried couples. For example,
gifts between spouses are exempt for inheritanc@ugpose¥’ and any unused portion
of a deceased spouse’s IHT nil rate band can bsedtiby the surviving spous& These
special rules for spouses, together with the larjegate band, ensure that the great
majority of estates are not subject to inheritataceat all. They also mean, as evidenced
by theBurdencase just discussétf, that unmarried cohabitants are subject to poténtia

much harsher inheritance tax treatment than macoegles.

In other cases (and no doubt much to the dismahefConservative Party and
others) married couples are in fact worse off. &@ample, spouses while living together
may claim only one main residence exemption foitahgains tax between thef#! an
unmarried cohabitating couple benefits from twos§bly sizable) exemptions. As the

reason for the main residence exemption is geyevilved as politicaf>* limiting the

326 Text at n 695.
821 IHTA 1984 s 18.
328 IHTA 1984 s 8A-8C.

329 See text beginning at n 314.

330 TCGA 1992 s 222.
331 Tiley (n 23) 664.
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benefit to one property per household is hard iticise. Whether it should be limited to
one permarried household rather than using a broader conceptfohoasehold is

guestionable policy.

The question of whether tax rules should be grodndpon a taxpayer’s
relationship status (eg married) as opposed totifumad characteristics independent of
the form of the taxpayer's relationship has beenrtfatter of recent debate in Canétfa.
As is the case in the UK, and also notwithstandiggfact that the individual is the basic
tax unit for Canadian income tax purposes, persmlationships frequently enter into
the determination of a taxpayer’s liability and ightions. The phrase ‘spouse or
common law partner’, and variations of it, is foundover 200 provisions of the CITA

and the regulations thereto.

In 2001, the Law Commission of Canada issued a rtreponcluding that
governments need to pursue a more comprehensivpramapled approach to the legal
recognition and support of the full range of clgs¥sonal relationships among adults.
According to the Commission, this approach sho@djbided, first and foremost, by the
values of equality (among different relationshipsl avithin relationships) and autonomy
(putting in place conditions in which people careely choose their personal
relationships, free of financial or other pressugasouraging or discouraging particular

forms of relationships, such as marriag€)Policies in the UK aimed at supporting the

332 Law Commission of CanadBgeyond Conjugality: Recognizing and Supporting €lBsrsonal

Adult RelationshipgPublic Works and Government Services, Ottawa 2001

333 Law Commission of Canada (n 332) chapter 2.
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institution of marriage over other forms of relaship (such as those advocated by the
Conservative Party) obviously fall foul of this ebjive. Moreover, according to the
Commission, government polices should aim to ptodec advance personal security,
privacy and religious freedom, and they should gee&ccomplish their objectives in a

coherent and efficient manner.

To that end, the Commission proposed a four-stefhadelogy for assessing
existing and proposed laws that employ relationséims. The methodology consists of

four question&*

1. Does the law pursue a legitimate policy obje@i If not the law ought to be

repealed or fundamentally reconsidered.

2. If the law’s objectives are sound, do relatiopshmatter? Are the relationships
that are included important or relevant to the fawabjectives? If not, revise the law to

consider the individual and to remove the unnecgsstational reference.

3. If relationships do matter, could the law allavdividuals to choose which of
their own close personal relationships they warig®ubject to the law? If so, revise the

law to permit self-definition of relevant relatidnps.

4. If relationships do matter, and public policyuees that the law delineate the

relevant relationships to which it applies, can the be revised to more accurately

334 Law Commission of Canada (n 332) chapter 3.
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capture the relevant range of relationships? Ifease the law to include the appropriate

mix of functional definitions and formal kinds adlationship status.

Unlike their UK counterparts, the Law CommissiorGainada specifically considered the
income tax law context, applying their functionaletodology to selected CITA
provisions such as the ability to transfer assets tspouse or common law partner
without incurring an immediate capital gains tavarge®>*®> The Commission advocated
making the income tax more individually focussey,rbtaining the individual as the
basic unit for the calculation of the income taxdade-emphasising conjugality
specifically and taxpayers’ relationships generall{nere relationships were functionally
relevant to the policy objectives of the CITA, t@®mmission argued for a more
pluralistic approach, for all persons living togathin economically interdependent

relationships®°

The response from tax academics to the overallrrepas mixed, though there
was a general support for the Commission’s prifapaclusion that the legal treatment
of close adult relationships should depend leswloether they are conjugal in nature and
more on their functional relevance to the policyestives of particular legal regimé¥.

The Commission’s proposals are quite far-reachamgl it is perhaps still early to tell

335 CITA s 73. This rule is the Canadian equivalérthe UK’s ‘no gain, no loss’ rule in TCGA 1992
section 58 that provides for transfers of capitaberty between married persons and registered
same-sex civil partners who are living togethehuitt triggering a tax charge.

336 Law Commission of Canada (n 332) chapter 4, pavtll.

337 Lisa Philipps, ‘Cracking the Conjugal Myths: Wiizes it Mean for the Attribution Rules?’
(2002) 50 Can Tax J 1031, 1032-35 and David G DR#cognizing or Disregarding Close
Personal Relationships Among Adults? The Repotti@fLaw Commission of Canada and the
Federal Income Tax’ (2002) 50 Can Tax J 1021, 1022.
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what impact, if any, the report will have on then@dian legislative landscape. In the
seven years that have passed since the reportsaaadi it does not seem to have had
much effect on the Canadian income tax. A full déston of the report is beyond the
scope of this thesis, but the Commission’s undeglyapproach to how tax law should
incorporate personal relationships, with less mgar form and more focus on the
individual and, where necessary, the functional godlitative characteristics of the

taxpayer’s relationships, is instructive and wortlfigerious attention.

(iif) Conclusion

Marriage as an institution remains worthy of suppothe eyes of many. This is evident
from the Law Commission’s cohabitation study, thenlan rights litigation, the Church
of England’s call for active government support #mel Conservative Party’s position on
tax breaks for marriage. But why should a taxpayeersonal relationship be important
from a tax perspective, and, even more importamtlyy should the tax system favour

one form of personal relationship over another?

Respecting individual privacy and autonomy, as vesll advancing neutrality,
suggest the tax law system should focus more ortakgayer and less on his or her
personal relationships. This conclusion favoursitigividual as tax unit as well as less
emphasis on marital status in rules such as the dpidusal exemption on transfers
(clearly favours marriage) and the rule restrictthg main residence exemption for
capital gains tax to one per married couple (cetaVours unmarried couples). To the

extent that it is deemed necessary for the taxesydb take into account a taxpayer’s
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relationship status—for administrative reasonsyriter to backstop anti-avoidance rules
or reduce hardship on the death of one partner-the Commission of Canada’s
approach is worthy of serious consideration. Guitkydthe values of equality and
autonomy, that approach focuses on the individod| avhere necessary, considers the
functional and qualitative characteristics of tlapayer’s relationships. It is a more
attractive and principled approach than one basegasticular forms of relationship,

including marriage.

(d) Couples Neutrality

Another argument raised in support of a spousaltakis that couples with equal total
income pay the same tax no matter how the incordisisbuted between thef® Thus,

a couple where one spouse earns £100,000 andheeraithing pays the same amount
of income tax as a couple with both spouses eafh®dg000. The 1920 and 1954 Royal
Commissions supported continuing the aggregationaofvife’s income with her
husband’s partly on this basi.Prominent defenders of the US system of joint spbu
returns on the basis of ‘couples neutrality’ in@uBurrey, Bittket*® and also Mcintyre

and Oldmar?** They argue that the principle of horizontal equithat like taxpayers

338 Meade Report (n 13) 377, criteria 2 and 383-84.

339 1920 Royal Commission (n 169) [252-53]; 1954 R&@@mmission (n 170) [119]. The Radcliffe
Commission of 1954 argued against disaggregatiocause '[s]uch a method of taxation would
mean that one married couple bore a greater oblasten of tax than another according to what
must surely be an irrelevant distinction for thisgose, namely the proportion in which the
combined income was divided between the partners’.

340 Bittker (n 194).
341 Mclntyre and Oldman (n 194).
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pay like taxes—requires that equal-income couplss gqual taxe¥? Thus, although
couched in terms of ‘neutrality’, it is actuallywety that is the prime consideration here.

Arguments for and against couples neutrality aresictered next.

Mcintyre and Oldman ground their support for joiakation on the normative
ideal of a comprehensive tax base (CTB)They argue that family income should be
taxed to the individuals who actually benefit fraim In a tax system based on the CTB
ideal, equal-income couples should pay equal tastese each member of the couple will
benefit more or less equally from the total avddahcome without regard to the source
distribution®** In other words, since a married couple pools ritoine and acts as a
single economic unit, it should be taxed as a sieglonomic unit. In the UK, Oliver and
Harris take a similar stané& Surrey, one of the prime architects of the 1948rulSs,
went so far as to suggest moving to a family tax an the basis that the income of the
family is shared by all members of the family ahdther, that equal income families

should be taxed equalf{®

Some commentators have criticised this ‘intuitivessumption that married
couples pool their resources, arguing either thatet is not enough economic data on the

extent to which married couples share incther that the evidence that does exist

342 MclInyre and Oldman (n 194) 1579.

343 Mclntyre and Oldman (n 194) 1575-79.
344 Mclntyre and Oldman (n 194) 1590.
345 Oliver and Harris (n 145) 285.

346 Surrey (n 202) 1113-14.

347 Carolyn Vogler, Michaela Brockmann and RichartiMyygins, ‘Intimate Relationships and

Changing Patterns of Money Management at the Begirof the Twenty-First Century’ (2006)
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points to a move towards individualisation in caufphances in recent years that may be
indicative of a long-term change in norms and v&ft® For example, in a 2006 paper
Pahl concluded that although pooling money in atjaccount remains the most common
form of money management, ‘fewer couples are pgotheir incomes and more are
keeping all or part of their incomes in individ@acounts to which their partner does not
have access? In a later article McIntyre justifies the assuroptiof equal pooling on
the basis that married couples generally live fogiein the same house, eat the same
kinds of food, and dress and entertain at the ssool level, and that these expenses
alone comprise the highest proportion of a typibalisehold’s expendituré® For
Mclintyre, whether spouses keep separate bank atscand occasionally buy each other

dinner or gifts from their personal accounts islgvant.

Although taxing single earner-couples the samewnasearner couples with the
same income might appear equitable at first glaaneargument can be made that the

two-earner couple enjoys less imputed income frelfierformed services and should,

57 British J of Sociology 455; Majorie E Kornhauseove, Money, and the IRS: Family, Income
Sharing, and the Joint Income Tax Return’ (1993H45tings L J 63; Marjorie E Kornhauser,
‘Theory versus Reality: The Partnership Model ofrivége in Family and Income Tax Law’
(1996) 69 Temple L Rev 1413.

348 Jan Pahl, ‘Individualisation in Couple Financéo Pays for the Children?’ (2005) 4 Social
Policy & Society 381, 381-87.

Jan Pahl, ‘Family Finances, IndividualisationeBging Patterns and Access to Credit’ (Paper
presented at the ESRC seminar ‘Beyond Homo Ecormrimerging Perspectives on Economic
Behaviour, University of Exeter June 2006)
<http://209.85.229.132/search?g=cache:KI3IILNSVpsynet.ex.ac.uk:8200/research/esrcsemina
rs/prog/ESRC%2520seminar%2520at%2520Exeter% 25282 0version.doc+pahl+family+re
sources+sharing&cd=8&hl=en&ct=clnk&gl=uk&client=ffox-a> accessed 24 September 2009,
1. Pahl also speculates (at 5-6) that the growtiredit card use may be one driver for the
individualisation of couple finances as credit caade essentially an individualised medium for
managing and spending money.

350 Mclntyre (n 228) 3.

349
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as a result, pay less tax. Critics of couples adityrcontend that one- and two-earner
couples with equal taxable incomes are generallyeqoal in taxpaying ability—the one-
earner couple is significantly better off becau@sogreater imputed income from self-
performed services and its lesser non-deductibidknedated expenses (such as clothing
and commutingf>* The Meade Committee also took the position thabetsveen two
families with the same total of earned income,fémaily in which the income was due to
the earnings of both partners could be taxed neoriemtly than the one-earner family in
recognition of the fact that there are more expeasel more sacrifice of leisure, of home

care and of do-it-yourself activity in the two-eartiamily>>2

After examining the imputed income concept as wasllproposals for indirectly
taxing imputed income, Mcintyre and Oldman concltig& no special adjustments in
the burdens on two-job couples are justified orugds of fairnes&>? The authors readily
admit that the economic position of two-job couptesometimes quite different from the
position of one-job couples with the same pecuniacpme, but attempt to justify their
position (rather weakly) on the basis that an inedx cannot take into account all
differences in economic well-beirig’ Moreover, they argue that an income tax which
attempts to treat as income, even indirectly, thleies of self-performed services is less

fair, on balance, than one which does Hiot.

31 Zelenak (n 194) 361; Kesselman (n 190) 26-27; hfts®y (n 194) 120-26.
32 Meade Report (n 13) 382.

353 MclInytre and Oldman (n 194) 1609.

354 Mclinytre and Oldman (n 194) 1579.

355 Mclntyre and Oldman (n 194) 1579.

114



Mcintyre and Oldman also object to separate tawatio all individuals on the
grounds that it leads to attempts to shuffle prigperterests between spouses as was
common in the US before joint taxation was intrathin 1948 (as discussed aboV®).

In their view, the burden of the tax under indivatiiaxation ‘would be a function of
property shifts which have little effect on the e economic position of the
spouses®®’ Similar concerns were raised by the 1920 and B&#al Commissions as
well as the Meade Committé® These concerns were considered and rejected log Bri
primarily on the basis that genuine transfers betwmarried persons should be respected
in the same way as genuine transfers between noriesh@ersons>® Clearly, there will

be greater opportunities for income splitting i€ timdividual is the tax unit, rather than
spouses or families. The challenge then becomesxtaat to which income splitting is

permitted, and what methods can be used to regtrithis issue is a central concern of

this thesis and is considered at length in Chapt&}

Although Bittker claimed that consolidation of fdynincome is ‘the all but
universal preference of theoreticiad® other tax policy commentators disagree. Brice
rejected the couples neutrality argument as adoptedhe 1920 and 1954 Royal

Commissions as a ‘logical fallacy’ for comparing fbint income of married couples in a

356 See text beginning at n 194.

357 Mclntyre and Oldman (n 194) 1590.

358 1920 Royal Commission (n 169) [233]; 1954 Royairnission (n 170) [120]; Meade Report (n
13) 384.

359 Brice (n 154) 357, 369, 592-93 and 627.

360 See text beginning at n 525.

361 Bittker (n 194) 1400. Similar claims are maddaseph PechmaRederal Tax Policy, Revised

Edition (W W Norton & Company, New York 1971) 87-88.
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tax system which only taxes individuals and notdeholds’®® Zelenak argues that the
guestion is not simply whether people think eqaaltion of equal-income couples is
desirable, but whether it is a more important gqaancern that the incompatible goal of
marriage neutrality>® To Zelenak, the question comes down to whetheplpeare more
offended by equal combined-income couples payiffiigreint amounts of tax (the non-
neutrality of separate returns), or by marriageajtess and marriage bonuses (the non-
neutrality of joint returns}®* In his view, people believe that it is more impamittfor the
tax system not to encourage or discourage marfeggecially the latter) than it is for
equal-income couples to pay equal ta¥é#ccording to Zelenak, people are more aware
of marriage penalties and bonuses than they amhether equal-income couples are
paying equal taxes: marriage penalties and boruemede determined without reference
to any other taxpayers and it is simple to caleutae effect of prospective marriage and

post-marriage yearly differencd®.

McCaffery is also critical of couples neutralityutbprimarily on fairness of
outcomes grounds. He argues that taxing equalreaoouples equally is terribly unfair
because it leads to discrimination against worfiérLike Zelenak, McCaffery also

criticises Mcintyre and Oldman for failing to inde imputed income in their CTB,

362 Brice (n 154) 354 and 366.
363 Zelenak (n 194) 361.

364 Zelenak (n 194) 361.

365 Zelenak (n 194) 361.

366 Zelenak (n 194) 361.

367 McCaffery (n 194) 25.
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which is biased against two-earner coupfédde also challenges the assumption that
married couples pool their resources as a factwdteni®® though ultimately concludes
actual pooling is irrelevant in any case because éhd result of joint taxation is
marginalisation of womet° McCaffery's arguments are considered further i tiext

section on ‘work incentives'.

(e) Work Incentives

As discussed in the previous Chaptérhigh marginal tax rates lead to the substitution
effect—as progressively more tax is levied on @p&yer's employment earnings, so that
each hour worked generates less and less additiakelhome pay, the taxpayer will
have a greater incentive to forgo labour for lesar untaxed domestic work. In a joint
tax unit system, the incentive for one spouse to ean be blunted by tax considerations
which depend on the economic position of the othgouse€’? McCaffery”® and

Apps?’* amongst other¥? are strong critics of joint taxation because & thcentive

368 McCaffery (n 194) 123.

369 McCaffery (n 194) 55, citing Kornhauser (1993)34¥7). Even if sharing is in fact unequal, this
does not necessarily support individual taxatioapléw argues that ...one needs to determine
whether individualised or family treatment is mgenerous in the presense of unequal sharing,
whether more or less generosity is optimal in lightinequal sharing, and how the different forms
of treatment may themselves affect the intrafamilycation of resources: see Kaplow (n 25) 320-
23.

370 McCaffery (n 194) 55.

37 Chapter 2; see text at n 86.

372 Meade Report (n 13) 377, criteria 3; Hoynes (8)22
373 McCaffery (n 194) 19-26.

374 Patricia Apps, ‘Taxation of Families: Individuahfation Versus Income Splitting’ in John G

Head and Richard Krever (ed&x Units and the Tax Rate Scéfastralian Tax Research
Foundation, Sydney 1996) 81.

375 Zelenak (n 194) 343, 365-78; Brooks (n 223) 64-68
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effects it has on women and their participatiorpand labour outside the home. Whilst
tax incentives are an important consideration ia #nea, non-tax factors such as labour
market regulation, family ideology concerning theigion of labour between spouses,
social security rules and the organisation of chéde also have an impact on women'’s

participation in the paid labour foré€

McCaffery argues that a joint tax unit with oneerathedule applicable to couples
invariably encourages families to think in termsagbrimary and secondary earner. This
in turn gives rise to strong disincentives agaisstond earners working in the paid
workforce because they enter it at the high matdgmarate of the primary earner—what
McCaffery and Apps refer to as the ‘secondary-gahi@s’'®’’ The Meade Committee
expressed similar concerns when considering tharddges and disadvantages of an
unrestricted quotient system under which a coupbaisied and investment income is
combined and then one-half of the total is allogdte and taxed in the hands of, each
partner:’® If the husband’s income more than offsets the 'wifersonal allowance, then
under this system (and as is the case with a jaxunit model) if the wife goes out to

work she will be taxed on the whole of her earnimpggentially at a high marginal rate.

Although McCaffery acknowledges that the seconde&acould in some cases be
the husband, he maintains (as does Apps and Brtwdishistorically it is far more likely

to be the wife because women earn less than menvgh-known ‘gender gap’) as well

376 Dingeldey (n 190) 666.
st McCaffery (n 194) 19; Apps (n 374) 84-90.
378 Meade Report (n 13) 387. This point is considergain in Chapter 4; see text at n 541.
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as the realities of childbirth, which will mean tleawife will need to leave the workforce
temporarily and the family will be faced with theaision as to whether she should go

back to work’”® He conclude&®®

‘However distasteful and gendered this fact might towever we might
wish for reality to be different, not seeing thadmen are far more likely
to be the secondary earners will blind us to a lemye set of problems.’

Thus, tax commentators including McCaffery, Appsl @rooks are opposed to a joint
tax unit because it gives rise to secondary-eabms, which is inherently unfair to

women. In support of this position, they point toprical evidence suggesting that the
labour supply curve for women—and especially mdridmen—is much more elastic
than for men, meaning that women’s participatiorthia paid labour force is affected
much more than men by changes in tax rite$n fact, for this reason Apps and
McCaffery argue that men should be taxed more he#ivan women—and especially

married women—because most men will continue tdkwoespective of increases in tax

379 McCaffery (n 194) 21-22; Apps (n 374) 89-90; Bkedn 223) 66.
380 McCaffery (n 194) 21.

381 McCaffery (n 194) 175-77; Apps (n 374) 89-90; Bar 154) 402; Kaplow (n 25) 81-82. Recent
US research, however, suggests that married wontedsosir supply elasticities fell by over 50%
in the period from 1980 to 2000 thus becoming nligeemarried men’s: see Francine Blau and
Lawrence Kahn, ‘Changes in the Labor Supply BehravidMarried Women: 1980-2000’ (2007)
25 J Labor Econ 393, 395. According to HoyneshaWK, the overall employment rates are
indeed lower for women, and especially women witiideen: see Hoynes (n 298) 4. In 2005-06,
employment rates for women vary from 0.58 for ssngbmen with children, 0.68 for married
women with children to 0.78 for single women withehbildren and 0.83 for married women
without children. There is less variation for mesmging from 0.75 to 0.91.
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382

rates’”“ More recently, Brewer, Saez and Shephard surveyetdonomic literature and

arrive at this same conclusidfi.

Zelenak agrees with McCaffery that the US spouaal unit system strongly
discourages a married woman from seeking employferstacking her income on top
of her husband’s, so that even her first dollarinmiome is taxed at a high marginal
rate>®* As discussed in the previous sectidh,Zelenak is also critical of the tax
treatment of imputed income and non-deductible wetited expenses for encouraging
wives not to enter or re-enter the labour forcegraby perpetuating gender role
stereotypes and the economic dependence of wdthépps takes a similar positiGh’

In addition, McCaffery argues that outside workmere important for women than just
earning money; it provides access to a circle béoworkers, gives relief from the often
stressful chores of housework and childrearing, d@meéeds economic and social

independencé®®

Unlike McCaffery, Zelenak is not convinced that the-earner marriage model
is more ideal than the traditional one-earner maaadl instead takes the position that the

tax system should be neutral. Zelenak argues thdstwa joint tax unit system pushes

382 McCaffery (n 194) 177; Apps (n 374) 89-90.

383 Brewer, Saez and Shephard (n 150) 30. Kaplow doesupport differential taxation because the

source of the differences in labour supply elastisibetween primary and secondary is not well
understood and may bear on optimal tax treatmeetKaplow (n 25) 338.

384 Zelenak (n 194) 343.
385 See text at n 351.

386 Zelenak (n 194) 363.
387 Apps (n 374) 83-84.
388 McCaffery (n 194) 158.
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couples towards the traditional family model andagvirom the two-earner model, an
individual tax unit system lets each spouse begithebottom of the rate schedule, thus
removing the work disincentive effect on marriedmem. The advantage of mandatory
individual taxation for Zelenak is that it can bersuasively defended as reflecting
governmental neutrality on a divisive issue, anaaing neither traditional families nor

two-earner couple®?

Finally, these work incentive effects may have beyeefficiency implications as
well. In an Australian study, Jones and Savage lsted the economic impacts of
moving from an individual unit to a joint tax unitith income splitting. The authors
concluded that the prime beneficiaries of such asemaould be higher-income, one
earner households, and it would lead to overaitieficy losses of 0.5% of income tax

collections annually?®

In summary, whatever one’s views on the debate detwnarriage neutrality and
couples neutrality, it is difficult to argue withdZaffery, Apps and Zelenak’s concerns
over the secondary-earner bias inherent in a j@rtunit, and the impact it has on

women. They provide strong arguments in favoumoinaividual tax unit.

3. CONCLUSION ON TAX UNIT

389 Zelenak (n 194) 371.

390 Glenn Jones and Elizabeth Savage, ‘Income SyitEquity, Efficiency and Work Disincentives’

in John G Head and Richard Krever (efiax Units and the Tax Rate Scéfaustralian Tax
Research Foundation, Sydney 1996) 107, 112-20.
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On balance, the arguments examined above stroagbuf an individual tax unit over a
joint unit. It is thus not surprising that most OBCountries have adopted the individual.
Although couples neutrality and reducing the inoento income split favour a joint unit,
the individual is the better choice on privacy,cenetmy, equality, definitional, marriage
neutrality and work incentive grounds. The defon&l issues inherent in a non-
individual unit are particularly difficult from admizontal equity, certainty, and ease of
administration perspective. Neutrality amongst chaf form of personal relationships,
and avoiding the secondary-earner bias are alsactitie goals. On the other hand, when
examined more closely, the reasoning behind coupdesrality is suspect at best and if
any compromise has to be made amongst competirectolgs (as it most certainly

must), progressivity and marriage neutrality areardesirable aims.

Moving to a joint tax unit in the UK in order tosteict income splitting (and
especially income-splitting arrangements involvifagnily businesses), as the CIOT
suggested considering, is crushing a nut with a@ggdehammer. Many millions of
taxpayers would be affected by such a move desigmedidress the actions of a small
minority. The disadvantages strongly outweigh teaatages. It is much more desirable
to address the relatively narrow issue of incomldtisyg in family businesses by more

targeted means.

C. AMIDDLE GROUND —SHARED OR TRANSFERABLE ALLOWANCES

An alternative to adopting a joint tax unit is ttain the individual unit, but to allow

spouses to transfer unused income tax personalailces between them. For example,
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in the UK, each taxpayer’s personal tax-free allogeafor income tax purposes is £6,035
(2008-09)**! a taxpayer with an income of £5,000 has £1,038nofsed allowance that,
under the present rules, is wasted. This middlexgplcoption gives some recognition of
the couple as an economic unit whilst retaining itfttdvidual as the basic unit. It also
reflects the underlying policy of the personal aimce that each taxpayer is entitled to

earn a basic amount free of tax to provide a mihstemdard of living.

Unlike the approach taken in the income tax regiomger the UK’s system of
capital taxation, spouses and civil partners indaexd permitted to share their tax-free
allowances. Although the annual allowance for CGifppses (a generous £9,600 for
2008-09) belongs to each individual and are not explicitgnsferable, spouses and
civil partners are able to transfer capital propdretween them on a no gain, no loss

basis3®®

and thus indirectly can take advantage of bothusp® allowance simply by
shuffling assets between them prior to sale. Shigilé&ransfers of value between spouses
generally are IHT exempt and, from 2008, if one spouse dies and does figttftilise

his or her nil rate band (£312,000 in 2008-%8)the unused portion is available to be

used by the surviving spouse on his or her d&4th.

391 ITA 2007 s 35. Taxpayers 65 and older have afaatjowance of £9,080 (£9,180 if aged 75 or
over), but the additional allowance over and alibeeusual personal allowance is reduced by
one-half of the amount by which the taxpayer’s atjd net income exceeds £20,100: ITA 2007
ss 36-37.

392 TCGA 1992 s 3(2).

393 TCGA 1992 s 58.

394 IHTA 1984 s 18.

395 IHTA 1984 s 7 and Sch 1.
396 IHTA 1984 ss 8A-8C.
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Kerridge has argued for transferable allowancesphly where one spouse stays
home to look after young children and then perhaply against earned income not
investment incom&®’ At various times political parties in the UK hasaled for income
tax allowances to be transferable as a means gfostipg the institution of marriage
through the tax system as discussed edfifeEchoing a proposal in (amongst other
places) the 1980 Green Pap&rthe Tax Reform Commission (2006) established ley th
Conservative Party and chaired by Lord Forsythedalfor a transferable personal
allowance for couples (married and civil partnevgth young childred® In the
Commission’s view, financial disadvantages suffebgdparents, usually women, who
look after children while their partners are ouwatk, represent a major unfairness in the
tax system, and this unfairness can be addressefiving parents an option to transfer
their personal allowance to their partner whileythave young childref?* Relief would

be available at only the basic rate.

More recently, the Conservative Party Leader Da@ameron and Shadow
Chancellor George Osborne confirmed their partyésige to support the institution of
marriage with tax benefif§? Although the details are still to be worked olie media

has speculated that the benefits would most likeke the form of a revival of the

397 Kerridge (n 181) 81.
398 Text at n 280.
399 HMSO, ‘The Taxation of Husband and Wife’ (n 1BI)-73.

400 Tax Reform Commissioff,ax Matters: Reforming the Tax Syst@onservative Party, London

2006) 61.
Conservative Party Tax Reform Commission (n 410)
402 Winnett (n 280).

401
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married couple’s allowanc®® The IFS considered the Forsyth Commission’s pralios

its 2007 Green Budget, and concluded that a treatsife personal allowance for families
with a child under 6 would benefit the majorityaie-earner couples with a young child,
regardless of income, but would act to discouragdh $amilies from having both adults

in work %4

The same arguments for and against a joint spdasalinit apply to transferable
allowances, albeit to a lesser extent as the araaomblved are limited to the unused
portion of the £6,035 annual allowance. Most imaoity, and as already seen, this
includes the secondary-earner bias, but privactgnaumy and definitional concerns, as
well as marriage neutrality also weigh againstvaithg transferable personal allowances.
Moreover, the argument that the personal allowasmeceeant to provide a basic standard
of living is not relevant in many situations. Allovg the stay-at-home wife of a high-
paid investment banker or corporate lawyer to feanker unused allowance to her
husband, thus shielding from tax a portion of hoime otherwise taxable at the highest
marginal rate, is difficult to justify on equity @unds. If allowances were to be
transferable, at the very least this suggestsitigihe tax benefit to the equivalent of the
basic rate. This is the practice in Canada, whareus non-refundable credits can be
claimed against federal tax owing, with the amauatlited calculated by reference to the

lowest federal marginal tax rat®. As a result, the credit is worth the same to higyd

403 Winnett (n 280) and see text at n 176.

404 M Brewer, ‘Supporting Couples with Children thghuthe Tax system’ in R Chote and others

(eds),The IFS Green Budget, January 200he Institute for Fiscal Studies, London 2007922
30.

405 CITA s 118(1). For 2009, the basic personal ¢risdb10,320 x 15% = $1,548.
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low-rate taxpayers. A taxpayer with insufficient @wing to fully utilise certain types of
tax credits (eg pension, tuition and educatioralullgy and age but importantly not other
credits including the basic personal amount) canteb transfer the unused portion to his

or her spous&”®

Furthermore, the fact that allowances are transferfor CGT and IHT purposes
does not necessarily mean they should also benfmonie tax. First, taxes on the
movement of capital raise different policy issued have different policy objectives than
income taxes. For example, if IHT at 40% was payalol an estate comprised mainly of
the family home this could mean that the deceasadiaving spouse would have to sell
his or her home to pay the tax. Such a result d@ésappear socially desirable and is
probably a nonstarter politically, though appanentbt important enough to warrant
extending the spousal exemption to cover other-teng relationships such as that of the
sisters inBurden and Burdemliscussed abov&’ It is also a much harsher result than
merely denying one spouse the benefit of the atpeuses’ comparatively small income

tax personal allowance.

Another argument supporting both the CGT and IHGuspl exemptions is that it
allows spouses to make decisions as to the owpeoshiheir property, and make gifts to
one another, without involving the taxman in tHbedroom transactions’—at great cost,

inconvenience and intrusidff It should also be noted that the comparativelyhhig

406 CITA s 118.8.
407 Text at n 314.
408 Bittker (n 194) 1441.
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allowances coupled with tax free inter-spousal dfews and effectively transferable
allowances removes a great many taxpayers fromaapieal tax net entirely. As a result,
the number of taxpayers subject to IHT and CGTamall fraction of the number subject
to income tax, thus easing the administration aost of collection of CGT and IHT
immensely. For 2008-09, HMRC estimates there wall3d million taxpayers subject to
income tax, but only 350,000 subject to CGT and tean 30,000 for IHT The small
number of capital taxpayers reflects the compagbtimarrow focus of those taxes on the
wealthy and on high value transfers of capital.n§farable allowances for income tax
purposes, on the other hand, would not signifigam@tiuce the income tax administrative
burden and could well increase it. Furthermore, G@Gd IHT transferable allowances do
not give rise to the secondary-earner bias, whilsansferable allowance for income tax
purposes does. Finally, the capital taxes aredesgressive than the income tax as well,
particularly since the introduction of the 18% fa6T rate in 2008'° which reduces
(but does not eliminate) the tax benefits to be frach ‘capital splitting’ within the

family.

D. CONCLUSION

The above analysis supports retaining the individisathe tax unit in the UK income
(and capital gains) system, and rejecting calls tfansferable income tax personal

allowances. In cases where it is desirable to tak® accounts a taxpayer’s personal

409 HM Revenue & Customs, ‘Tax Receipts and Taxpaykable 1.4
<http://www.hmrc.gov.uk/stats/tax_receipts/menuhimecessed 27 August 2008.

410 TCGA 1992 s 4.
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relationships—eg for anti-avoidance legislation+amte on specific forms of
relationship such as marriage should be eschewd/@ur of a more comprehensive and
principled approach to the legal recognition angpsut of the full range of close
personal relationships among adults. As the Law @msion of Canada recommended,
this approach should be guided, first and forembgtthe values of equality (among
different relationships and within relationshipshda autonomy (putting in place

conditions in which people can freely choose tpensonal relationships).

Adopting the individual as tax unit means that figesiwill have an incentive to
split income to minimise their combined income taxden. If left unchecked, income
splitting undermines the individual tax unit as sotaxpayers are able to self-select a
joint unit despite the fact that for privacy, automy, definitional and work incentive
reasons the individual is the proper choice. Tlissdnot necessarily mean, however, that
all forms of income splitting should be restrict@these issues are considered in the next

Chapter.
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CHAPTER FOUR: INCOME ATTRIBUTION AND

INCOME SPLITTING

A. INTRODUCTION

Once it has been determined that the individuéthésproper choice for income tax unit,
the next logical issue the tax system must addiess1 what basis income is to be
attributed to each individual. This is an importaugestion for an enquiry into income
splitting—it makes little sense to discuss taxpayshmifting income to other taxpayers
until one has first identified what income propedgn be said to belong to which
taxpayer. As will be seen, many of the consideratithat arise in choice of tax unit are
also relevant when considering possible incomeibation approaches, including
definitional issues, relationship neutrality, woikcentives and privacy/autonomy

concerns.

Part B begins by discussing two main conceptuatdbéasr attributing income to
taxpayers—thecontrol and benefit models. Part C examines the applicability of
attribution rules to different forms of income, ralgn earned income (referred to by
economists and in this thesis as ‘labour incomaigarned (referred to by economists
and in this thesis as ‘capital income’) and mixecbme. A number of difficult questions
arise in this area. Do labour and capital incomerava different treatment from an
income-attribution perspective? Should capital meobe taxed in the hands of the

taxpayer who owns the underlying asset, or does#ise in which income-producing
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assets can be transferred to (lower-taxed) faméynivers mean that a different approach
is warranted? How should business profits reprasgrt mixed return from labour and
capital be taxed and attributed? These issues rfaipertant equity and neutrality
considerations, but certainty and administrativeeeare also relevant. A key concern is
whether wealthy taxpayers should be allowed tot shifome to lower-taxed family
members simply by transferring the assets generdtie income (eg rental property,
guoted shares) to those family members, especidign less well-off taxpayers with
earnings solely from employment cannot so easilft #fieir income. The approaches
adopted by the UK and other tax authorities, esigocCanada, to some of these issues
are considered. Part C concludes with a considerasf how profits representing the
joint effort of two or more related persons shooddattributed to each individual for tax

purposes.

Part D addresses the implications of the discussidhart B and C for income
splitting generally. Once the most appropriateitaittion rules have been established,
attempts by taxpayers to circumvent these rulesiattempt to save tax are problematic.

Part E concludes.

B. GENERAL APPROACHES TO INCOME ATTRIBUTION

1. BACKGROUND

The previous Chapter concluded that the best cHoicéaxable unit in an income tax
system is the individual. Once that choice has meade, the next issue that needs to be

addressed is to determine, on a principled basis, ihcome is to be attributed to each
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individual taxpayer. Once income has been so-ifledtiwith a taxpayer, it is then
possible to consider how to deal with attempts &ypéayers to shift that income to

another in order to minimise tax.

If taxpayers are able to move income to other famiémbers such as a spouse in
order to save tax then they are effectively sdieteng a joint tax unit. This raises
horizontal equity concerns vis-a-vis other, siniylaituated taxpayers who are unable or
unwilling to shift income. It also undermines tmalividual basis of taxation, which the
previous Chapter concluded on policy grounds (ieriamge neutrality, work incentives,
definitional reasons, privacy and autonomy) remaitine most appropriate choice for tax
unit. The UK Government raised this particular @mncin the 2007 Pre-Budget Report
when announcing its intention to legislate to comimeome-splitting arrangements

involving family businesse$:

‘[Tlhe Government believes it is unfair for one g&m to arrange their
affairs so that their income is diverted to a secperson, subject to a
lower tax rate, to obtain a tax advantage (incornitirsg). The vast

majority of individuals cannot shift their incomadaincome shifting runs
counter to the principle of independent taxation.’

How then can income be said to belong to a padrdaixpayer and not to another? As a
preliminary point it should be noted that tax syséegenerally do not seek to tax people
on what theycould earn, but rather tax them on the income theyearn. Although

equating ability to pay with ability to earn hasmso proponents, the practicalities of

a1l HM Treasury, ‘2007 Pre-Budget Report’ Press Nofi2 (9 October 2007) <http://www.hm-
treasury.gov.uk/pbr_csr07_press02.htm> accességib2009.
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measuring what a taxpayer might have earned make an approach unrealisfi
Moreover, taxpayers faced with a range of availaipigons ordinarily are not obligated

to choose the option that gives rise to the higteestiability **3

Consider the following example: a husband ownsnéatgroperty that generates
an annual income of £6,000. He is in a high matgasabracket, whilst his wife has no
income. He decides to give the property to his wifgtright and unconditionally, with
the result that she is now the owner of the progpe8he begins receiving the rental
income and pays no tax because the income is sdblby her personal allowance. The
husband and wife have saved (and the Treasurybhg<PR,400 in taxes in comparison to
the pre-gift situation. Does this constitute inceshéting or is the husband merely
giving away the opportunity to earn income to higew-now the legal owner of the
property—and the income derived from it? The answsernot clear, and tax
commentators have taken different approaches tajtiestion of how best to tax this

situation?*

2. BENEFIT AND CONTROL

The most prominent theoretical approaches forbatting income to taxpayers are the
benefitand control models, both of which made a brief appearancehapr 3 in the

section on ‘couples neutralit§*> The issue of how to attribute income is closelgtes

412 Tiley (n 23) 171-72.
413 IRC v Duke of Westminstgr936] AC 1.
414 See discussion on ‘Attribution of Capital Incona¢'n 528.

415 Chapter 3, text at n 338.
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to the choice of tax unit—those favouring the b&mabdel generally argue for a joint or
family tax unit whilst those advocating the controbdel favour the individual unit.
Although choice of tax unit and rules for allocgtimcome to each tax unit are related
concepts, they are in fact conceptually distinete@ould decide that the individual is the
proper choice for tax unit (as argued in Chapteard) yet still take the position that
certain forms (or sources) of income should bet spliallocated between married units
irrespective of actual ownership or control of iheome-producing asset (eg 50% to
each spouse). The tax consequences in the haredlofspouse would then depend on
the totality of his and her particular situatioa,the amount of income each has from

other sources, available losses, their marginafate and so forth.

The benefit and control approaches to attributingome to a tax unit are

considered in more detail next.

(a) Benefit

As mentioned in the preceding Chapt€r,Mcintyre and Oldman are prominent
proponents of the benefit model, which holds tmabme should be attributed to the
person who uses or benefits from the incMe\dvocates of the benefit approach to
income attribution find support for their position the Haig-Simons formulation of

income as the algebraic sum of (1) the market vafugghts exercised in consumption

416 Chapter 3, text at n 224. Mcintyre and Oldmarcdbs it as the ‘benefit rule’. This is to be

distinguished from the benefit principle descrilie€hapter 2 pursuant to which tax imposed by
the state should reflect the benefits the taxpegazives from the state: see text at n 33.

At Mclintyre and Oldman (n 194). In later writing Mtyre uses the term ‘enjoyment’ rather than

‘benefit’: Mcintyre (n 228) 1.
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and (2) the change in the value of the store openty rights between the beginning and
end of the period in questidf Because income is defined in terms of utes (ie
consumption or savings) rather thesurces'® the attribution rule most in harmony with
the Haig-Simons definition of income is that eaamily member should be taxed on
what he or she actually consumes or accumulatgardiess of sourc&’ If, on the other
hand, family income is taxed on the basis of s@jrtieen only the income earner is
taxed, despite the fact that his personal use aff ifttome might be minim&f* This
definitional argument is weakened somewhat by #ue that the Haig-Simons definition
itself focuses on identifying income and says nmahabout who is to be taxed on the

income so identified??

In addition to this definitional point, supportesSthe benefit model argue that it
iSs more equitable to tax income in the hands of those who actuattysame or
accumulate it (ie benefit from it) regardless ofime??®> As noted in Chapter 32
underlying this argument is a basic assumption thatried couples and families pool
their income and thus it is unfair and unrealistidake the position that income earned

by one family member ‘belongs’ to that family memlzdone. As Oliver and Harris

418 Robert Haig, ‘The Concept of Income: Economic hadal Aspects’ ifThe Federal Income Tax

(Columbia University Press, New York 1921) 1 anah@as (n 45) 49. Haig and Simons drew on
the earlier work of the German economist GoergeS@manz, eg ‘Der Einkommensbegriff und
die Einkommensteuergesetze’ (1896) 13 Finanzartlind for that reason the Haig-Simons
definition of income is also known as the SchanigF&imons definition.

419 Mclntyre and Oldman (n 194) 1575-6.
420 Mclntyre and Oldman (n 194) 1576.
421 Mcintyre and Oldman (n 194) 1577.
422 Bittker (n 194) 1421.

423 Mclntyre and Oldman (n 194) 1576-77.
424 Chapter 3, text at n 224.
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argue: ‘[tlhe problem is that families share resear While it may be clear what a
family’s “own income” is (assuming one can identifat is and what is not a family), it
cannot be clear what is and what is not a partidalaily member’s “own income™?°

Though there is little in the way of empirical estate supporting the assumption that

families pool resource€? the basic premise that within the family unit memsbshare

roughly the same standard of living is intuitivelyractive.

Another argument in favour of the benefit approacihe context of a married
couple is that marriage creates obligations of etpand restrictions on the rights of
spouses to transfer property during their lifetiraesl at deatf?’ Consequently, it is no
longer meaningful or relevant to call one spoug&esme ‘his’ or ‘hers’ in the same way
one would a single person whose income is unfettére marital obligations. Critics
argue that this ‘marriage partnership’ reflectscdumtary choice and deciding to enter
into marriage (with the consequent financial arghlaights and obligations) should no
more affect one’s tax position than the decisiotai@® a holiday?® Whilst this criticism
has some merit, it is also undeniably the casedhtgring into other forms of contracts
such as business agreements could equally be lned@s ‘voluntary’ and yet tax results

will unquestionably flow from the contractual outces.

(b) Control

425 Oliver and Harris (n 145) 285.
426 Chapter 3, text at n 347, citing Kornhauser aall P
421 Bittker (n 194) 1420.

428 Bittker (n 194) 1420.
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An alternative approach to allocating income isabetrol model. This model focuses on
who has property rights over, and legal entitlemenincome, as opposed to considering
who ultimately enjoys the benefit of it. Proponewntfsthe control model argue that
taxation based on property rights and legal conokimple and accords with the
traditional conception of income taxation as wedl lrow actual income tax systems
work.*?° For example, in the case of earned income suckngsioyment earnings,
Zelenak argues that earners should be taxed anetaeiings—regardless of whether and
how they decided to share the fruits of their labebecause earners always have a
closer connection to their earnings than anyone et possibly have, and can alone
decide whether and how much to wétk.Similarly, in the case of unearned income,
owners of wealth can always determine how to emgilaywealtH:!

Furthermore, even if one accepts that consumpsoim ifact shared within the
family—as proponents of the benefit approach sicMalntyre and Oldman as well as
Oliver and Harris argue—there is strong evidenag¢dbntrol over income is not; it is the
income-earner that retains control over the genseaidard of living of the family and
decides how the income is applied (which may leadtared consumptiofi}? Thus,
even if earners or owners cede some control owerctimsumption of their income by

marrying, they still have control over the sourdeh® income as well as control over

429 Zelenak (n 194) 357; Kesselman (n 190) 8; Brqak&23) 47.

430 Zelenak (n 194) 357; Brooks (n 223) 62-63. Thisifion also finds support in the US Supreme
Court decision irLucas v Earl see text at n 197.

431 Zelenak (n 194) 357; Brooks (n 223) 69-70.
432 Zelenak (n 194) 355.
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whether to remain marriéd® This line of argument suggests that the contradehés the
most appropriate basis for income attribution. Bnat is arguable that proponents of
the benefit approach to income taxation are infiaally supporting a consumption t&.
Whether control or consumption is a better measdirability to pay is an interesting
guestion, and one that has been much debated isuindeed a very different question

from how income should be attributed for purposeanoincome tax>°

3. CONCLUSION

Control and benefit represent the principal modélgncome attribution, but these two
approaches have their flaws and their critics. Assd€lman notes, both models are
difficult concepts to translate into observableteria for real-world applicatioft® He
concludes while both benefit and control approaches useful, neither approach is
decisive because it cannot be assumed that a ¢eyml® resources are fully shared or
that the spouse who earns the income / has ledgleerent to it exerts full control

without the influence of the other spof3e.

The next Part considers the application of the robrdnd benefit models in

relation to the attribution of income from varicypes or sources.

C. ATTRIBUTION BY TYPE OF INCOME

433 Zelenak (n 194) 357.

434 Zelenak (n 194) 357; Brooks (n 223) 69-70.
435 The consumption versus income tax debate is skatlibriefly below; see text at n 472.
436 Kesselman (n 190) 8.

437 Kesselman (n 190) 8.
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This section examines the attribution of specifipets of income—Ilabour (or earned),
capital (or unearned), and mixed labour and capitala preliminary point, tax systems
traditionally do tax different types of income @iféntly, which might suggest that
different attribution rules should be adopted foifedent types of income, whether
control, benefit or something else. The differemt treatment of different forms of
income is discussed first, followed by a considerabof attribution rules by type of
income. As the discussion that follows is influeshdeavily by economic analysis, the
term ‘labour income’ is used rather than earnednme, and ‘capital income’ rather than

unearned or investment income.

1. TAXTREATMENT OF DIFFERENT FORMS OF INCOME

(a) Taxation of Labour versus Capital Income

Should labour and capital income be treated diffiéyefor tax purposes generally? As
briefly mentioned in Chapter 2, in the UK laboucame is clearly taxed more heavily
than capital income. In 2008-09 the top income piMs employee NIC rate on
employment earnings is 41%, but the top tax ratecapital gains is only 1896®
Furthermore, interest, dividends and capital gairs not subject to NICs. The top
income tax rate on interest is 40%and on dividends is 32.5% (rising to 42.5% from

April 2010)**° The difference between the tax on these sourcgdadour is even more

438 Chapter 2, text at n 91.
439 The ‘higher rate”: ITA 2007 s 6(1)(c).
440 The ‘dividend upper rate’: ITA 2007 s 8(2) and Hiveasury, ‘Budget 2009’ (n 7) [5.88].
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pronounced for basic-rate taxpayé&tsLabour income is taxed at a combined income tax
and employee-NIC rate of about 33% whilst inteiegaxed at 20962 and dividends at
10%**® This discrepancy is set to widen from April 2018em the new top income tax
rate of 50% on income over £150,000 takes effesulting in a combined income tax
plus employee NIC of 51.598" The effect of this disparate treatment will irtally be

to encourage taxpayers to attempt to convert indotoecapital, eg through share option
scheme$?® Some commentators have argued that income froitatapould be taxed at
least as heavily as labour income if not more Hgdwcause it is wealthy people who
have capital income such as interest and divid&fdathers (particularly economists)
argue capital income should be taxed more lightgntlabour income or not taxed at

all.**’ These arguments are considered in more detail next

As a preliminary matter it is important to notettkebour and capital income are

on completely different scales when it comes toahmunt of tax revenue generated by

441 Taxpayers in the 20% tax bracket, applicablesomhle income up to £34,800 for 2008-09: ITA

2007 ss 6(1)(b) and 10(5).

From 2008-09, there is a 10 per cent starting fiat savings income only, with a limit of £2,320:
ITA 2007 ss 7 and 12. If an individual’s taxablenrgavings income is above this limit then the 10
per cent starting rate for savings will not apply.

442

443 The tax of 10% payable on dividends is cancedleby a non-refundable credit for lower and

basic rate tax payers and non-taxpayers: ITA 280(E).

444 HM Treasury, ‘2009 Budget’ (n 7) [5.88]. Inconalihg in the narrow band between £100,000
and approximately £113,000 will be subject to aereligher combined income tax and employee
NIC rate of 61.5%.

445 Vanessa Houlder, ‘Focus on Capital Gains Seharf®n’Financial TimegLondon 24 April

2009) <http://www.ft.com/cms/s/0/cbe90560-3066-LB88e3-
00144feabdc0,dwp_uuid=ae2324c8-28fc-11de-bc5e-G8aldc0.html> accessed 27 April 2009.
See also Alistair Dawber, ‘Bankers Battle to Avéith Tax on Bonuse§he Independent
(London 6 July 2009) <http://www.independent.congkis/business/news/bankers-battle-to-
avoid-50p-tax-on-bonuses-1732747.html> accessedy&2009.

446 This is discussed in detail below at n 461.

a4t This is discussed in detail below at n 525.
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these activities. By far the largest source of WkKome tax receipts comes from taxing
employment income. Of the estimated £147 billionnoome tax receipts for 2007-08,
£127 billion (or 86 per cent) comes from PAYE aldffeA further £100 billion is raised
from NICs**° Tax receipts on capital income (eg rent, intesest dividends on quoted
shares) are much lower; capital gains tax is exett raise a mere £5.3 billion in 2007-

08.450

The Carter Commission famously championed the Iaingens comprehensive
income tax described aboV®, concluding that income should be taxed the same
regardless of source (‘a buck is a buéR®)Under the Commission’s approach, capital
income (particularly capital gains) and labour im& was subject to the same tax

treatment. This conclusion was justified primadly horizontal equity grounds?

‘A dollar gained through the sale of a share, bondiece of real property
bestows exactly the same economic power as a dgéared through
employment or operating a business. The equitycyples we hold dictate
that both should be taxed in exactly the same Waytax the gain on the
disposal of property more lightly than other kinafsgains or not at all
would be grossly unfair.’

448 HM Revenue & Customs, ‘Income Tax Receipts byelyimble 2-8 (September 2008)
<http://www.hmrc.gov.uk/stats/t_receipt/table2-8.pdaccessed 22 April 2009.

449 HM Treasury, ‘Budget 2009’ (n 7) Table C6.
450 HM Treasury, ‘Budget 2009’ (n 7) Table C6.
451 Text at n 418.

452 Carter Commission (n 13) Vol 1, 9-10 (‘'If a mastains increased command over goods and

services for his personal satisfaction we do nbebe it matters, from the point of view of
taxation, whether he earned it through workingngdiit through operating a business, received it
because he held property, made it by selling ptgper was given it by a relative’).

453 Carter Commission (n 13) Vol 1, 14.
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Crawford and Freedman similarly argue that equasdnds capital and labour should be
taxed at the same rat¥. Nevertheless, different treatment for differemey or sources
of income has been the norm in most income taxesyst including the UK. For
example, from the mid 1970s to the mid 1980s aestment income surcharge of 15%
was levied in the UK, resulting in a top marginatome tax rate on investment income
of 98% at its peak’® Although the investment income surcharge was fedeather
differences remain. The most prominent examplbas NICs are levied on earnings from
employment and (to a lesser extent) self-employmieat not capital income such as
interest, dividends or capital gaift. Another example is the markedly different
treatment accorded under UK tax law (as in mangrgtirisdictions) for capital gains as
compared to incom&’ Capital gains generally are taxed on a realisdiasis rather than
an accrual basis and at various times in the UKehlagen given either special tax
allowances (eg indexation allowance and taperfféfjeor, as is currently the case, been
subject to lower rates of tax compared to laboaoine. Finally, many forms of savings
benefit from preferential tax treatment, such assjs, Individual Savings Accourits,

and the principal residené®

454 Crawford and Freedman (n 94) [IV.3.1].
455 Adam, Browne and Heady (n 90) 8.

456 Chapter 2, text at n 439.

457 For example, in Canada only a specified portairtitnes 75%, 67% and currently 50%) of a

taxpayer’s capital gain is included in taxable imeoand subject to income tax at the usual rates:
see Canada Revenue Agency, ‘Capital Gains — 200&):#www.cra-
arc.gc.ca/E/pub/tg/t4037/t4037-e.html> accessedih 2009.

See text beginning at n 467 for a brief explamatf indexation allowance and taper relief.

459 Adam, Browne and Heady (n 90) 19.
460

458

The gains from which are exempt from capital gaax: TCGA 1992 s 222.
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Whilst horizontal equity may require taxing incothe same regardless of source,
taxing capital income at higher rates than labagome can also be justified on vertical
equity (redistributive) grounds on the basis th& the well-off who earn capital income
such as interest, dividends and capital gains witks less well-off have only income
from their own labouf® Thus, it is argued, the vertical equity of the system can be
enhanced by taxing capital income more heavily tledoour income. The investment
income surcharge described above is a good illistraf this approach. Moreover, as
noted in Chapter 2, commentators including Redstah Bittker claim that it is unfair
that families with investment income can reducer tteéal income tax burden by entering
into income-splitting arrangements whilst familigih earned income cann8 Whilst
this argument is sometimes framed on horizontaiteguounds it is better described as a

criticism on vertical equity grounds as the fansileannot be said to be similarly-situated.

Despite the neutrality and equity-based argumelmd$ $upport taxing capital
income and labour income equally (or, for equitgs@ns, taxing capital more heavily),
other tax policy commentators argue that capitabime should be taxed more lightly
than labour income or not taxed at all. This poriis sometimes justified on the grounds
that taxing capital income is double-taxation, @&grig people on income and then taxing

them again on saving8>

a6l Freedman and Schuz (n 80) 205; Crawford and Rtaedn 94) at footnote 68.

462 Chapter 2, text at n 80. See also the UK Goventisistatement to that effect in the 2007 Pre-
Budget Report quoted above at n 411.

463 JS Mill, Principles of Political Econom{d W Parker and Sons, London 1857) Book V, Ch.1 §4
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In their paper for the Mirrlees Review, Griffin, iéis and Sgrensen advanced a
number of other (primarily pragmatic) argumentdawnour of lighter taxation of capital
income?®* First, they cite the high and growing internatiomability of portfolio capital
combined with the practical difficulties of enfangitaxes on capital income from foreign
sourced® A second justification for a low capital income tate is that tax is typically
levied on the entire return to capital despite e the some portion of the nominal
return reflects an inflation premiuff® On this point, the UK tax system has adopted
various means of taking into account the fact tfmhinal gains on capital assets reflect
in part inflationary gains. Under indexation allowa (now only available for
companies) the cost base of a disposed assetreaged by a factor reflecting the rise in
the retail price index over the holding peri8d.Indexation relief for individuals was
frozen in April 1998 when ‘taper relief’ was intnackd, under which a specified portion
of the nominal gain was exempted from capital géxsaccording to the length of time
the disposed asset had been held and whether 4beveas a business or non-business
assef®® As the taxable portion of the gain decreased theholding period, taper relief

arguably reflected a concession for the effechfiétion, albeit in a much less systematic

464 Griffith, Hines and Sgrensen (n 83) 74-75.
465 Griffith, Hines and Sgrensen (n 83) 74.
466 Griffith, Hines and Sgrensen (n 83) 74.

a67 TCGA 1992 ss 53-57.

468 Formerly TCGA 1992 s 2A and Sch Al. Taper ra@k more generous for business assets than

non-business assets. For business assets, 75% gdithwould not be taxable once the asset had
been held for a mere two years. For non-businesstsggthe maximum relief was only 60% of the
gain and that was required a holding period oéast ten years. From April 2008, indexation and
taper relief for individuals were withdrawn and leeged with the low 18% flat capital gains tax
rate.
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and precise way than indexatitfi.Finally, Griffin, Hines and Sgrensen argue thaheo
types of income from capital are difficult to teor fadministrative or political reasoffS.
For example, a lower rate of tax on capital incoeruces the inter-asset distortions to
the saving pattern that arises vis-a-vis non-taahpital income (eg gains on a principal

residence) and may also make it easier to broduetax basé’*

A related argument is that capital income shouldbeotaxed at all because taxing
capital income distorts an individual’'s choice beén immediate and future
consumption. This argument is central to the fanurlsate between those who favour a
consumption tax (eg Professor Andrews and Nichokeldor) that exempts
accumulations and those who favour income taxesPfefessor Warren) that tax the
return to saving$’? The conclusion that capital income should not ded has been

supported by consumption tax advocates on optiaxattteory grounds’®

The conventional economic wisdom favouring a puwesamption tax that does

not tax return to savings has been questioned tlgcey Banks and Diamont’

469 The low 18% flat rate of capital gains tax céspde justified as reflecting, again in a ‘rougtda

ready’ way, the inflationary component of capitalrgs viewed in totality.
470 Griffith, Hines and Sgrensen (n 83) 74.

4 Griffith, Hines and Sgrensen (n 83) 74.

472 William D Andrews, ‘A Consumption-type or Castof Personal Income Tax’ (1974) 87

Harvard L Rev 1113; Alvin C Warren Jr, ‘FairnesslanConsumption-type or Cash Flow
Personal Income Tax’ (1975) 88 Harvard L Rev 931l|igvh D Andrews, ‘Fairness and the
Personal Income Tax: A Reply to Professor Warré@76) 88 Harvard L Rev 947; Nicholas
Kaldor, An Expenditure TagAllen and Unwin, London 1955).

473 See eg Joseph Bankman and David Weisbach, ‘Theriguty of an Ideal Consumption Tax over

an Ideal Income Tax' (2006) 58 Stanford L Rev 14G8ffith, Hines and Sgrensen (n 83) 78-79.

Banks and Diamond (n 34) 2 (‘We argue that a lyidecognized result of the optimal tax
literature—that capital income should not be taxedarises from considerations of individual
behaviour and the nature of economic environméatisdre too restrictive when viewed in the

474
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Controversially, the authors conclude that themukhbe some role for including capital
income as a component of the tax base, but stap sheiecommending a tax rate or even
a range of rate¥> According to Banks and Diamond, the tax base shaot simply
aggregate capital and labour income, but insteadntarginal tax rates on capital and
labour income should be related in some way to edcer?’® Finally, other economists

support a dual-income tax system under which capitame is taxed at a low flat rate

and labour income taxed at progressive réfes.

In summary, although tax policy commentators disagon exactly how capital
income should be taxed (eg not at all, at a lowrHide, at marginal rates bearing some
relation to the marginal rates applicable to labmoome, at the same rate as labour
income), there currently is much support in thedacaic literature for taxing capital
income differently than labour income—as is prelgethie case in the UK and most other

countries.

context of both theoretical findings in richer mtgdand the available empirical econometric
evidence. Hence such a result should be consideradbust enough for applied policy purposes
and there should be some role for including capit@me as a component of the tax base’).

478 Banks and Diamond (n 34) 3. Hall is not convinbgdhe authors’ thesis that capital taxation is a

better idea than economists generally think, anmhiicularly critical of their failure to arrive a
concrete proposal: see Robert E Hall, ‘The Bas®fect Taxation: Commentary’ prepared for
James Mirrlees and others (edReforming the Tax System for the 21st Century:Midees
Review(The Institute for Fiscal Studies, London 2008)
<http://www.ifs.org.uk/mirrlees/mrPublications> assed 30 March 2009, 6 and 11 (‘One
obvious reason that the chapter is unpersuasibaiist makes no attempt to provide a number.
Did the United States move in the right or wrongdiion in 2003 when it cut dividend and
capital gains rates? Should Britain have a 10-peroea 60-percent top rate on capital income?’).

476 Banks and Diamond (n 34) 3. The authors leaveswmered the question as to whether capital

income should be taxed more heavily or more ligtitgn labour income, concluding that more
research is needed.

art Griffith, Hines and Sgrensen (n 83). The duabime tax is discussed in more detail below; see

text at n 499.
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(b) Taxation of Labour Income from Business Actest

As briefly discussed in Chapter*? in some situations activities carried on by self-
employed persons—even one-person companies—thes gse to business income for
tax purposes appears functionally similar to atsticarried on by employees. Employees
may even attempt to disguise what is clearly emplent income as business income in
an attempt to take advantage of the generally rmfereurable tax treatment accorded
business incom&? For present purposes, however, the key concetimeisreatment of

business activities that would not be characterasedrising in an employment under the
usual legal test®’ but are nevertheless similar enough to activitieslertaken by

employees to potentially justify the label and teeatment of ‘labour income’. Consider

the following three fact patterns:

E is an employee working in the information teclogyl (IT) department
of a large company. E provides his services atrabau of the company’s
offices around the UK. E is paid a salary plus afggenance-related
bonus.

S is self-employed providing IT services to a snrmalinber of clients on
long-term contracts. S has no employees and t#fgtal invested in the
business.

478 Chapter 2, text at n 61.

479 Crawford and Freedman (n 94) [111.2.3]; Freedna®6) 130-141. For example, the rules
governing deduction of expenses are more geneooukd self-employed than for employees.
Employees also pay higher NICs and there is novetprit to the employer NICs for self-
employed persons.

480 Whether a UK worker is an ‘employee’ and thusjsctiito employment tax on his or her earnings

is determined under fact-dependent common law #&sted at distinguishing a contract ‘of’
service (employment) from a contract ‘for’ serv{self-employed). See Tiley (n 23) [13.2],
Crawford and Freedman (n 94) [II1.2.3] and Freedrfraf6) 42-49.
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C provides similar services as S but through a @@mC owns 100%. C
is the sole director, the only employee, and thmpmany has little in the
way of capital requirements.

In all three fact patterns, a similar economic\attiis being undertaken by E, S and C
though in different legal forms—employment, unirpanated business, and incorporated
business, respectively. The UK tax consequencesgeVver, could vary substantially.
Crawford and Freedman compared the tax and NIC I(gmme plus employer) charge
across legal forms and found for income/profits£@5,000 per annum the total tax
(income and corporations tax) and NIC as a pergentd# gross income/profits was
37.7% for the employed, 31.8% for the self-emploged 24.5% if earned through a
company*®! Following the increase in the top rate of income to 50% announced in

Budget 2009, some advisors expect ‘a rush’ of lmgieme earners moving to a

corporate structure to save on 8.

Such difference in tax treatment is potentiallytalisonary as it may lead to a
choice of business form that is not the most appaite and efficient in the particular
circumstance&® Inconsistent tax treatment of various forms ofibess organisation
also penalises some activities that are unabledtptathe most advantageous form of

8

organisatiorf®* Furthermore, the difference in combined tax and Nieatment on

similar economic activities is undesirable becaitisgeates incentives for taxpayers to

481 Crawford and Freedman (n 94) Appendix IlI, Taltld using tax rates in effect for 2009-10.

482 Mike Warburton of Grant Thornton interviewed ind@®vorth (n 9) and Tony Bernstein of HW
Fisher, chartered accountants, interviewed in Col(nzB).

483 Meade Report (n 13) 9.

484 Carter Commission (n 13) Vol 1, 25.
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convert income from labour into income from capftalideally, the tax system should be
neutral to business form and should aim to align éffective tax rates on employees,
unincorporated businesses and incorporated busimedter taking into account capital
investment®® In this vein, Gammie contends that ‘[p]ersons waimilar outcomes
should face similar tax burdens and it should beevant whether those outcomes arise

from conducting their own business or from offerthgir services as employeé&”

The extent to which business and employment aietsvitan ever be considered
similar is, however, the matter of some debate.sRedcontends that business activities
bear little resemblance to employment activitied #rms any comparisons between the
tax of employees and business owners are meansigig=or example, employees have
a range of benefits and protections not availabléusinesspersons (eg paid holidays,
fixed working hours§®° Whilst this is true, it is likely that these difémces are taken into
account, at least to some extent, by the operafiohe market. The fact that E faces less
risk as an employee should be reflected in hisrgd¢avel; conversely although S and C
are taking on greater risk, they also enjoy potdigtigreater rewards. Redston also
argues that family businesses depend on contrimifoot necessarily equal ones) from

more than one participating family members. Empésyen the other hand, may discuss

485 Crawford and Freedman (n 94) [1.1].
486 Crawford and Freedman (n 94) [1.1].
487 Gammie (n 61) 692.
488 Redston (n 62) 681.
489 Redston (n 62) 681.
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their work with their spouses, but it is not esgdnh the same way it is for many family

businesse&®

Crawford and Freedman respond by arguing there spectrum of worker
activity.*** At one end of the spectrum is a standard, fulbtemployee, subject to direct
supervision and earning a wage in return for supgliis personal services. At the other
end is an incorporated business with a large nurobeshareholders. There are also
boundaries within this spectrum—the boundary betwesmployment and self-
employment and between unincorporated and incorporausinesse€€? On either side
of these boundaries lies the ‘grey area’ with thegh cases, those with attributes of both.
When viewed in this way, it is not difficult to cemd that some ‘grey area’ activities
legally characterised as business activities wltlose enough to the employment end of
the spectrum to be fairly described as labour ireo@ther business activity, of course,
will lie further away from the employment end oétipectrum, giving rise to income that
is a mix of labour and capital income. Incomeiagsrom those business activities that
can be fairly described as giving rise to laboaome should be subject to a similar level
of tax as employment activities. Such similar tneeit of similar outcomes is justifiable
on both horizontal equity and neutrality groundsxgayers should not be faced with

either tax incentives or disincentives to adopt mgal form of economic activity over

490 Redston (n 62) 681.
491 Crawford and Freedman (n 94) [I.1]. See also diremn (n 96) 13-14.
492 Crawford and Freedman (n 94) [1.1].
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another (possibly less appropriate or efficieripice of legal form should be dictated by

business reasoft&

In summary, from a policy perspective it may wedl &ppropriate in some cases
to characterise business income (ie self-employmeamings, partnership profits, and
even company profits) arising from employment-lgctivities as labour income. The tax
treatment and income attribution model that apghegemployment is just as appropriate
for these business profits, especially in the cake one-person personal services
business (incorporated or unincorporated) requirilittje if any capital. The
businessperson is, in Zelenak's words, closer ¢oitkome than anyone else could be.
Thus, in the example of E, S and C above, the iecainS and C could be fairly
described as ‘labour income’, and the tax treatmest well as the approach governing
attempts to income split—should ideally parallehttlapplicable to E’'s income from

employment.

(c) Taxation of Mixed Labour and Capital Income

A further complication arises in considering how tex income derived from an
incorporated or unincorporated business that ihéuralong the spectrum away from the
employment end. In such case the profits repregemixture of return on labour and

return on capital invested, with the distributiogtweeen the two forms depending upon

493 Chapter 6 returns to this issue when considagfgrms to enhance the neutrality of the UK tax

system; see text at n 959.
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where the activity falls on the spectrdifilf labour income and capital income are taxed
at the same rate the treatment of mixed capitallabdur income is of little practical
importance’® If, however, capital income is taxed at a lowee en labour income (as
it is in the UK), or subject to different attribati rules, this appropriate treatment of
mixed income must be addressed. The analysisdhatve assumes only one taxpayer is
generating the mixed income, either as self-emptynearnings or through a ‘one-man’
company. The more complicated question of attmigutnixed income from the joint

activity of two or more taxpayers (eg in a husbamdl wife partnership or a family

company) is considered later in this Chaftér.

The present UK approach to taxing self-employmeobime is not to attempt to
dissect the income into its labour and capital congmts and tax those amounts
accordingly, but rather to apply a tax treatmerstidct from that applicable to either
employment or capital. The resulting combined taa BIC rate lies somewhere between
that applicable to employment earnings, on thel@amel, and capital income, on the other
hand?’ In contrast, an owner-manager of an incorporatediness can withdraw
business profits in the form of labour income (afpy, director fees, and bonuses) or
capital income (eg dividends or capital gains freefling shares in the company) or a

combination of both. If the tax system permits tygrs to self-select the form their

494 Crawford and Freedman (n 94) [I.1]. They suggetstird category is also possible—a return to

risk taking or entrepreneurship, though point bise factors are not easily measurable and ‘it is
not entirely clear whether income representingneard for these factors should be taxed as a
return to capital or in the same way as labourrimegor in some other way)'.

495 Arguments in favour and also against taxing latemd capital income at the same rate are

considered above: see text at n 438.
496 Text at n 615.
497 Text at n 481.
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income takes, and the system taxes labour incomre heavily than capital income (as
in the UK), taxpayers will have an obvious inceatio attempt to convert higher-taxed
labour income into lower-taxed capital income, kg, example, incorporating their
business activities and taking their compensatiothe form of lightly-taxed dividends

rather than salary or self-employment earnitigs.

An alternative, and conceptually stronger, method drriving at a division of
mixed labour and capital income in a system in Whiabour income is taxed more
heavily than capital income is the approach takeseu a Nordic-style dual income tax
(DIT). The DIT is a schedular income tax that camels a progressive tax on labour
income with a low flat rate of tax on income frompital**° In its purest form, capital
income under the DIT includes interest, dividergdgital gains, rental income, and also
imputed returns on owner-occupied housiffgldeally, the personal tax rate on capital
income is aligned with both the lowest marginaé rapplicable to labour income and also
the tax rate on corporate profif§.The relationship among these tax rates is absplute

critical to the successful operation of the Dff.

498 This form of tax arbitrage is discussed above:tegt at n 92.

499 Griffith, Hines and Sgrensen (n 83) 72-77. See Bleter Birch Sgrensen, ‘The Nordic Dual
Income Tax — In or Out? (Speech delivered at thetimg of Working Party 2 on Fiscal Affairs,
OECD) (14 June 2001) <http://www.econ.ku.dk/pbsdbefiler/oecddual.pdf> accessed 21 April

2009.
500 Sarensen (n 499) 8.
501 Sarensen (n 499) 8.

502 According to Griffith, Hines and Sarensen (n 83) ‘if the corporate income tax rate isnd the

top marginal tax rate on labour income'isthe capital income tax rateshould be set such that

(1- ) (1- £) = 1- t to prevent tax avoidance through income shiftirig .explained in the opening
introduction to this thesis, ‘income shifting’ ihi$ context means the conversion of labour income
into capital income.
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Importantly for present purposes, in order to eaghat investment in business
assets is treated in the same manner as other trmgestment, the DIT imputes a rate
of return to the business assets of proprietorsdmaispartnerships and taxes this return as
capital income. The residual business income &n ttaxed as labour incom¥.
Alternatively, owners can opt out of DIT treatméeg to save on compliance costs) and
have their entire business income taxed as labooome. Applying the DIT to
unincorporated businesses gives rise to severajulifpractical problems, however,
including how to separate a proprietor's businessets from his or her non-business
assets, whether non-acquired goodwill should batecke as capital, and choosing the
imputation raté®® It also places a significant compliance burdensomall business

owners, which they can opt out of but at the exparigpaying higher tax.

The DIT’s approach to the mixed labour and capitabme issue in the taxation
of small corporations is particularly interestingince capital income is subject to a
lower, flat tax rate compared to labour income uritie DIT, in a situation in which
corporate profits are subject to a low rate of &xontrolling shareholder who is also a
company employee has an obvious incentive to takehis or her income as lightly-
taxed dividends or capital gains on his sharesrdtian as wages and salaries (as is also
the case under the present UK tax system). Thesyatem in operation in Norway
between 1992 and 2006, as well as the Swedishysters, faced this problem when

those countries decided to fully eliminate the deutaxation of corporate equity

503 Griffith, Hines and Sgrensen (n 83) 73.
504 Sarensen (n 499) 9-10.

153



income>® Policy makers in Sweden and Norway decided thatrenuted rate of return

on the share of corporate assets owned by ‘actiwgiers of closely-held companies
should be taxed as capital income, whereas theuaspart of the owner’s share of
corporate profits should be taxed as labour incthas a result, the overall tax liability
of active shareholders does not depend upon theinesich they take income out of
the corporation. Moreover, this method has the liidlesirable advantage of ensuring
equal and neutral tax treatment of proprietorshgasinerships and small incorporated

businesse¥’

It immediately becomes apparent, however, that thgproach to taxing
shareholders depends upon the definition of ‘act®@eawford and Freedman criticise the
Swedish and pre-2006 Norwegian models on this p8irBorensen concedes that the
separation of so-called ‘active’ from ‘passive’ s#talders is bound to involve some
arbitrariness, and the complex definitions adojmeate-2006 Norwegian tax law created
considerable controversy’’ He points to Finland as an example of how thifiaify
can be avoided. Finnish tax law requires that @ndas paid by all corporations which are
not listed on an official stock exchange be splibia capital income component subject

to the flat capital income tax rate, and an earin@dme component subject to the

505 Sgrensen (n 499) 11; Crawford and Freedman (fi'\94.4].

506 Sgrensen (n 499) 11; Crawford and Freedman (fi\@4.4]. Presentation by Professor Peter
Melz at Cambridge Tax Centre seminar (Cambridg®dibber 2008).

=07 Serensen (n 499) 11.
508 Crawford and Freedman (n 94) [IV.2.4].
509 Sarensen (n 499) 10.
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progressive labour income taX. Post-2006, Norway opted instead for a shareholder
income tax combined with a rate of return allowafB&®A). The RRA exempts all
shareholder income—dividends and also capital gabbedow an imputed normal rate of
return on the share basis (ie cost of the shares phutilised RRA from previous
years)>** Income above the normal rate of return is taxedapital income, which when
combined with the corporation tax approximates tibyg marginal tax rate on labour
income. In this way, the incentives to convert labohcome into capital income are
greatly reduced* This approach has the advantage of taxing alkesiudders in the same
way, eliminating the definitional problems assoetatvith tests like ‘active’ shareholders
and ‘close companies®® This model is also favoured by some economistslm
exempting the normal return on savings from incdme avoids the intertemporal tax

distortion to the choice between present and futorssumption—effectively moving the

personal income tax towards a consumptiorrtax.

In summary, a Nordic-style DIT provides an inteirggsolution to the problem of
separating the capital and labour components oinbss profits for both incorporated
and unincorporated businesses in a way that dde®lymn taxpayers choosing the form

their income takes. Once the income has been téskeosto its capital and labour

510 Sarensen (n 499) 10.
511 Crawford and Freedman (n 94) [IV.3.2.1] and @tiffHines and Sgrensen (n 83) 78.

512 Crawford and Freedman (n 94) [IV.3.2.1]. The effef social security contributions (of about
6%) are not taken into account.

513 Crawford and Freedman (n 94) [IV.3.2.1] and @tiffHines and Sgrensen (n 83) 80.

514 Griffith, Hines and Sgrensen (n 83) 78 and sseusision of consumption tax at n 472. The

philosophy behind the RRA model can be extenddébe@orporate tax by means of an allowance
for corporate equity (ACE), whereby companies dmweed to deduct an imputed normal return
on equity in computing taxable income (parallelandeduction for interest expense): Giriffith,
Hines and Sgrensen (n 83) 65-72 and 79.
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components, the usual tax rates and attributioesrabn then be applied. On the other
hand, the DIT imposes significant compliance costsmall business persons and raises
difficult practical problems such as how capitaldsfined and what a normal rate of
return is. The strengths and weaknesses of theaBI& structural reform option for the
UK to address income-splitting arrangements andaacky neutrality in the taxation of

family businesses regardless of legal form wilcbasidered further in Chapter 6.

2. ATTRIBUTION OF LABOUR INCOME

Returning to the central issue in this Chapter—attebution rules applicable to different
types of income—as noted above, earnings from eynmat constitute the largest
source of income, and tax revenue on income, irJtieand are almost always taxed in
the hands of the employee. It is very difficult fdK employees to shift income (and the
corresponding tax liability) to another taxpayectswas the employee’s spouse. This
position reflects the control approach to inconaners always have a closer connection
to their earnings than anyone else can possiblg lzend thus earners alone should be
taxed on their earnings® As discussed in the previous Chapter, the US taksisnilar
approach under the ‘assignment of income’ docténmenating from the US Supreme

Court decision irLucas v Earf*®

In the UK, specific statutory rules apply to taxypeents or other benefits

provided by an employer to family members of an lewyge as employment income of

515 See text at n 429.

516 Text at n 197.
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the employee. These rules have the effect of greastricting employees from engaging
in tax-motivated income shiftint}” For example, pursuant to section 201 of ITEPA (the
residual benefit code liability to charge) an ‘epyphent-related benefit’ is defined to
include a benefit for an employee or for a memidexroemployee’s family or household
provided by reason of the employment. Importarglpenefit provided by an employer is
by default to be regarded as provided by reasomhefemployment unless (a) the
employer is an individual, and (b) the provisionnigde in the normal course of the
employer’s domestic, family or personal relatiopshiSimilar rules apply to specific
benefits such as employer-provided living accomrtioda'® These broad deeming rules
alleviate HMRC from the burden of a difficult fac&sed inquiry into the actual purpose
and context of the benefit. Given the breadth ©f thle it is unsurprisingly that they may

in some situations be over-inclusivé.

Not all tax commentators are in favour of a conbased approach to the taxation
of employment earnings. Certainly this includespgufers of the benefit approach such
as Mcintyre and Oldman, but others also argue shate tax-effective assignments of
employment income within the family should be péted on other grounds. Such a
system encourages husbands to share legal ownafkkieir earnings with their non-

earning or lower-earning wives, in order to obttia tax benefit of income splitting (as

517 ITEPA s 201.

>18 ITEPA s 97. See also ITEPA s 205 (asset madéadl@iwithout transfer). The expression ‘family

or household’ is defined in ITEPA s 721 and inckidegperson’s spouse, children and their
spouses, parents, domestic staff and guests.

519 Tiley, somewhat irreverently, illustrates thidrgovith an example of flowers given to an

employee’s wife by the managing director of herdausl’'s employer; this gift would likely give
rise to a tax liability for the husband, whethemnot the husband approved of the gift: Tiley (n 23)
292.
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witnessed aftePoe v Seabo)T?° Gann is attracted by the behavioural effect o$ thi
approach’?* She argues for reform of US marital property lavgrotect the interests of

non-earning and low-earning wives in the eventigbite; a system of separate returns
that permits income splitting premised upon a wifeivnership of a husband’s earnings

is a move towards encouraging such refofm.

Notwithstanding these arguments, a shift from therent system attributing
employment earnings (including payments and benefibvided to family members of
the employee) for tax purposes to the employee rgiéng those earnings is a
fundamental and unlikely change. Furthermore, asudised above, from a policy
perspective it may well be appropriate in some £&secharacterise business income (ie
self-employment earnings, partnership profits, amdn company profits) arising from
employment-like activities as labour incoff@In this event, those profits should also be
subject to the control attribution rule. The negttoon examines various alternative

models, including the control model, for attribgficapital income to taxpayers.

3. ATTRIBUTION OF CAPITAL INCOME

Whilst there is much debate over tlewels of taxation appropriate for labour versus

capital income, the question at issue for presanpgses is whether the same model for

520 Kesselman (n 190) 24-36. See discussioRaa v Seaborin Chapter 3 at n 200.

521 Pamela Gann, ‘Abandoning Marital Status as adfastAllocating Income Tax Burdens’ (1980
59 Texas L Rev 1, 50.
522 Gann (n 521) 64-68. Gann ultimately rejects #giproach because in her view the US Congress

would not extend similar income-splitting opportigs to unmarried persons, and without that
extension the law would be unfair.

523 See text at n 478.
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attributing income to individual tax units (namehe control model) is appropriate for
both. The previous section concluded that the obntodel is indeed appropriate for the
attribution of labour income, and moreover, thdiolar income includes income from
employment and in some cases income from busiresastias. This section considers
the suitability of the control model and other pbkesalternatives for allocating income

from capital, eg rent, bank interest and divideodguoted shares.

Capital income is more problematic for a controdxh approach to income
attribution because, unlike the case for labouomne (or at least employment income), it
is relatively easy for a taxpayer to income shificome-producing assets—and the
consequent tax liability—can be gifted by a highame taxpayer to a lower-income
family member with the result that future incomenfr those assets will be subject to a
lower rate of tax. The actual distribution of assatmongst family members may be of
little practical concern for the famif?? but the result will be a lower overall family tax
liability and lower tax revenues for the Treasufgllowing the increase in tax on top
earners announced in Budget 2009 accountants expeat wealthy clients will

undertake more such tax-motivated transiéts.

524 Bittker notes that the US tax system has consdldrese ‘bedchamber transactions’ as suspect on

the basis that the allocation of legal rights wittiie family is a trivial matter: (n 194) 1394. He
goes on to suggest, however, that legal rights Ineafar from unimportant and that tax theorists
may have ‘excessively downgraded’ the importarfdegal rights within the family. Feminists
and others would disagree with the assertion tragigaty ownership in marriage is a trivial
matter: see text at n 531.

525 Goff (n 9) (‘Those hit by the new 50 per cent tate, for example, could reduce their income by

handing assets such as share portfolios and prepéstiower-earning spouses.’). Similar advice
is provided in Budworth (n 9).
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Redston argues that allowing this form of passiveme splitting by well-off
taxpayers whilst at the same time attempting ttrickSncome-spitting by mainly low-
and middle-income family business persons is uifigiste on a policy basis and
manifestly unfaif?® Unfairness in this context appears to mean véiidaequitable,
and, as will be seen, other policy considerationgchs as work incentives,
privacy/autonomy and administration/compliance sostre also relevant. Before
proceeding it is worth remembering that, for thasmns discussed earlier, on a practical
level the attribution of capital income is less orant than the allocation of labour

income simply because there is much less tax revahstaké?’

Four prominent models for the attribution of cabitecome to tax units are

examined next:

1. Tax the income to the owner of the income-prauyesset;

2. Tax the income according to ownership, exceptndd give tax effect to

interspousal transfers of income-producing assets;

3. Allocate capital income equally between the spsu

4, Allocate all capital income to the higher-eagnapouse?®®

526 Redston (n 62) 681.
527 Text at n 448.
528 See eg Zelenak (n 194) 385; Kesselman (n 19@622-
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These various options, along with examples of the# in practice, are examined next.
Considerable attention will be paid to the firstotvoptions in particular. Before
proceeding, it should be noted that Options 2-4 fow Option 1) requires the tax system
to define the ‘spouse’ for allocation or trackingrposes, thus raising the same difficult
definitional problem discussed at length in thevjes Chapter on tax unit® Also, as

Options 3 and 4 rely on allocation models, thes@op will be considered together.

(a) Option 1: Ownership/Control

Assigning capital income according to legal owngrss consistent with the control
approach already considered to be the most apptegurinciple for attribution of labour
income, assuming that the legal owner has effecorgrol over the income-producing
assets as well. It is also the primary method wibatting capital income used in the UK.
A key advantage of allocating income from capitaltbe basis of ownership/control is
that this option is truly marriage neutral; all théher options take marriage into account
in determining tax liabilitie$>° It thus also avoids the thorny issue faced bydther

three options of defining a ‘spouse’.

In addition, some tax commentators support thisoapon the basis that it

encourages gifts of income-producing assets toeawning and low-earning spouses,

529 Chapter 3, text at n 217.
530 Zelenak (n 194) 385.
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generally wives>! This result is seen as socially desirable asésgsome way towards
reducing the disparities in the distribution of Wedetween husbands and wives. It also
gives wives their own source of (recurring) incortié.Furthermore, the lower-income
wife may be able to sell some or all of the asffet&ecessary or borrow against their
value. The potential tax benefits from income $plit alone, however, may not
automatically lead to a transfer of assets fronbhods to wives. Those especially secure
in their marriages and those especially eager drrsavings will take full advantage;

others will not®3

Freedman and othér8 have considered this issue in the context of agyfior
reforms to marital property law to encourage comityuawnership of property. They
support individual taxation of capital income aaing to actual ownership of the
underlying property and view the fiscal incentivies spouses to transfer property
between them to minimise tax as a positive: ‘Itnseentirely consistent with our aim to
encourage community property by allowing only thede actually adopt co-ownership
or equally split ownership of assets during maeidg reap the tax benefits of this
arrangement®> They conclude that fiscal motives should not bmwved as problematic

in this context: ‘If the transfers are genuine nthieey should be tax-effective. This is not

%31 See eg Louise Dulude, ‘Taxation of the SpouseSpAparison of Canadian, American, British,

French and Swedish Law’ (1985) 23 Osgoode Halblz, J104; Gann (n 521) 50-51; Kesselman
(n 190) 36; Brooks (n 223) 74. This argument was abted in the Meade Report (n 13) 384.

Kesselman (n 190) 24; Brooks (n 223) 74; Maut@ennelly, Joanne Magee and Allister Young,
‘Income Splitting and the New Kiddie Tax: Major Ctgges for Minor Children’ (2000) 48 Can
Tax J 979, 1008.

This leads to what Zelenak calls a ‘happy magitex bonus’: Zelenak (n 194) 386.

532

533

534 Freedman and others (n 163).

535 Freedman and others (n 163) 107.
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an encouragement of transfers for purely fiscasara, but the provision of a tax

incentive for genuine sharing of property®.Brice arrives at a similar conclusiot.

The key question, then, is when transfers of adsstgseen spouses are ‘genuine’
such that ownership should be determinative foronme-attribution purposes. Duff
argues that adult spouses have effective contrl the income to which they are legally
entitled®® Others take the position that whether transfetegél title is equivalent to
transferring control will depend on the dynamictioé couple’s relationshipy® Phillips
would require clear evidence of transfer of effeettontrol over the asset as opposed to a

mere formal transfer aimed at reducing the traonsfetax>*

In addition to this concern over transfer of forrhat not effective control, Option
1 suffers from other drawbacks. The first is thateiwards those couples who are well-
advised (ie Redston’s vertical inequity argumelilso encourages the inefficient use of
resources in tax planning, and triggers adminisgatosts associated with that tax
planning and the concomitant transfer of assetsalllyi and most importantly, if as a

result of interspousal asset shuffling enough ehjmicome is generated in the hands of

536 Freedman and others (n 163) 126.

537 Brice (n 154) 627 (‘The view is therefore takbattthere is no justification for refusing to
recognise as tax effective genuine bona fide teansif income producing assets between
spouses...").

538 David G Duff, ‘Neuman and Beyond: Income SplifiiTax Avoidance, and Statutory

Interpretation in the Supreme Court of Canada’ ©)%8an Bus L J 345, 379.

539 Kesselman (n 190) 24; Philipps (n 337) 1036 (@Asry estate planner and family lawyer
understands, informal power dynamics are at leaghportant as legal rights in determining who
really controls a family business or other assets’)

340 Philipps (n 337) 1035 (‘...women holding legaleitb more property...is rather meaningless if it

is not understood by the spouses, as well as by plairties, to signify a real change in beneficial
ownership and de facto control over the propertygdhey would require ‘tests designed to
indentify genuine economic autonomy’: (n 307) 119.
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the lower-income spouse to use up her personalatioe this may create a disincentive
for her to work outside the home as the first poahter labour earnings will be subject

to tax (as discussed in Chapter3).

(b) Option 2: Ownership Combined with Spousal Atiition

Option 2 is to tax income according to ownershipt bot to give tax effect to
interspousal transfers of income-producing assetether words, Option 2 begins with
the ownership/control basis of income attributiart Bims to eliminate the tax benefits
from interspousal transfers, ie transfers of incgmeducing property from a high-
income spouse to a low-income spouse designedronme the couple’s combined tax
burden. As a result, where income-producing askat® been transferred from one
spouse to the other, future income arising froms¢hassets is attributed back to the
transferor spouse and taxed in the transferor'sifiafis already mentioned, this option
has one obvious downside—it requires a definitibrspouse’, with all the difficulties
that that entail8** It also imposes an administrative burden on thises to keep track
of interspousal transfers, and to trace the inceareed from those transfers (or possibly
a subset of those transfers, with some transfesmdd acceptable and outside the scope
of the regime as a matter of policy) on an ongdiagis. Despite these drawbacks,
Canada has adopted the spousal attribution moded. Janadian experience will be

examined in some detail next.

541 See discussion on work incentives at n 371.

542 Discussed in Chapter 3; see text at n 217.
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From the inception of the Canadian income tax ih719he basic unit of tax has
been the individual. Following on from that choiitas clear from the earliest beginnings
of the Canadian income tax that legislators havenbeoncerned with spouses
transferring income-producing assets between thesseas a way to reduce their
combined income tax burden. The Canadian Income MarAct 1917** had a mere 24
sections, but one of them, section 4(4), was aisgggarely at income splitting within the

family:>**

A person who, after the first day of August, 194ds reduced his income
by the transfer or assignment of any real or peisomovable or

immovable property, to such person’s wife or hushas the case may
be, or to any member of the family of such persbmall, nevertheless, be
liable to be taxed as if such transfer or assigrinhed not been made,
unless the Minister is satisfied that such transieassignment was not
made for the purpose of evading the taxes imposeeéruhis Act or any

part thereof.

The rule was drafted in broad, simple languagelafic¢onsiderable discretion to the tax
authorities to determine if the transaction atessould be justified on grounds other than

tax savings.

Presently, the Canadian Income Tax Act (CITA) cm#tamany specific
provisions directed at countering family incometsiplg arrangements. In general, these
‘attribution rules’ operate in a manner similarthe original 1917 rule: income earned

by, or belonging to, one is treated for tax purgose the income of another. For present

543 7-8 Geo 5, c 28.

544 SC 1917 c 28. It is interesting to note the Usb@term ‘evading’ to describe arrangements that
would be more likely to be characterised today asentax planning, mitigation, or at worst
avoidance. The terms avoidance and evasion app&arve been used interchangeably at that
time.
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purposes, the primary Canadian rules aimed at timgaincome-splitting arrangements
are found in sections 74.1, 74.2 and 74.4 of thBACIAn anti-avoidance rule prevents
these rules from applying to a transfer or loampperty where it may reasonably be
concluded that one of the main reasons for thestearor loan was to reduce the amount
of tax that would otherwise be payabf€.The general anti-avoidance rule in section 245
of the CITA may also restrict attempts to (mis)tise attribution rules to generate tax

savings from family income splittintj®

The main spousal attribution rule is found in CI$Action 74.1(1). Pursuant to
this provision, where an individual transfers aare property, directly or indirectly, to or
for the benefit of his or her spouse or common+estner, any income (or loss) earned
by the recipient spouse/partner on the transfeaedoaned property (or substituted
property) will be attributed to the transferor aagable as his or her income (or loss).
Back-to-back loans, involving a loan to a thirdtparho then makes a loan to the first
lender's spouse/partner, are also caught, as asslguaranteed by the debtor’s

spouse/partnef.’

Interestingly, and to further complicate mattersrtain transfers are excluded
from the attribution regime. For example, if thansferred or loaned property is used to
earn business income, the attribution rules do apyly—the rule is aimed only at

attempts to shift passive or unearned income fedeto in the CITA generally as

345 CITA ss 74.5(11).
546 Lipson v Canad2009 SCC 1. This case is discussed further in ©h&p see text at n 1054.
s47 CITA ss 74.5(6), (7) and (8).
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‘income from property’), such as dividends and riest>*® This point was established in
a case concerning the investment of transferredsfirom one spouse in the real estate
business of the other spoud&.Young speculates that this limitation may refléoe
administrative difficulty involved in attempting toace business income back to certain
transferred or loaned property. Transfers for fair market value consideration aisib
not be caught by the rule, nor will loans made wh#re borrower is charged a
commercial rate of interest (or a prescribed r&t®wer) and the interest is in fact paid
no later than 30 days after the end of the tax.y&an addition, income earned on
attributed income is not attributed. This exclusioy again be for administrative
reasons but excluding compound interest represanssgnificant loophole. Section
74.2(1) provides similar tax treatment for capgains (losses) arising from transferred
property — the gain (loss) is attributed back ® tilansferor. Notably, the modern version
of the spousal attribution rule no longer contanax-avoidance motive limitation like

that found in the 1917 provision.

Section 74.1(2) of the CITA prescribes a similacame attribution rule for
transfers or loans to related minor children (idabg nieces and nephews) of the
taxpayer. Capital gains earned by minors geneeattynot subject to attribution; there is

no equivalent to CITA section 74.2 for minors, otllean in relation to certain farm

548 Canada Revenue Agendgterpretation Bulletin IT-511RP21 February 1994) [5].

349 Robins v Minister of National Reven6& DTC 1012 (Exch Ct), concerning the interpretatio
be placed on the phrase income ‘from propertyrirearlier version of the spousal attribution rule
in section 21(1) of the Income Tax Act 1952.

550 Claire F L Young, ‘The Attribution Rules: Theimdertain Future in Light of Current Problems’
(1987) 35 Can Tax J 275, 294.

551 CITA s 74.5.
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property received on a tax-deferred ba¥isThese rules depart from the general position
under Canadian income tax law that minors aredceas taxpayers in their own right,
with their own personal tax credits and margin&saln addition, the so-called ‘kiddie-
tax’ in CITA section 120.4 introduced in 2000 levig tax charge at the highest marginal
rate on an minor’s ‘split income’ for a tax yeatiah is basically income earned by the
minor from dividends on private company shares lamginess income earned through a
trust or partnership that is related to the businefsa related individuaP® This rule
effectively ended the ability of high-income eassuch as partners in large law firms to
split their earnings with minor children throughgr fexample, trusts, partnerships or
companies providing management or support senticeleir law partnerships, thereby
generating profits which could be distributed teittminor children and taxed at lower

marginal rates, if at all.

The Canadian attribution rules have been criticigsed largely ineffective.
Notwithstanding the broad terms used in CITA sectitd.1l, such as ‘directly or
indirectly’ and ‘by any means whatsoever’, the suf@ve not operated in a broad way in
practice. The Canadian courts have historicallyliagm narrow, literal interpretation to
the rule, resulting in successive legislative amests to plug holes that, arguably,

would not have needed to have been plugged hagdrtwsion been applied in a more

552 CITA ss 73(3), (4) and 75.1.

553 CITA s 120.4. See also Donnelly, Magee and Yom$32) 979 and Kathy Munro, ‘The
Attribution Rules and the Proposed Income Splitfiiagr’ 1999 Ontario Tax Conference Report
(Canadian Tax Foundation, Toronto 1999) 13:1.
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purposive way. Most notably, the provision was adeghto expressly include ‘loans’

within its ambit after the word ‘transfer’ was heldt to be broad enough to so appi.

Furthermore, many taxpayers are able to struchaie affairs in such a way as to
fall outside the scope of the attribution provisowhile still obtaining the desired
income-splitting benefits. For example, the higimaeme spouse can pay all the personal
and living expenses of the low-income spouse theadlbwing the low-income spouse to
invest whatever earnings he or she does have froptogment or other sources without
risk of attribution®> Proper tracing of the source of the invested $ufy opening a
separate bank account for the low-income spousegisrgs and investments, is advised.
Transfers to adult children also generally are gaatght by the attribution rules, though
loans made to adult children (and other non-armrgyth individuals) where it can be
established that one of the main reasons for tha l@as to reduce or avoid tax may
result in income being attributed back to the lerd&This rule is quite narrow in that it
does not apply to gifts or transfers where legkd passes or where market value interest

is charged and paid in the same way outlined alaterespect to section 74.1.

In 1987 Young criticised the attribution rules foging drafted in a long, detailed

style attacking specific income-splitting arrangaiserather than taking a broader, more

554 Denkelman v Minister of National Revera®DTC 1242 (Exch Ct), and see discussion in Young

(n 550) 281, 287 and Pooja Samtani, ‘Facts ancéial of Conjugality: The Attribution Rules
Revisited’ (MTax thesis, University of Waterloo &)(3.

355 See, for example, Certified General AccountahSrdario, ‘Personal Tax Planning Guide’

(2007) <http://www.cga-ontario.org/contentfiles/finations_promotions/ptp/splitting.aspx>
accessed 19 June 2007.

556 CITA s 56(4.1).
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purposive approach, like the 1917 rtléAs a result, Young argued that gaps were left in
the legislation (such as how the forgiveness obanlprovided from one spouse to
another is treated) and, conversely, that the relag to attribution in some unintended
and unsuitable situation®® Nearly twenty years later, another writer foundttthese
criticisms are still equally valitt® The Canadian approach is unattractive for other
reasons as well. Most importantly, taxation of taghcome on a strict ownership basis
in order to encourage a more equitable distributbbrassets between the spouses is
undermined by attributiorf° Duff as well as Freedman and others would argaeitihe
transfers between the spouses have substantiabmooeffect they should be respected

notwithstanding their motivatior§*

In summary, the ownership combined with spousabation model is difficult to
administer, and, given the Canadian experience padtcularly effective either. Some
tax-motivated transactions will be able to takeadsge of loopholes in such a regime
whilst other, non-fiscally motivated transfers Wik caught. This option also discourages
a fairer redistribution of assets amongst spouses, undermines the privacy and

autonomy of the spouses with respect to their ffaira. As discussed in Chapter 3,

557 Young (n 550) 286.
558 Young (n 550) 286-88.
559 Samtani (n 554) 19-20.

560 See text beginning at n 530.

561 See text beginning at n 534.
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respecting the privacy and autonomy of the spoisese of the key reasons the UK

adopted independent taxation of the spouses ifiriiglace>®?

(c) Options 3 and 4: Allocation of Income betwe@o&ses

Options 3 and 4 rely on different models for alkiog capital income between spouses
and are therefore considered here together. Oiatiocates capital income equally
between the spouses, and thus finds support frosetivho favour the benefit approach
to income attributioi®® Under Option 4, all capital income is allocatedthe higher-
earning spouse. Both of these options suffer frioensame problem as Option 2 (control
plus attribution) in that they require an operagiodefinition of ‘spouse’. They similarly
undermine the privacy and autonomy of the spoustsrespect to their individual tax
affairs. On the other hand, these allocation mettard simple to comply with as well as

administer, especially in comparison to Option 2.

In addition to simplicity and ease of administrati@n important positive feature
of Option 3—allocating half of the couple’s totavestment income to each spouse—is
that it does not place a premium on the inefficias¢ of resources for tax planning.
Bittker is especially critical of Option 1 (contjobn this basis®* Furthermore, this
option may be more vertically equitable in thatreduces the extent to which well-

informed, high-income taxpayers are able to spitome under Option 1 or Option 2

562 See discussion at n 173 and n 300.

563 Text beginning at n 416.

564 Bittker (n 194) 1394.
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whilst also extending some benefits from incomettapd to other, less-well informed
and less well-off taxpayer§> In his criticism of the pre-1990 UK regime Kerrilg
favoured aggregation of husband and wife investnmaudme, partly for tax avoidance
reasons, but suggested using wider tax bands trasirfgle persons or levying tax on
only a proportion of the combined investment incdexg 2/3)>°® The Meade Committee
considered the main disadvantage of a simple 50-5p% of investment income
(referred to as ‘partial income splitting’) was fdifential treatment of earned and

unearned income, and, like Kerridge, consideredouar modifications but could not

agree on any one alternative.

In the UK, capital income arising from some fornfisnwestment property that is
held jointly by a married couple or registered kcipartners is split 50-50% for tax
purposes irrespective of the actual division of exghip between the spouses as a matter
of administrative convenienc®® This deemed 50-50% rule applies to certain forins o
unearned income only. Most obviously, it does mmplya to property that is not held
jointly, which narrows its scope considerably, butdoes not cover all forms of
investment income from jointly-held property eithénterestingly, this rule does not

apply in the family business context—income aridirmgn joint shareholding in a ‘close

565 Kesselman (n 190) 22.
566 Kerridge (n 181) 94-97.
567 Meade Report (n 13) 386-87. In the context oin@ome tax the Meade Committee also

considered an ‘unrestricted quotient system’ undgch both earned and unearned income are
allocated 50-50 to each spouse, but rejectedtih@masis of work disincentives for the secondary
earner (at 387). Other variations including an strieted quotient system and a partial quotient
system were also considered. The Committee contlondee of these options were perfect (at
391).

568 ITA 2007 s 836.
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company’, which is basically a company controllgohio more than five peoplé®® does
not qualify. This rule also does not normally cowaerest on joint bank or building
society accounts because for such accounts eachrasventitled jointly to the whole
account, and any income from it is paid to botHigsijointly>’® A couple can elect out
of this default administrative position on an agsetsset basis by filing with HMRC a
‘declaration’ on Form 17 requesting to be taxedeiad on the income corresponding to
their actual ownership percentage (ie Option 1tmmeat)>’* Couples cannot elect to be

taxed on a percentage other than that correspomalitingir actual ownership entitlement.

The declaration must be made joirtl§.

The option of evenly splitting capital income beémespouses irrespective of
actual legal entitlement/control is difficult tosfify on policy grounds. As evidenced by
the UK’s 50-50% rule it allows a wealthy spousén&ve control over a large percentage
of joint property (eg 95%) and yet be taxed on &imsmaller percentage of the income
(only 50%). An option allowing 50-50% tax attribai combined with 100% ownership
and control by one spouse is even more extremeo®Ptis unsatisfactory as it provides
significant tax benefits from income splitting wdticreating potential disincentive for the
lower-income spouse to work outside the home ifdnisier personal allowance is used
up in this way—without the advantage of at leaguneng the higher-income spouse to

give up actual control over the asset to the o#iperuse. Moreover, the couple must

569 ICTA 1988 ss 414-417.

570 HM Revenue & Customs, Form 17 (February 2006)psthiivww.hmrc.gov.uk/forms/form17.pdf>
accessed 12 January 2009.

571 ITA 2007 s 837.
572 ITA 2007 s 837.
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jointly elect out of this treatment, which can undme their personal privacy and

autonomy.

Option 4—allocating all capital income to the higicome earning spouse—
completely removes any income-splitting benefitsval as potential work disincentives
for the lower-income spous& The higher-income spouse has no tax reason for
transferring property to the lower-income spouseéeurthis regime, but also faces no tax
penalty under the income attribution rules for goso. It is also the most progressive
option for taxing capital income, and is reminigcehUK rules in place from 1971 until
1990 that allowed married women to elect to bedaseparately on their earned income
but taxed her investment income as her husbahtiFor the reasons discussed earlier in
this Chapter, some commentators would view the nessyvity of this option as a
positive feature whilst others would view it asegative, depending on their position on
the taxation of capital income generally.If one’s primary concern is eliminating the
disincentive to married women entering the laboarcd, this option is the most
attractive. On the other hand, this treatment mayehdisincentive effects for the high-
income earner and also for single people to fowouple, as a single person’s investment

income that was formerly covered by his or her gea allowance or taxed at a low rate

573 Meade Report (n 13) 382-83, described under ¢faeling ‘A Radical Modification of the Present
System’. An alternative option would be allocatedme in proportion to the spouses’ earned
income. This option would create less of a disitiverto work outside the home as at least some
outside earnings are required before capital incoamebe attributed. Any capital income so
attributed would eat into the personal allowanaayéver, creating some disincentive.

574 See text at n 166.

575 See text beginning at n 438.
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could become taxable at his or her partner’s topgmal rate>’® As discussed in Chapter
3, however, the evidence suggests that tax rulesaiohave a significant effect on
decisions to marry or cohabitat€.Another significant drawback of this approachhiatt

privacy and autonomy of the spouses is again undedn

(d) Conclusion on Attribution of Capital Income

Taxing capital income on the basis of control ornevehip (Option 1) is the most
attractive option though it is not without its disacks. It places a premium on tax
planning and may give rise to a disincentive fer lthwer-income spouse to work outside
the home. Option 2 (control plus spousal attritytis difficult and costly to administer,
also rewards tax planning, and in practice is Vikel be largely ineffective. Option 3 (50-
50% allocation of capital income to each spouss)ngpler and easy to administer, but it
provides the tax benefits from income splitting hetit requiring the higher-income
spouse to part with control over his or her ass&liscating all capital income to the
higher-income earning spouse (Option 4) is als@tmactive option for its simplicity,
and the most progressive, but like Options 2 angddiires a functional definition of
‘spouse’ and places a burden to pay taxes on incomtose who may have no power
and control over that income. It also underminesghrsonal privacy and autonomy of

each spouse in his and her tax affairs.

576 Meade Report (n 13) 383; Brice (n 154) 601-2;rkige (n 181) 95. Kerridge describes total
aggregation of investment income as ‘too harsh’.

s Text beginning at n 278.
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Ultimately, Option 1 (control) is the only optiomat achieves true marriage
neutrality — one of the primary arguments in favotithe individual as the tax urit®
The control that goes with genuine ownership hdBcgnt economic reality to justify
respecting ownership for tax purposes, even asdagtvgpouses. It may also have the
beneficial side effect of encouraging a more badntevel of property ownership

between husbands and wives.

4. CONCLUSION

In conclusion, although there is much support emdahademic literature for taxing capital
income differently from labour income (including plmyment as well as some business
activity close to the employment end of the spemjruthe control model is the most

appropriate model for attributing both labour aag@ital income.

The next section introduces the further complicatad attributing income to

multiple taxpayers.

D. ATTRIBUTION OF INCOME EARNED THROUGH JOINT ACTIVITY

Attempting to describe income that has the legaratteristics of business profits as
‘earned’ or ‘labour’ income raises a number of tdrades. The first has already been
identified—in some cases close to the employmedtaérithe activity spectrum business

profits can be fairly described as labour incomdt, ih many other cases the business

578 Zelenak (n 194) 390.
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profits will reflect a mixture of returns on laboand capital. The second issue is that in
all but the smallest ‘one-man’ businesses the rafiising (be it predominantly labour
income or a combination of labour and capital inepms the product of more than one
family member. How much of the joint income is thproperty attributable to each

taxpayer?

The next section considers a straightforward exaroplattributing one form of
income to the two or more taxpayers jointly resflaiesfor earning the income. This is
followed by a consideration of the more complicaiezlie of attributing mixed income

earned through the joint activity of more than tergayer.

1. INCOME EARNED THROUGH JOINT ACTIVITY

It can be difficult in a family business contextjtmige how much of the joint product of
the family’s efforts reflects each individual fagninember’s contribution. For example,
consider a small business carried on as a paripei§kthe partners are unrelated, the tax
system can be content to let the parties decidéhtanselves how to divide the results of
their joint effort, expecting that each partner g acting in his or her self-interest. With
related parties, however, people cannot be presumedways pursue their own self-
interests—one party may be indifferent as to whrethieey personally receive
compensation or compensation is instead paid tobeesrof his or her family—which

makes the parties’ division of the joint producteliable as an ideal basis for taxation.

Since the protection of self-interest cannot beedelipon, some other approach is

necessary to ensure a fair and reasonable attrbwafi the partnership profits to each
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family member, and to prevent a taxpayer divertmg or her partnership income to
another taxpayer, thereby undermining the choicedit/idual as tax unit as well as the

control principle of income attribution.

This issue is not unique to the taxation of fantilysinesses; an analogy can be

drawn with transfer pricing and corporate grougdssTs considered next.

(a) A Transfer Pricing Approach

The leading approach internationally to the trangiécing challenge—championed in
the transfer pricing guidelines promulgated by tBECD’°—is the ‘arm’s length
principle’, pursuant to which prices set for tracigans between associated entities
should, for tax purposes, be derived from pricesciwtwould have been applied by
unrelated parties in similar transactions undeilainconditions in the open mark&f A
major reason for the historical appeal of the artatsgth principle is that it provides
broad parity of tax treatment between associatetliadependent entities, avoiding a
concern discussed earfig over the creation of tax advantages or disadvastahat

distort their competitive positior’8> In some situations the UK tax system imposes

579 Organisation for Economic Co-operation and Dewelent, Transfer Pricing Guidelines for

Multinational Enterprises and Tax Administratiof@ECD Publishing, Paris 2001) (the ‘OECD
TP Guidelines’).

580 OECD TP Guidelines (n 579) [1.6].
581 See text at n 97 and n 483.

%82 OECD TP Guidelines (n 579) [1.7]. See also tisewssion of neutrality in Chapter 2 above at n
97. The arm’s length principle is not the only pbksapproach to the transfer pricing problem.
Another possibility is global formulary apportionmevhereby the global profits of a group of
associated entities are allocated to countriesthase pre-determined formula: see OECD TP
Guidelines [3.58-.74].
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arm’s length tests on taxpayers; however, thesdaang limited and tend to focus on
particular transactions rather than ongoing situeti For example, under section 17 of
the TCGA 1992 a disposal of an asset otherwise lilgamay of a bargain at arm’s length
is treated as a disposal at the market value. &umibre, a transaction between
‘connected persons’ is treated as a transactidrerotise than by way of bargain at arm’s
length®® ‘connected persons’ for this purpose includesratividual’s spouse / civil

partner, brother, sister, ancestor or lineal detaety as well as brothers, sisters,

ancestors or lineal descendants of the individwsgduse / civil partnef?

A similar rule can apply in the income (and corpiorg tax context where a
trader appropriates trading stock for a non-tradeigted purpose, eg by giving it away
to friends and family. Under the rule 8harkey v Wernhgf® recently (and somewhat
surprisingly®®) codified in Finance Act 2008 the trader is deemed to have a trading
receipt equal to the market value of the dispossdinig stock, notwithstanding the actual
consideration received (if any). This result wasuthht to have operated unfairly in some

circumstances, and a statement of practice wa®ds$fly the then Inland Revenue

583 TCGA 1992 s 18.
584 TCGA 1992 s 286.
585 (1955) 36 TC 275 (HL).

586 The rule was heavily criticised by tax commentsiteee eg Roger Kerridge, ‘The Rule in Sharkey

v Wernher - Time for a Reappraisal?’ [2005] BTR 28id Roger Kerridge, ‘Finance Act Notes:
Attempting to Enact the Rule (or “Principle”) in &fkey v Wernher - Section 37 and Schedule 15’
[2008] BTR 439.

587 Finance Act 2008, s 37 and schedule 15.
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specifically excepting restaurateurs, hoteliers atiters from the market value receipt

rule 588

Moreover, the arm’s length principle is also ceintoathe general UK domestic
transfer pricing ruled® The UK transfer pricing rules, however, have neserce their
modern introduction in 1951, applied in the contekfamily members and their family
company’® After the transfer pricing regime was extendedJt-UK transactions in
2004>°* small and medium-sized enterprises were spedificakempted from its
application>®* As a consequence, HMRC are left to rely primadty the ‘wholly and
exclusively’ test and the settlements legislatibatly of which are examined at length in

the next Chapter) to address what Oliver and Haet®gnise as essentially a transfer

pricing issue’>

Notwithstanding the fact that the general UK trangfricing rules have not been
used in relation to the attribution of joint busseincome to the individual family
members generating that income, the arm'’s lengticipte represents a useful principle

for guiding how tax systems should approach trssies But how would it apply in the

588 HM Revenue & Customs, Statement of Practice AZZ8). Whether this concession is still

available given the new statutory provisions arwené judicial criticism of concessions generally
is unclear: se® v IRC, ex parte Wilkinsd2005] UKHL 30 [20-23] (Lord Hoffmann). Pursuant
to section 160 of Finance Act 2008, the Treasusy has the power to give statutory effect to
existing HMRC concessions (however described) aadyn=ESCs were codified in 2009 by The
Enactment of Extra-Statutory Concessions Ordel0892730. This particular concession,
however, has not yet been codified.

589 ITCA 1988 s 770A and Sch 28AA para 1(2).
590 Oliver and Harris (n 145) 256.

591 Formerly ICTA 1988 Sch 28AA para 5.

592 ITCA 1988 Sch 28AA para 5B-5E.

593 Oliver and Harris (n 145) 256.
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context of a family business? Resort to the OECDGIRIelines can be instructive. This
is not an entirely novel approach for the UK asltedomestic transfer pricing rules are

S594

required to be interpreted consistently with theGDETP Guidelines;”" though it would

be novel in the context of intra-family dealings.

The OECD TP Guidelines provide several methodsi&ermining arm’s length
prices, including the comparable uncontrolled pr{€3JP), resale price, cost plus,
transactional net margin method and profit-spfitWhich transfer pricing method is
most apt in a family business situation where tradigs of the business result from the
unequal contributions of more than one family merdb€onsider the following fact

pattern:

Mr and Mrs A are partners in a business providihgérvices to a number
of clients. Mr A, a trained and experienced IT tactan, typically spends
35-40 hours per week performing IT services atntdiepremises. Mrs A,

who has no IT training or experience, works on agerfive hours per
week looking after the administrative and bookkegpiside of the

business. The business has no employees andinitthee way of capital

requirements.

One option to determine how much of the overaltrpaship profit should be taxed in
the hands of each of Mr and Mrs A in a manner ctest with the arm’s length principle
is to apply the CUP method. The CUP method attetopt®mpare prices for services in

a situation involving associated entities with pacharged between independent entities

594 ICTA 1988 Sch 28AA para 2 provides that the basctransfer pricing rule in para 1 shall be
construed in such manner as best secures consistithche effect of the OECD transfer pricing
guidelines.

595 OECD TP Guidelines (n 579) I-8.
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in comparable circumstanc&S. For example, if a typical salary for a part-time
bookkeeper and administrator providing similar gsy as Mrs A in the same
geographical region is £10,000, this amount of iprsf attributed to Mrs A and the

remaining profit is attributed to Mr A.

There are several difficulties in applying the CHjproach to this fact pattern,
however. First, if Mrs A is providing services atusual hours such as answering the
telephone on the weekends or in the evening, thiedlypart-time administrator’s salary
is not directly comparable; an adjustment needsetmade. Furthermore, as Mrs A is an
active partner in the business she is presumaBlynaiag unlimited liability for the debts
of the business, and, consequently, the CUP neelds priced to reflect an appropriate
risk premium. If the profits of the business are,|@erhaps during the start-up period or
a recession, it may be that the adjusted-CUP foresme like Mrs A that reflects her ‘on
call’ administrative support and unlimited liablitvould exceed the actual profits of the
business (leaving none to be allocated to Mr A).t@nother hand, if the children of Mr
and Mrs A work for the business, performing minterical or cleaning duties for an
hourly wage, a useful comparison may well be dravith the amount that would be
charged by an arm’s length party performing similaties. In such a situation the CUP

method is an appropriate transfer pricing method.

Alternatively, a transactional profit method suchpaofit split could be used to

analyse the contributions of Mr and Mrs A. Althoutgansactional profit methods have

596 OECD TP Guidelines (n 579) G-3.
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historically been considered methods of last reSorthis status appears to be
changing>®® The profit split method involves identifying therabined profit from a joint
enterprise and then splitting that profit betweeamtipipating associated entities ‘based
upon an economically valid basis that approximdites division of profits that would
have been anticipated and reflected in an agreemade at arm’s lengtfi®® Using a
contribution analysis, the combined profit is deddbetween associated entities based
upon therelative value of the functions performed (taking into agubassets used and
risks assumed) by each of the participating assatiantities, supplemented by external
market data that indicate how independent enteprisould have divided profits in
similar circumstance¥° According to the OECD TP Guidelines, the profilitsmethod

is useful in situations where transactions are vatgrrelated such that independent
entities would decide to set up a partnership ardeato a profit split’* As a result, the

profit split method appears well suited to the flgrbusiness context.

Applying a profit split method and contribution &msas to the fact pattern with

Mr and Mrs A would involve analysing each of thewntributions, relative to each

597 OECD TP Guidelines (n 579) [3.50].

598 OECD Centre for Tax Policy and Administrationrafiisactional Profit Methods: Discussion Draft

for Public Comment’ (25 January 2008)
<http://www.oecd.org/document/53/0,3343,en_264953339915061_1 1 1 1,00.html>,
accessed 22 May 2009, 6. OECD Working Party Nen6atively concluded that the OECD TP
Guidelines’ reference to the ‘exceptional’ userafactional profit methods should be replaced
with a greater emphasis on the relative strengtisreaknesses of each method and the
importance of considering the appropriateness ¢hats in the particular circumstances. Where a
traditional transaction method and a transactiafitpmethod can both be applied reliably,

however, the traditional transaction method (eg Lid@enerally to be preferred.
599 OECD TP Guidelines (n 579) G-7.
600 OECD TP Guidelines (n 579) G-3 and [3.16-.18].
601 OECD TP Guidelines (n 579) [3.5].

183



other’s contribution. A fair distribution of theqgdits of their joint enterprise could then
be made that reflected a combination of factors,efcample, taking into account the
effort, skills, and financial contribution of botklr and Mrs A, supplemented by a
consideration of market data including remuneratevels for administrators and IT
technicians. If both parties are assuming simi&dility for the debts of the business, this
does not affect their relative contributions anéglaot need to enter into the calculation.
Assuming the administrative work was of equal vaoehe IT work (which could be
checked against external data), the fact that Mvokks 8-10 times the hours of Mrs A
on average suggests he should be entitled to disayrly higher split of the profit from
their business. On these facts, a profit split @f15% for Mrs A and 85-90% for Mr A
would satisfy the arm’s length principle. As in &thnsfer pricing situations, there will
not be one certain and unequivocal answer, butethdts of a functional analysis gives a

reasoned and workable result.

One advantage of applying a profit split transfece method is its flexibility.
Different attribution analyses can be made yeaydsyr, so that if one spouse takes time
away from the business, for example, the distrdyutof profits can be adjusted
accordingly to reflect the new relative contribuio Also, unlike a CUP analysis, profit
split does not rely directly on closely comparatsnsactions. Instead, the attribution of
profit is based on the division of functions betwéle associated parties themselves. As
a result, it can take into account specific factd aeircumstances that may not be present

with independent entities whilst still reflectindhat independent entities could have been
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expected to have done in the circumstafitedhis approach has the advantage of
attributing to Mrs A some measure of entreprenéureturn in respect of her
contribution, but one that is not tied simply toiaflexible measure such as formal share
ownership, which is not easily changed from yeayedar. In addition, under the profit
split method it is less likely that one of the pestwill be left with an extreme and
improbable profit result (as might obtain to Mr Ader a CUP approach) since both
parties are evaluaté®® The OECD TP Guidelines note that a major weakoégsofit
split is that in the cross-border context tax atitles may have difficulty accessing the
internal information necessary to check the contiim analysi$®* As a result disputes
between tax authorities may arise leading to uewelil double taxatioif> This is not a

concern, however, in the domestic family businesgext.

One significant drawback to this approach, and whsfer pricing generally, is
lack of certainty. Transfer pricing is not an exacience, with the result that it is
perfectly possible to imagine a situation in whitlwo similarly-situated family
businesses end up with different attributions efltisiness profits to family members—a
violation of horizontal equity. Nevertheless, trf@mspricing and the arm’s length
principle have a long and established history asgoevorkable in practice; tax
administrators in particular are comfortable appdyit. Moreover, it will be recalled

from the discussion in Chapter 2 that certaintyar law, and in law generally, is an

602 OECD TP Guidelines (n 579) [3.6].
603 OECD TP Guidelines (n 579) [3.7].
604 OECD TP Guidelines (n 579) [3.9].
605 OECD TP Guidelines (n 579) [3.52].
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important aim, but absolute certainty is neitheainible nor desirabf®® Appropriate
HMRC Guidance, combined with (in time) a handfuldeicided cases, would be able to

assist taxpayers in applying the arm’s length pples in a range of fact patterns.

A second significant drawback to an arm’s lengtingple approach is the
potential compliance burden imposed on small bsse® in arriving at, and
documenting, the application of the arm’s lengtimgple in this context. In this respect,
it will be recalled that after the transfer pricimgles in ICTA 1988 Sch 28AA were
broadened to include UK-UK transactions a carve-dfout small and medium-sized
enterprises was introduced in order to avoid impgsi large compliance burden on the
kind of businesses least able to cope with suclldng. The application of the arm’s
length principle in this much more limited way, hower, imposes a far lighter
compliance burden than full compliance with UK dethetransfer pricing rules would.
The calculation itself could be done at those bpfient and important times for the
business and its shareholders when decisions opeawsation and dividends are made,
or at the time of self-assessment for income taxmany businesses there may be little
change in relative contributions year on year, Whignimises the compliance burden in
determining the appropriate attribution of profitdieugh importantly the attribution
could change to reflect changes in circumstancgsf ene family member who is a
shareholder decides to take an extended periodinoé ff from the business.
Contemporaneous documentation requirements cosidbed kept to a minimum to avoid

the process becoming too burdensome.

606 See text beginning at n 98, and in particularhetation from Fuller at n 107.
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(b) A ‘Reasonableness’ Test

An alternative to an arm’s length principle appto#&cto adopt a simple ‘reasonableness’
test for the attribution of jointly-produced inconmte the taxpayers concerned. This
alternative suffers from similar concerns as tha'sarlength principle method over the
certainty of its application, but is less formaftisthan a transfer pricing approach and
may impose a lower compliance burden. It is alsapproach that has been adopted
internationally. For example, in the US, incomattiph has not been an issue for over 50
years, primarily due to the joint spousal tax netfiling option and the 1930 Supreme
Court decision inLucas v Earlestablishing the ‘assignment of income’ doctrias,
discussed in Chapter®¥’ In addition, however, in the case of non-taxalffigally
transparent entities including partnerships ando®arations, Congress has addressed
potential income shifting arrangements by adoptipgvisions that in certain
circumstances effectively require payment of ‘remdde compensation’ to an individual
rendering services to the entf. In a recent article comparing the UK and US
approaches to income-splitting arrangements inaghiamily businesses, Smiley and
Motter cite, in this regard, Internal Revenue Caition 704(e)(2), which provides that
where a partnership interest is created by gife ttonee’s distributive share of

partnership income, gain, etc shall be determinath Wallowance of reasonable

607 Text at n 197. According to Smiley and Motterpter reason is that the interplay of employment

tax rates with corporate income tax rates genecadlgites an incentive to distribute corporate
income to shareholder-employees as salary or wagjesr than as non-deductible dividends; (n
198).

608 Smiley and Motter (n 198) 40.
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compensation for services rendered to the partipetshthe donor ..."°°° The authors
also cite IRC Section 1366(e), which goes evenhéurt providing that where ‘an
individual who is a member of the family ... of ooe more shareholders of an S
corporation renders services for the corporatioriuonishes capital to the corporation
without receiving reasonable compensation thereforsuch adjustments in the items
taken into account by such individual and suchedh@lders as may be necessary in order

to reflect the value of such services or capitah[sbe made].**°

The Canadian tax authorities have adopted a sifalgislative response to the
attribution of income problem in the context of fgnpartnerships. As the Canadian
system, like the UK, uses an individual tax un# tbanadian experience is particularly
instructive and will be considered at some lendJthe Canada Revenue Agency can
challenge attempts to income-split through a farpidytnership by resorting to one of
two quite broadly drafted legislative provisions@iTA sections 103(1) and 103(1.1).
CITA section 103(1) is an anti-avoidance provis@mmed at challenging agreements
amongst members of a partnership (including farpaytnerships but also partnerships
where the members are otherwise dealing with edbbrat arm’s length) to share

income in such a way as to limit tax otherwise jdga

103(1) Where the members of a partnership haveedgi@ share, in a
specified proportion, any income or loss of thetqenship from any

source or from sources in a particular place, ascise may be, or any
other amount in respect of any activity of the parship that is relevant to
the computation of the income or taxable incomamf of the members

609 Smiley and Motter (n 198) 40.
610 Smiley and Motter (n 198) 40.
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thereof, and the principal reason for the agreemesy reasonably be
considered to be the reduction or postponementeftax that might
otherwise have been or become payable under thjsti#e share of each
member of the partnership in the income or losshasase may be, or in
that other amount, is the amount that is reasortebleng regard to all the
circumstances including the proportions in whiclke tinembers have
agreed to share profits and losses of the partipefisdim other sources or
from sources in other places.

The Canadian tax authorities successfully reliedsection 103(1) in a recent Federal
Court of Appeal case to thwart a loss-utilisatiawhesne whereby one partner was
allocated a substantial portion of the income oéa estate partnership despite having
little or no economic interest in the partnershigcduse that partner had significant
accumulated tax losses that could be applied tsebfhe income allocated to®it. It

should also be noted that an alternative arguntettthe partnership was not a valid
partnership was rejected by the Tax Court of Carseianot argued in the appeal to the

Federal Court of Appeal.

CITA section 103(1.1) is even more relevant in faenily income-splitting
context as it is specifically aimed at income htition in partnerships where the

members are not dealing at arm’s length:

103(1.1) Where two or more members of a partnersttio are not
dealing with each other at arm’s length agree treslany income or loss
of the partnership or any other amount in respéany activity of the
partnership that is relevant to the computatiorthef income or taxable
income of those members and the share of any swmhber of that
income, loss or other amount is not reasonableéarcircumstances having
regard to the capital invested in or work perfornigdthe partnership by
the members thereof or such other factors as maglbeant, that share

611 XCO Investments Ltd et al v The Quéen7 DTC 5146 (FCA).
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shall, notwithstanding any agreement, be deemdux tihne amount that is
reasonable in the circumstances.

The Canada Revenue Agency takes the positionrhaluing the work performed by a
partner in the activities of the partnership, bdte time expended and the expertise
provided are taken into consideratfdf.In addition, capital contributions made by a
partner out of funds gifted or loans directly odimectly from another, non-arm’s length
partner generally are viewed as a capital coniobudf the transferor for the purpose of
determining the reasonableness of the partnersbipme attribution, unless, in the case

of loaned funds, a commercial rate of intereshizrged**

The Canadian tax authorities successfully appkstien 103(1.1) in a recent case
involving a husband and wife partnership. The tgeps, Henry and Patricia Maloshicky,
operated a firewood business and had for many yeaased the business as an equal
partnership for tax purposes. In 2003 the partmersiiffered a loss, as it had for several
years previously. On the advice of a new accounthatcouple allocated all of the 2003
loss to Patricia, who had other sources of incorhhvcould be sheltered by the loss
whilst Henry did not. The Minister of Revenue refdsthe taxpayers’ application to
revise their allocation for the earlier years ineththe business had also generated a loss,
and also reassessed the taxpayers for 2003 onasis bf a 50-50 allocation of the
partnership loss. The taxpayers sought judiciakxe\of the Minister’s decision, but their

application was dismissed by the Harrington J efflderal Court Trial Division.

612 Canada Revenue Agendyterpretation Bulletin IT-231R23 March 1986) [3].
613 Canada Revenue Agendyterpretation Bulletin IT-231R?h 612) [4].
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Thus, the Canadian tax authorities have considerablwer under these two
legislative provisions to attack family income-#jiig arrangements involving
partnerships and arrive at their own conclusiont@ghe attribution of income to
partnership members that is reasonable in therostance$* while retaining the ability
to argue, in the alternative, that a partnership m@ a valid partnership in the particular
circumstances. CITA section 103(1.1) is particylanseful from the Canadian tax
authorities’ perspective when it comes to tax-netgd family income splitting
arrangements as the provision allows the tax ailié®to examine the work performed
for the partnership, capital invested, as wellmsaher factors that might be relevant, in
considering the appropriateness of the income ibligion in the family partnership
context, and does not require the authorities tabéish a purpose to reduce or postpone

tax as in the case under CITA section 103(1).

As the US and Canadian examples illustrate, theblpno of arriving at
appropriate attribution rules governing income pieetl through the joint efforts of two
or more family members need not necessarily requureplex and detailed legislation to
address. As with the arm’s length principle appm&owever, there is some risk under a
‘reasonableness’ approach of horizontal inequitpragits may be distributed differently
amongst family members in similar situations. Cdarae costs and uncertainty remain

a concern as well.

614 Section 74(4) of CITA formerly provided that renauation received by an employee of his or her

spouse’s partnership was not deductible in comgutie employing spouse’s partnership’s
income and was not included in computing the incofithe employee spouse. Section 74(5)
formerly provided that where husband and wife weadners in business, the tax authorities could
deem the income received by one spouse to be inobthe other spouse. These rules were
repealed in 1980 by SC 1980-81-82-83, c 48, s 40(1)
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2. MIXED INCOME EARNED THROUGH JOINT ACTIVITY

The previous section considered the attributiononé form of income (partnership
profits) earned through the joint efforts of two more family members. This section
adds a further complication—how should a tax sys&timbute business profits earned
through the joint activity of family members whetese profits represent a mixture of

labour and capital income?

The appropriate response to this situation is sfightly more complicated as it
involves merely a combination of the approachesiteed incomé& and to joint activity
already discussed. The mixed income options coraida@above were allowing the
taxpayer to self-select the form of income (eg tigio a combination of salary and
dividends) and the Nordic-style DIT, which imputadeturn on capital and treated the
remaining income as labour income. The joint astiaptions just considered involved
an arm’s length/transfer pricing approach (eg bylyapg the profit split method) and a

‘reasonableness’ test.

Consider this example (a modified version of Mr &g A above):

Mr and Mrs J are equal shareholders and also emgtoin a company
providing IT services to a number of clients. Mr &, trained and
experienced IT technician, typically spends 35-4@urb per week
performing IT services at the company’s client€mises. Mrs J, who has
no IT training or experience, works on average fhaurs per week
looking after the administrative and bookkeepirdesif the business. The
company has no other employees and little in they wé capital
requirements. The company generates a profit of0£00 from its
operations. It pays a salary of £5,000 to Mrs A Ah@,00 to Mr A. After

615 Text at n 494.
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payment of salaries and corporate taxes the comigaeft with £60,000
which it distributes equally (30,000 each) to MdaVrs J as dividends.
The company has little or no capital requirements.

If the tax system respects the taxpayers’ selfctele as to the form of their
compensation, Mrs J will have capital income of 880 and labour income of £5,000
whilst Mr J will have capital income also of £3000@nd labour income of £10,000. A
transfer pricing or reasonableness test could tieeapplied to test the appropriateness of
the attribution of this capital and labour inconteeach of Mr and Mrs J. The likely
conclusion would be that the attribution of profissnot consistent with arm’s length
principles nor is it reasonable given the natur&ofind Mrs J's labour contribution, and
most especially the difference in hours worked efgontributed being identical and

negligible).

Alternatively, under a DIT-approach, a return orpita is imputed for each
(active) shareholder, which in this example is iggigle. As a result, all or nearly all of
the company’s profits are treated as the labouwnmrec of Mr and Mrs J, to be allocated
on some basis between them. This could be donegusither a profit-split or
reasonableness approach. The advantage of thisambpis that nearly all of the income
is first characterised (appropriately) as labogoime and thus the taxpayers are unable to
avail themselves of the more preferential treatrlikaly to be afforded to capital income

as compared to labour income.

E. IMPLICATIONS FOR INCOME SPLITTING
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The analysis in this Chapter has led to the comatuthat the control model of income
attribution to individual tax units is appropridta both earned (or labour) income and
unearned (or capital) income. Now that a principbagis for attributing income to tax
units has been established, the issue of whethgrpitoblematic for a taxpayer to shift

income to another in order to reduce tax on thadrime can be considered.

Unlike many issues considered in this thesis, thewar to this one is
straightforward: attempts to get around the incoatieibution rules by splitting or
shifting income to another family member are indgedblematic. Income splitting
represents a violation of the control model of meoattribution. Unless income splitting
is restricted, or the gains from income-shiftingd@dess worthwhile, taxpayers will be
able to self-select out of the individual tax uartd control income attribution model.
This undermines the rationale for adopting the\iatlial as the tax unit (for all the
reasons discussed in Chapter 3), as well as undiexgnihe rationale for adopting the
control model (established in this Chapter). It herizontally inequitable and
economically non-neutral to allow some taxpayersdih select in this way whilst other
similarly-situated taxpayers are not so allowedvilt be recalled from the Budget 2008
qguote in the Introduction to this thesis that frahe UK Government’s perspective
fairness is the primary tax policy concern in thisa: ‘The Government firmly believes it
is unfair that some individuals can arrange thi&is to gain a tax advantage by shifting

part of their income to another person who is stthjea lower rate of taxX™®

616 Text at n 5.
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It also follows, however, that once income is htited to a particular taxpayer
under the attribution rules of a given tax systéimen even if it formerly belonged to
another or is in some way related to another taepathis should not raise income-
splitting concerns. It is simply applying the tagsem’s income attribution rules, even
though it may mean less tax revenue is collectas timight otherwise be the case if
different attribution rules applied with the restiiat a different taxpayer was subject to

tax on a given amount of income.

F. CONCLUSION

Several important guiding principles for a tax systs approach to family income
splitting arrangements emerge from the discussiorthis Chapter on attribution of
income to individual tax units. First, both earn@d labour) and unearned (or capital)
income should be attributed to individuals on tlasid of control. In the case of labour
income, the employee has control over those easnjegen if they are used to benefit
other family members through shared consumptiom) simould be taxed thereon. In
addition, income arising from business activitiégse to the employment end of the
activity spectrum can also be categorised as lalmmeme for this purpose. Attempts to
divert labour income to another, such as througlntrmediary company, fall foul of

this principal and need to be policed or restrictesome way.

Capital income should also be attributed to indigid on the control basis. This
means that genuine transfers of effective contn@r acapital assets between family

members should be respected for attribution pugodde long as capital income is taxed
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in the hands of those with actual (not merely fdjneantrol over the income-producing
assets, then this result could not be describeglvaisg rise to income splitting, even if
the attribution of income to a particular tax umight be different if a different income
attribution model had been adopted. Converselynstess of less than genuine control
should not be effective. Mixed capital and labawome in a system where labour and
business income is taxed at different rates idestdiyuld be dissected into a labour and a
capital component, such as under the DIT approath,income attribution rules then
applied accordingly. Finally, income arising frahe efforts of more than one family
member should be attributed to each family memberccordance with the arm’s length
principle or a ‘reasonableness’ test, with a digsacfirst into its labour and capital
components in the case of mixed labour and capitime. The downside is that this
process will necessarily have an element of unicgéytamr vagueness, and may impose
significant compliance costs on small businessgmersvho must self-assess for income
tax purposes and may lack the resources to pagrédessional advice. Nevertheless, to
repeat an earlier quotation from Fuller: ‘Somesntiee best way to achieve clarity is to
take advantage of, and to incorporate into the BMnmon sense standards of judgment

that have grown up in the ordinary life outsideségive halls.®*’

The current UK rules for countering income splgtim family businesses are
examined in detail, and against these guiding pies, in the next Chapter. These

principles also inform the approach to reforms ussed in Chapter 6.

617 Text at n 107. See also Raz and Endicott on vegsebeginning at n 108.
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CHAPTER FIVE: UK APPROACH TO INCOME

SPLITTING IN FAMILY BUSINESSES

A. INTRODUCTION

The move to independent taxation of spouses inUiKefrom 6 April 1990 obviously

provided an incentive for couples to arrange théfiairs in such a way as to minimise
their combined tax burden. Some forms of what cdiddoosely described as ‘income
splitting’ were clearly sanctioned under the neweipendent regime, most particularly
those involving a straightforward transfer of assibm one spouse to the other. As
discussed at length in the previous Chapter, {hiscach is justifiable on policy grounds

because it reflects the control model of attribmiad capital income.

This Chapter considers how the UK tax regime culyedeals with income-
splitting arrangements in the context of family ibesses. As will be seen, the UK tax
authorities rely primarily, and not entirely sucsfedly, on the ‘wholly and exclusively’
test and the settlements legislation. Part B bedipsexamining the ‘wholly and
exclusively test’ and Part C discusses HMRC's (ied) ability to challenge the validity
of a family partnership. Part D—the central focuk tbis Chapter—analyses the
settlements legislation. Part E considers the aegipiity of ITEPA section 447 to

income-splitting arrangements. Part F concludes.

B. DEDUCTIBILITY OF FAMILY -RELATED BUSINESSEXPENSES
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This Part examines rules limiting the extent to ahhpayments to family members
(primarily salaries and other remuneration) areudétle in computing the profits of the

family business.

1. BACKGROUND

The simplest and most common method for splittingifess income amongst family
members is for a higher-rate taxpayer to employdniser lower-income spouse and
children in the taxpayer’s business, and pay th@lyamember salary, wages and other
remuneration. This can be especially advantageomns & tax point of view if the other
members of the taxpayer’s family have little oradditional sources of income, as may
be the case if the taxpayer's spouse stays at horteok after their children. As each
family member (including each child) is entitled &opersonal tax-free allowance for
2008-09 of £6035, annual salary of up to this am@an be paid without triggering any

income tax in the recipient’s hands.

Furthermore, NIC treatment also can be quite faafolerunder such arrangements
as employee and employer NICs are not payable tivetiearnings threshold of £105 per
week is reached. This means that annual salarp ¢d 85460 per family member can be
paid free of NICs. In addition, if the salary p&xceeds the lower earnings limit of £90
per week or £4680 per year, the recipient will aecentitiement to contributory-based
national insurance benefits, even though no aatoatributions have been made (all
figures for 2008-09). As a result, standard taxi@elis to pay family members a salary in

excess of the lower earnings limit (to generateoatrdoution record), but below the
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personal allowance and national insurance earrthrgshold$*® Assuming the primary
earner is in the 40% income tax bracket, this tgpbencome splitting can be quite
effective, resulting in tax and NIC savings of o500 per year per family member
employed™® The benefits will be even greater under the ne% 5@p rate of income tax

announced in the 2009 Budgét.

While this form of income splitting is fairly stigtit-forward and widely-used, the
law imposes some constraints. First, remuneratioangements involving family
members may still need to satisfy minimum wage 1&¥Second, where no payment is
actually made by the trader in respect of the reamation charged, Finance Act 1989
section 43 has the effect of deferring a deductiotil the remuneration is pafd
Finally, and most importantly, although salariesl amages are generally a deductible

expense in computing business profits, remuneratimh other expenses paid to family

618 See eg Pat Joseph, lain Watson and Hugh WilliaBts\Ways to Pay Less Téawpack

Publishing Limited, London 2005) 20.

The income tax savings would be approximately0£2@0% x £5000), and the NIC savings
would be approximately £700 (based on a non-cotddagut rate of 12.8% for the employer Class
1 NICs and 1% for the employee’s Class 1 NICs doutions on the assumption that the primary
earner’s salary would exceed the upper earning$) lim

619

620 Seetextatn 7.

621 National Minimum Wage Act 1998. From 1 Octobe®2@he national minimum wage for adults

aged 22 and over is £5.73 per hour. See also QoectThe National Minimum Wage Rates’
<http://direct.gov.uk/en/Employment/Employees/Pa&y/[00027201> accessed 20 April 2009.

622 HM Revenue & Customs, ‘Business Income Manual’

<http://www.hmrc.gov.uk/manuals/bimmanual/Index.htatcessed 8 June 2009, [BIM47130].
For an example of the application of this rule ps@n seeAbbott v Inland Revenue
Commissioner§l996] STC (SCD) 41 (‘In order for Mr Abbott's olato succeed he must show
not only that services were performed by his wifg, that wages were paid to her’).
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members may fail to satisfy the general ‘wholly amxtlusively’ tesf?® This test is

considered next.

2. THE ‘WHOLLY AND EXCLUSIVELY’ TEST

Pursuant to section 34(1) of ITTOIA (applicable daincorporated businesses) and
section 54(1) of the Corporations Tax Act 2009 (émrporations, formerly section
74(1)(a) of ICTA 1988), in calculating the profit$ a trade, no deduction is allowed for
expenses not incurred ‘wholly and exclusively foe purposes of the trade.” The courts
have generally interpreted these words strictlyb&aleductible theole purpose for the
expenditure must be a business purgdsetual purpose expenditure (partly business,
partly personal) generally will not be deductiff2 The taxpayer's purpose includes his
or her conscious as well as unconscious purposeahbmerely incidental effect (as
distinguished from another purpose) will not didgfwaan otherwise deductible
expensé?® In the family business context, if salaries andjegare paid by the business
to family members and the amount paid exceeds iti@uat that would be paid to an
arm’s length employee providing similar servicdss tsuggests a dual purpose to the
expenditure, and thentire amount is non-deductible in computing the probfsthe
business for tax purposes. Importantly, the tastio application in the case of below-

market compensation; as a result, is not a completés length principle-based solution

623 From 1915 to 1969 the deductibility of directamsmuneration was also subject to specific

legislative restrictions: see Oliver and Harrisléb) 257-60.
624 Bentleys, Stokes & Lowless v Beeg#52) 33 TC 491 (CA).

62 See edMallalieu v Drummond1983] 2 AC 861 (HL)McKnight v Shepparfll999] 3 All ER 491
(HL), andVodafone Cellular Ltd v Shaj&997] STC 734 (CA).

626 Mallalieu v DrummondandMcKnight v Sheppar¢h 625). See also Tiley (n 23) 431-39.
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of the kind discussed in the previous ChafftéiThe test can apply to other business

expenses such as rent paid for the use of a fangiypber’s personal assets (eg land).

Notwithstanding the ‘all or nothing’ nature of tkest, in the few reported cases
where courts have considered its application in domtext of family business
remuneration, the courts have allowed such experedid be split between the portion of
the remuneration laid out for trading purposes (dé&dle) and the portion that was not.
For example, inCopeman v William Flood & Sons, L% the taxpayer corporation
carried on a pig dealing trade. The managing direcP3 year old son and 17 year old
daughter were directors of the company, along Wwithwife and another daughter. In
computing its profits for its 1938 tax year the gany deducted £2,600 in directors’ fees
for each director. Due principally to these dedutsi the company’s profit for the year
of just over £15,000 was turned into a loss of £30fe 17 year old daughter’s duties
mainly consisted of answering telephone enquiaes, the son’s duties chiefly consisted
of calling on farmers in order to purchase pigse Revenue contended that, having
regard to the age and duties of the son and dayghéesalaries paid to them could not
be regarded as wholly and exclusively laid outtf@ purposes of the company’s trade.
Lawrence J remitted the case to the Commissioneiiad as a fact whether the sums in
guestion were wholly and exclusively laid out foetpurpose of the company’s trade,
and if they were not, to find how much of such swas wholly and exclusively laid out

for the purposes of the company’s trade. Unforteigathe final result is not reported,

627 See text at n 579.

628 (1940) 24 TC 53 (KB).

201



but the key point is that the court was willingaltow a deduction for some portion of the

remuneration.

Similarly, in Stott and Ingham v Trehearfi€ a father employed his two sons in a
business formerly carried on in partnership witlother and paid the sons salary plus a
commission equal to a percentage of the businesftgprthe Commissioners decided
that the sums paid (amounting to 3%6 of the profit each in the tax years 1918 and
1919) were disproportionate to the values of theivices. The Commissioners allowed a
deduction for commissions of 10% each, howeverinatheir view only that amount
could be regarded as paid to the sons for servesetered in managing the business. This
seems a harsh result in that the eldest son hadnassentire responsibility for the
business during 1918 after his father's healthethilConversely, the youngest son had
been away at war all of 1918 (perhaps the Commmsssowere sympathetic to the
father’'s position that his youngest son should Imetdisadvantaged on account of his
military service). In denying a portion of the detlon, the Commissioners may have
been influenced by the fact that the accountingndst of the business, as well as the
correspondence between the company’s accountanthanihx inspector, described the
commissions as payments of a percentage of therfatprofits. Rowlatt J thought that
the accounts certainly were some evidence of havpdrties concerned viewed the

payment£° In the event, he decided not to disturb the Corsimirs’ findings.

629 (1924) 9 TC 69 (KB).
630 Stott and Ingrangn 629) 75.
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In Earlspring Properties Ltd v GueSt Vinelott J (relying orCopeman v Flood
held that sums paid to the sole shareholder arettdir of a company was in part a
‘diversion of earnings for fiscal purposes’ fronr Ineisband’s business, and thus was not
incurred wholly and exclusively for purposes of thede®? Mrs Broomfield’s
involvement in the day-to-day management of th@aser company was described as
‘almost entirely confined to the social side of tt@mpany’®*® she performed clerical
work only when necessary, such as instructing ot and signing leases and legal
documents. The Commissioners allowed a deductiohdoremuneration equal to 5% of
the company’s profits. On appeal, Vinelott J stdted in his judgment, bearing in mind,
among other points, the very large leap in salaoynf£1,000 in the 1982 accounting
period to £31,488 in the 1983 accounting period #mel fiscal advantages in the
diversion of earned income to Mrs Broomfield, then@nissioners were entitled to
conclude that the remuneration was not wholly axdusively incurred for the purpose
of the company's business ‘but represented ingditersion of income made to achieve
a fiscal purpose®* Indeed, Vinelott J thought it would ‘have beenpsising or even

perverse if the Commissioners had reached any otmelusion®®

The ‘wholly and exclusively’ test has been appligatticularly strictly when

salaries and wages are paid to young children farkiwg in the family business. For

63t (1995) 67 TC 259 (Ch).

632 Earlsping Propertiegn 631) 274.
633 Earlsping Propertiegn 631) 274.
634 Earlsping Propertiegn 631) 274.
635 Earlsping Propertiegn 631) 274.
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example, inDollar v Lyon®® Vinelott J affirmed the decision of the General
Commissioners who had disallowed payments made flaynaing couple to their three
youngest children (ages 6, 8 and 10 in the tax ge&sue) for work done on the family
farm. Vinelott J agreed with the General Commissisrthat the payments were paid as
‘pocket money’ and were not payments made wholty @xclusively for the purposes of
the taxpayers’ trade within section 130(a) of ICT®70; however, payments made to the
taxpayers’ eldest child (age 13) were alloW&dThe General Commissioners took into
consideration the fact that it was illegal to emypdhildren under the age of 13 under the

law as it then stootf®

Finally, it should be noted that following the réterof ICTA 1988 section 74 in
ITTOIA section 34 and most recently in CTA 2009 tewt 54, the legislation now
reflects the results of cases like those just dised by expressly permitting
apportionment of expenditures: if an expenditune loa dissected into parts or portions

that do satisfy the sole purpose test, that pgubaion will be deductibl&*°

3. CONCLUSION

Overall, the ‘wholly and exclusively’ test imposseeme limitations on the ability of
family businesses to engage in income splittingough the payment of excessive

remuneration to family members. The few reportegsksan this context, such glliam

636 [1981] STC 333 (Ch).

637 Dollar v Lyon(n 636) 336.

638 Then s 18 of the Children and Young Persons A88land related bylaws.
639 ITTOIA s 34(2) and CTA 2009 s 54(2).
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Flood, Stott and Inghamand Earlspring Properties have been fairly extreme income-
splitting arrangements mostly involving childrerther than spouses (with the exception
of Earlspring Properties Nevertheless, the reported cases provide anrianosignpost
to taxpayers and their advisors that there aradimm the extent to which remuneration
can be used to split business income amongst famié@mbers. The cases also
demonstrate that the Commissioners and the cotgts€@nfortable making decisions
about the reasonableness of salaries and othemezation paid to family members
given appropriate (and simple) statutory authottydo so. The inherent uncertainty in
applying such a broad and open-ended test is noinsurmountable hurdle to its

application in practice.

A significant weakness of the test, however, ist tthee disallowance of the
business expense is one-sided—no correspondingta®jnt is made to reduce the
taxable amount of the remuneration paid to theprent, though, of course, often the
recipient is not paying tax as the earnings ardtesieel by the recipient’s personal
allowance. In any event, and most importantly, tdést cannot be a complete solution to
the problem of income splitting through the paym&fmon-arm’s length remuneration to
family members because it does not apply in sibmatiwvhere one family member is
taking abelow-marketievel of salary as part of an income-splittingaagement with
lower-income family members. The settlements pionis (discussed in detail later in
this Chapter) may apply in such cases, however.ofenobust transfer pricing rule or a
reasonableness test of compensation (as consiotetieel previous Chapter) is preferable
in this regard because either approach could asidireth over- and under-compensation

of family members. If a transfer pricing approacére&vchosen, the CUP method (which
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attempts to compare prices for services in a sttnahvolving associated entities with

prices charged between independent entities in acsbfe circumstances) seems to be
particularly well suited to situations involvingmeneration paid to spouses or children
making limited contributions to the business. lclst@iact patterns the absolute value of
the remuneration paid can be usefully compared ambunts that would be paid instead

to an arm’s length party providing similar servi¢&s

C. VALIDITY OFA FAMILY PARTNERSHIP

Another simple way to split business income amofaysily members is to carry on the
business through a family partnership. Partnershigs not assessed to tax; rather, a
partner’'s share of a profit or loss of a tradeiedron by a partnership is determined for
income tax purposes in accordance with the pattigssprofit-sharing arrangements
during that period*! If a low- or no-income spouse is taken into parth in a business
formerly carried on as a sole proprietorship byighfincome spouse, for example, the
profits of the business can be allocated to botitnpes, thus allowing the low-or no-
income partner to make use of his or her persdiwlance and basic rate tax band. The
result will be less combined tax for the spousegpdrtantly, HMRC cannot challenge
the apportionment of profits to partners as thay ttee payment of a salary to a spouse
under the ‘wholly and exclusively' test just debed®? Moreover, there is no

requirement for the spouse to contribute capitabgparticipate in management or even

640 See text at n 596.
641 ITTOIA s 850(1), formerly ICTA 1988 s 111(3).
642 HM Revenue & Customs, Business Income Manual@) BIM72065].
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to take an active part in the busin&§sThe one caveat is the partnership must be valid,

ie meet the requirements for the existence of anpeship.

The Partnership Act 1890 defines a partnershiptlas relation which subsists
between persons carrying on a business in commdm aviview of profit®** These
requirements will generally be easily satisfied ine case of adult partné¥s.
Partnerships between parents and their minor @mldnowever, are less likely to satisfy
the requirements because the courts are reluctatielieve that minor children are
capable of being genuine business partners, eveheilf are named as such in the
partnership deeff® For example, illexander Bulloch & Co v Commissioners of Inland
Revenug*’ two minor children (aged 15 and 16) were allegeble partners in the family
wine and spirits off-license shops. Both childreorked at one of the shops but neither
drew their share of the partnership profits. A parship deed had been drawn up two
years after the year at issue, but purporting tplyapetroactively to that year. The
General Commissions decided on the facts beforem,thand particularly ‘the

inexperience and immaturity’ of the minor childréwho gave evidence), that the

643 HM Revenue & Customs, Business Income Manualk@) BIM72065]; Sir Andrew Park and
others (eds)Simon’s TaxeflLexisNexisButterworths, London 2009) [B7.202].

644 Partnership Act 1890 s 1(1).

645 HM Revenue & Customs, Business Income ManuaPl@) BIM72065]: ‘Where the spouse has

signed a deed declaring an intention to carry erbtsiness and the deed gives a right to share in
the profits, and subsequently accounts of the legsishow that that person has been allocated a
share of the profits, there will not usually be mmahance of mounting a successful challenge’.

646 Sarah Deek (edJolley’s Tax Essentials: Family Taxatigholley LexisNexis, London 2003)

106; Park (n 643) [B7.102]. In some businesses aadarming HMRC may be more likely to
accept that a minor children could be an activéngar see HM Revenue & Customs, Business
Income Manual (n 622) [BIM72065].

647 [1976] 51 TC 563 (Ct Sess).
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children were not partners in the relevant year;@lourt of Session chose not to interfere

with the Commissioners’ conclusi6ff

In summary, the requirements for a valid partngrstie too easily satisfied and
too blunt an instrument to be particularly effeetat policing income splitting through a
family partnership. This test will catch only tiheost egregious cases, such as those
involving minor children. As with the ‘wholly andxelusively’ test, a transfer pricing
solution grounded in the arm’s length principleaoreasonableness test is more flexible
and more effective. If a transfer pricing solutiarere adopted, a transactional profit
method such as profit split could take into consitien the relative contributions of all
family partners and thus appears to be more apiptepthan the CUP methS¢f
Attempts to income split through family partnerghifand companies) may fall foul of
other restrictions, however, most importantly tieé&lements provisions. These rules are

discussed next.

D. THE SETTLEMENTS L EGISLATION

Another common method for splitting the profits afi incorporated family business
amongst family members is to pay them dividendgh@dlgh salaries and other forms of
remuneration are generally deductible in computivgtaxable income of the business,
dividends are not; they are paid from the compamfter-tax profits. Until recently,

earnings distributed by way of dividends may haeerbsubject to a UK corporate tax

648 Alexander Bullock& Co v Commissioners of Inland Reverfnes47) 563.

649 See discussion of profit split at n 597.
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rate as low as 095° Prior to 2008, companies generally were subjecbtporate tax at a
rate of 19% (the small companies’ rate) on profigsto £300,000, rising to 30% on
profits over £1,500,000°* The Government announced in the 2007 Budget, rifadl s
companies’ rate would increase to 22% and the 3@%iocate tax rate drop to 28% from
April 2008°%2 In response to the economic downturn the Governrfreze the small

companies’ rate at 21% for 2009-36.

The fact that dividends are paid out of after-tagporate profits and thus subject
to a tax rate of at least 21% may make the paywiedividends to family members less
attractive than salary payments as an income-gglittlevice. Dividends have some
important advantages, however; for one, dividends r@ot subject to employee or
employer NICs, which together can account for atrae3 per cent charge over and
above any income tax liability. In addition, thegmnal tax of 10% payable on corporate
dividends is cancelled out by a non-refundableitfed lower- and basic-rate taxpayers
as well as non-taxpayers. Business profits digtedbio these taxpayers will suffer only
the corporate tax. Higher-rate taxpayers pay aitiaddl amount of tax, equal to 25% of

the cash divident*

650 For a discussion of the UK'’s failed experimenthaa nil starting rate for corporate profits

(introduced in 2002 and removed in the 2005 PregBu&eport) see Judith Freedman, ‘Why
Taxing The Micro-Business Is Not Simple- A Cautipn@ale From The “Old World™ (paper
presented at the Australasian Tax Teachers Asgmtidhnual Conference 2006)
<http://www.law.unimelb.edu.au/taxgroup/JudithFreea.pdf> accessed 15 June 2009, 16-20.

65t FA 2005 ss 10-11.

652 HM Treasury, ‘2007 Budget’ (HC 342, 2007) [3.23].
653 HM Treasury, ‘2009 Budget’ (n 7) [4.10].

654 ITA 2007 ss 8, 13, 19, 23 formerly ICTA 1988 s.1B

209



As will be shown, this fairly simple income-split device of paying dividends
to family members (sometimes called ‘dividend skiimg’) raises a number of difficult
legal issues. Since dividends are paid after-tex,wholly and exclusively’ deductibility
test discussed earlier in this Chapter is not apple. The settlements provisions,

however, may restrict a family’s ability to spliaiginess profits in this way.

1. THE PROVISIONS

The settlements provisions formerly found in Pavt of ICTA 1988 and, from 6 April
2005, rewritten as Part 5 Chapter 5 of ITTOIA haeen around in various guises since
the 1930s. These provisions are anti-avoidancesl&min designed to prevent an
individual from gaining a tax advantage by makimguagements to avoid tax in various
ways including by accumulating income or splittimg or her income with other persons
who are taxed at a lower rate or are not liabléntmme tax at alft>® Typically, the
provisions apply where an individual seeks to divercome to family members
(particularly to a spouse and/or minor childrermptigh a trust. A second primary aim of
the settlements provision was to restrict the dsentities such as trusts as ‘piggy banks’
where income is taxed at the entity’s tax rateaathan the settlor's (higher) marginal
rate; this has become less of a concern followhwegy d@lignment in 2004 of the rate

applicable to trusts and dividend trust rate wiié top rates for individuaf§®

655 Peter Whiteman and othelhiteman on Income T48 edn Sweet & Maxwell, London 1988)

994-95. A similar description can be found in TawL.Rewrite Committee, ‘Settlements’ Paper
CC(03)(16) (2003) [2]. The provisions also tardetreation of income to non-residents, but that
aspect is beyond the scope of this thesis.

656 ITA 2007 ss 9, 479, 481 formerly ICTA 1988 ss @3§1A) as amended by FA 2004 s 29.
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It should be noted that until recently provisionsiigr to the settlements
provisions also applied for capital gains tax psgx) however, these provisions were no
longer necessary when the flat 18% rate of cagaais tax was introduced in 2008 and
were repeale®’ As briefly mentioned earlier, the settlements simns also potentially
apply to excessive salaries paid to family memberst least HMRC takes the position
that they do. For example, the HMRC Business Incavh@nual states: ‘Where
remuneration that cannot be justified on ordinaoynmercial grounds is paid to a
director/employee who is the husband, wife or mirgrld of the controlling
shareholder(s) or director(s), liability to tax mayso arise under the settlements
legislation....®*® Similarly, HMRC'’s position is that where one speuskes the other
into partnership with a share of profits but witlo mequirement, or insufficient
requirement, to contribute capital and/or persotiade and effort the settlements
provisions can appl?® The settlements provisions thus represent thedesiaand,
potentially, most powerful weapon in HMRC'’s arsemal its fight against income

splitting in the family business context. Theiritdgtive history is considered next.

(a) History

Until the early 1920s there is little evidence timzome-splitting arrangements involving

settlements were prevalent or of any great contethe Revenue, probably because the

657 Formerly TCGA 1992 ss 77-79, repealed by FA 2868 2 s 5.
658 HM Revenue & Customs, Business Income Manualk@) BIM47105].
659 Settlements Guide (n 2) [4.6] and Examples 2024nd
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rates of income tax were so low that very litthe $aving could be realiséd In Finance
Act 1922, an attempt was made to curtail a risesuch schemes, especially those
involving dispositions to minor children otherwiigan by outright gift, in response to
significant increases during the war years in tabes and the number of individuals
subject to income ta%* The arrangements targeted in Finance Act 19220520 were
limited to (a) settlor-revocable dispositions, @ispositions for short periods, or (c)
dispositions by a parent in favour of a child fguexiod less than the life of the child. If a
disposition fell into one of these three categoréestion 20 deemed the income (whether
distributed or not) to be that of the person whalenthe disposition, but in the case of a
(c)-type disposition only for so long as the childs an infant and unmarrié¥f The term

‘disposition’ was defined to include any trust, eoant, agreement or arrangenient.

The creativity of taxpayers and their advisorstimicuring dispositions that fell
outside these limited categories shortly rendenedl®22 provision ‘almost worthless’ in
reducing the avoidance to which it was aifi®dThus began a running battle between
advisors and the Revenue in this area, which led toethe enactment in Finance Act

1936 of new provisions aimed at a broader rangeaoéntal settlements on their minor

660 David P Stopforth, ‘The Background to the Antbalance Provisions Concerning Settlements by

Parents on Their Minor Children’ [1987] BTR 417 84 Oliver and Harris (n 145) 246-48.

661 Stopforth (n 660) 419 and David P Stopforth, tetents and the Avoidance of Tax on Income -
The Period to 1920’ [1990] BTR 225, 236-37.

FA 1922 s 20. For background on the enactmetiteol 922 provisions see David P Stopforth,
‘The First Attack on Settlements Used for Income Asoidance’ [1991] BTR 86.

663 FA 1922 s 20(5).
664 Stopforth (n 660) 423.

662
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children®”® Under the 1936 rules, where by virtue or in consege of a settlement
income waspaid to or for the benefit of a child of the settlor aviwas an infant and
unmarried, the income was deemed to be incomeeatettior and not the income of any
other persofi°® The 1936 provisions focus on ‘settlements’ rathan the ‘dispositions’
targeted in the 1922 legislation. The terms ovetlapa large extent, however, as
‘settlement’” was defined to include ‘any dispositioas well as ‘trust, covenant,
agreement, [or] arrangement’, which terms had coegr the 1922 definition of
‘disposition’; the phrase ‘transfer of assets’ veasew additiorf®’ Certain settlements
were exempted, including irrevocable settlementsated pre-Budgéf® and a de
minimus exemption applied where the income in tearyof assessment did not exceed

five pound<2®®

A mere two years later, additional legislation wassed in Finance Act 1938 to
target a different evil, namely ‘piggy bank’ settlents aimed at reducing liability for
surtax (other than the kinds of parental settlesient minor children already caught by
the 1936 provisions)”’ The principle underpinning the Revenue’s proposedsling to

the 1938 rules was that if an individual had natgzhwith his wealth beyond recall, he

665 Board of Inland Revenue, ‘Finance Bill, 1936: 8obn Clauses’ Clause 19, 51-67. The Finance

Bill notes included examples of the ‘enormous nursbef deeds made ‘by all classes of
taxpayers to reduce their tax liability’, with sches ‘actually being hawked round from door to
door by insurance agents and other touts’: 53 additional background on the enactment of the
1936 provisions see David Stopforth, ‘The Pre-Liegjige Battle over Parental Settlements on
Their Children’ [1994] BTR 234.

606 FA 1936 s 21.

667 FA 1936 s 21(9)(b).
668 FA 1936 s 21(10).
669 FA 1936 s 21(4).

670 For background on the enactment of the 1938 pim$ see David Stopforth, ‘The Legacy of the

1938 Attack on Settlements’ [1997] BTR 276.
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should be treated as still owning it for income t&d surtax purpos&&: The new
provisions were aimed primarily at revocable setdats and irrevocable annual
payments, which were being used as savings boxeseftlors to deposit annual sums
that were deductible in computing the surtax liabibf the settlo’® Irrevocable
settlements where the settlor was able to enj@ffect the income of the settlement by
means of loans from the trustees were also tardefedeeming the capital sum (or a
portion therof) to be income of the settfét.Crucially for present purposes, irrevocable
settlements in which the settlor retained an irsteveould also be caught? At the time
the Revenue believed that the most serious avoédavolved settlements that could be
revoked with the consent of someone other tharsétibor or his spouse; less attention
was paid to settlor-interested settleméhtdndeed, the initial memorandum from the
Revenue to the Chancellor in February 1938 on #wve proposals did not even discuss
the fact that settlor-interested settlements waeldaught; this point was mentioned only
in a covering not&’® The Chancellor picked up on the point and whilés§ad that a
settlor retaining an interest in an irrevocablélsetent should be caught, he insisted that

in such a case the provisions would apply onlycmuaulated incom&”’

67t Stopforth (n 670) 278.
672 Board of Inland Revenue, ‘Finance Bill, 1938: dlobn Clauses’ Clause 33, 108-10.
673 Board of Inland Revenue, ‘Finance Bill, 1938: &lobn Clauses’ Clause 34, 111-13.

674 Board of Inland Revenue, ‘Finance Bill, 1938: &obn Clauses’ Clause 32, 99-107. The Finance
Bill notes included an example of ‘a particularmfoof deed which was alleged to be rapidly
coming into almost universal use under which it wassible for Surtax payers to reduce their
Surtax liability at the cost of a 10s deed stanif’l. See also Stopforth (n 670) 278.

675 Stopforth (n 670) 278-79.
676 Stopforth (n 670) 279.
677 Stopforth (n 670) 279.
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The settlor-interested rules ultimately introduéadFinance Act 1938 provided
that where the settlor retained an interest in ammpme arising under or property
comprised in a settlement, any income so arisingnduhe life of the settlor, to the
extent it was not distributed, was to be treatethasncome of the settlor and not as the
income of any other person for income tax purp8&e&urthermore, a settlor was
deemed to have an interest in income arising uadproperty comprised in a settlement
if any income or property which may at any timesarunder or be comprised in the
settlement is, or will or may become, payable tagplicable for the benefit of the settlor
or the wife or husband of the settlor in any cirstances whatsoeve?’ Certain narrow
exceptions were provided, eg if the income or priyp@as payable to the settlor or the
settlor’'s spouse in the event of the bankruptcyawbther who was or may become
beneficially entitled to the property; neverthelgbe rules applicable to settlor-interested

settlements were broadly drafted.

Further minor changes to these settlements prodsieere made in subsequent
years, but the substance of the 1936 and 1938 ralesant for this thesis remained
intact. The settlements on children rules evenyuadicame sections 663-670 of ICTA
1988 and the settlor-interested provisions becaswion 673. The next significant
amendment occurred as a result of the move to emdgnt taxation of husband and wife
in 1988. Freedman and Schuz noted at the timestimaé interested parties, especially the

Law Society’s Revenue Law Committee on the Finght®e 2) Bill 1988, had expressed

678 FA 1938 s 38(3).
679 FA 1938 s 38(4).
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concern that outright gifts between spouses migimsiitute a settlemeft® These
concerns led to clause 109 of Finance Bill 1989ctimtroduced an exemption from the
settlements provisions for gifts between spouses$ #ventually became ICTA 1988
section 660A(6). The exemption was intended todmsistent with the general objectives
of independent taxation by ensuring that incomsiragifrom the gift of an asset between
husband and wife was taxed in the hands of theiesti and not the spouse making the
gift so long as it was an unconditional gift of bhahe asset and the income arising from
it.°® This exemption accords with the ownership/contrmdel for the attribution of
capital income of spouses discussed in Chapt& At the time, there was no mention in
the debates or in the accompanying Inland Revenesspelease of how, if at all, this

exemption was meant to operate in the contextrofljebusinesse&®?

Furthermore, as Redston argues, the Hansard detratdause 109 make it clear
that the Government understood that there wouldakeavoidance as a result of the
exemption for outright gifts, but that it acceptis as a necessary consequence of
independent taxatiofi: This is evident from the Government's reactiommcamendment
put forth by the Labour Party (later withdrawn)deny the exemption if ‘the gift was
undertaken with the sole or main objective of acinig a tax advantag&® The

Financial Secretary to the Treasury (Norman Lamoriticised the proposed amendment

680 Freedman and Schuz (n 80) 205.

681 Inland Revenue budget press release (14 Marc)18sroduced in [1989] BTR 559.
See text beginning at n 525.

Anne Redston, ‘Unsettled Business’ (13 Noveml¥¥3} 152 Taxation 162.

684 Redston (n 683).
685

682

683

Discussed in Standing Committee G (13 June 13#®%)Redston (n 683) and Redston (n 62) 682.
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for undermining independent taxation, and went @ods to say that ‘[ijndependent
taxation is bound to mean that some couples vahdfer assets between them with the
result that their total tax bill will be reducedhi$ is an inevitable and acceptable
consequence of taxing husbands and wives separ&tefreedman and Schuz pointed
out that this approach favours those couples whe hrevestment income over those who
have earned income and cannot transfer the sodrteecdncome®’ For the reasons

discussed in Chapter 4, however, this is an argtumgesunded in vertical equity not

horizontal equity, which, whilst attractive, musts@ be balanced against other
arguments, including those supporting favourablatian of capital income and the

control model of capital income attributi6f. Finally, Freedman and Schuz went on to

note, presciently, that the provisions as drafeeded questions as to what is an outright

gift.

Whiteman commented on the state of the entireth@fsettlements provisions in
1988, stating that although collected togetherant XV of ICTA 1988, the provisions
did not form a comprehensive code, they were ncbrdmated, frequently they
overlapped, and for many types of settlement refareto several provisions was
necessary?® The situation was improved in 1995 when the piows were

comprehensively rewritten and simplified. The setiénts on children rules were

686 Standing Committee G (13 June 1989). Similaestants were made a year earlier: see Standing

Committee A (23 June 1988) col. 624.
e87 Freedman and Schuz (n 80) 205.
688 See in particular discussion at n 438, n 461rafg4.
689 Freedman and Schuz (n 80) 210.

690 Whiteman (n 655) 994-95.
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rewritten as section 660B of ICTA 1988and the settlor-interested provisions became
section 6604 The settlements provisions were again rewritteTFOIA, though the
resulting changes were minor and cosmetic in natute much of the previous wording

repeated.

It is clear from this review of the legislative tugy that the settlements provisions
were not intended to deal with income-splitting aagements involving family

businesse%> The settlements provisions as they now read aris$ed next.

(b) Current Provisions

The current version of the settlements provisioalevant for this thesis are found
principally in ITTOIA sections 620-629 (formerly T& 1988 sections 660A- 660G), and

are fairly brief. Section 620 sets out the keymi&bins:

620(1) In this Chapter —

“settlement” includes any disposition, trust, coaet, arrangement
or transfer of assets...

“settlor”, in relation to a settlement, means g®yson by whom
the settlement was made.

(2) A person is treated for the purposes of thiggiér as having made a
settlement if the person has made or entered retaéttlement directly or

indirectly.
69t Inserted by FA 1995 s 74 Sch 17 para 1.
692 Inserted by FA 1995 s 74 Sch 17 para 1.

693 Oliver and Harris arrive at the same conclus{ont45) 251.
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The current definitions are nearly identical to ghantroduced in the 1936 parental

settlement provision$’ Section 624 is the main charging provision; itdris extended

(3) A person is, in particular, treated as havingdma settlement if the
person (a) has provided funds directly or indineédlr the purpose of the
settlement, (b) has undertaken to provide fundsctly or indirectly for

the purpose of the settlement, or (c) has madeigroeal arrangement
with another person for the other person to makeemter into the

settlement.

by section 625:

Section 626 provides the exemption for ‘outrightgjibetween spouses formerly found

624(1) Income which arises under a settlementeiatéd for income tax
purposes as the income of the settlor and of ttilsalone if it arises (a)
during the life of the settlor, and (b) from proyein which the settlor has
an interest.

625(1) A settlor is treated for the purposes otieac624 as having an
interest in property if there are any circumstarineghich the property or
any related property (a) is payable to the setitdhe settlor's spouse, (b)
is applicable for the benefit of the settlor or s®ttlor’'s spouse, or (c) will,
or may, become so payable or applicable.

(5) In this section “related property”, in relatiom any property, means
income from that property or any other propertyedily or indirectly

representing proceeds of, or of income from, tlmaperty or income from
it.

in ICTA 1988 section 660A(6):

626(1) The rule in section 624(1) does not applyespect of an outright
gift (a) of property from which income arises, (bade by one spouse to
the other, and (c) meeting conditions A and B.

694

Text at n 666.
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(2) Condition A is that the gift carries a rightttee whole of the income.

(3) Condition B is that the property is not whotllysubstantially a right to
income.

(4) A gift is not an outright gift for the purposesthis section if (a) it is
subject to conditions, or (b) there are any cirdamses in which the
property, or any related property (i) is payable the giver, (ii) is
applicable for the benefit of the giver, or (iii)illvor may become, so
payable or applicable.

(5) “Related property” has the same meaning in $kigtion as in section
625.

Finally, the main provision governing settlementsd aunmarried minor children is

section 629, which states:

629(1) Income which arises under a settlementeiatéd for income tax
purposes as the income of the settlor and of ttisalone for a tax year
if, in that year and during the life of the settldr(a) is paid to, or for the
benefit of, an unmarried minor child of the settlor (b) would otherwise
be treated (apart from this section) as incomenafiramarried minor child
of the settlor.

(2) Subsection (1) does not apply to income whectreated as income of
the settlor under section 624.

(3) Subsection (1) does not apply in relation toctald’'s relevant
settlement income in any tax year if, in that yehe, total amount of that
income does not exceed £100.

(4) In subsection (3) a child’s “relevant settlemim@ome” means income
(a) which is paid to or for the benefit of, or athése treated as income of,
the child, and (b) which (apart from subsection @puld be treated as
income of the settlor under subsection (1).
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A child under 18 years of age is a mifidtSection 629 also applies to stepchildren of the
settlof?® and, since 2005, does not apply if the minor lmsred into a civil partnership.
They key difference in the application of the ssttbnts provisions to settlements in
favour of spouses and those in favour of minordehkit is that there is no ‘outright gift’
exclusion in the case of minor children; indeedhas been held that absolute gifts of
funds from a father into post office savings bawmkaoants in the name of his minor
children were caught by the settlements provisfdh#é\s a result, in contrast to the
situation involving spouses, the application of tbettlements provisions is more

straightforward, and more strict, when minor ctéluare involved®®

In summary, the settlements provisions operateegndone person’s income (a
spouse’s income, an unmarried minor child’s incom&)another’s (the settlor’'s). Two
points should be noted at this stage. First, theding is quite broad — especially the
definition of ‘settlement’ in section 620 — reflewy the anti-avoidance purpose of the
provisions. Second, the inclusion of the wordsthe settlor’'s spouse’ in section 625(1)
means that a settlor is automatically deemed te lzawv interest in his or her spouse’s
property and related property, which includes ineofmom the property such as
dividends on the spouse’s shares in the family @mp If the settlor has such an
interest, the settlor will be taxable on incomesiag from the settlement under section

624(1) unless the spousal ‘outright gift’ exceptiorsection 626(1) applies. As discussed

695 ITTOIA s 629(7)(b).
696 ITTOIA s 629(7)(a).
697 Thomas v Marshall1953] AC 543 (HL).

698 For a historical overview of the settlements$égion as applied to minor children up to 1982 see

Brice (n 154) 260-64.
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in Chapter 3, although the UK has adopted the iddal as tax unit for income and
capital gains tax purposes, in many cases the yakgamarital status will have some
bearing on his or her tax situati®fi. This is particularly the case with anti-avoidance
provisions (like the settlements provisions) thepscof which are extended to include
spouses in order to stop an otherwise obvious asyl way to circumvent the measures

in question.

Finally, the application of the settlements prass is not limited to settlements
diverting income to spouses or minor children; @lex@ent in favour of a parent, sibling,
adult child, friend, boyfriend/girlfriend, or unnrégd cohabitating partner potentially is
caught by these rules so long as the settlor oséttéor's spouse has actualinterest in
the settlement property or related property. Beedlis legislation deems spouses to have
such an interest (whether in fact they do or nibg, legislation bears more heavily on
married couples and registered civil partners tbarothers. This no doubt reflects an
underlying assumption (and probably a good ond)iths in these relationships that the
risk of purely tax-driven income splitting is highteas well as the fact than an exception
applies to outright gifts between spouses. NewdHs, there seems no reason in
principle why only married spouses should be tekate this manner. If instead one
applied the relationship-neutral functionality testommended by the Law Commission
of Canada (discussed in Chapte”3jn principle the rules applicable to spouses ciald
extended to other relationships such as cohabdmgles living together as man and

wife. Extending the rules in this way is consisteiitth other recently-introduced anti-

699 Text beginning at n 323.

700 See text beginning at n 332.
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avoidance rules, including the managed service eompules aimed at addressing tax-

motivated attempts to disguise employment throbghuse of intermediari€&!

2. THE REVENUE’'S POSITION ON SETTLEMENTS AND FAMIL Y
BUSINESSES

In November 2004 the Inland Revenue published degoin the settlements provisions
and their application in the small business cont®in the Settlements Guide, the
Revenue stated that in their view the settlementdsigions can apply in the context of
family businesses even when a trust is not involf&drhe Revenue cited as an example
a husband and wife that were equal shareholdeassmall IT consulting company, with
the husband responsible for earning the fees whéewife acted as company secretary
but otherwise made no contribution to the busindsshe income arising from the
business was paid out equally between them aseathidig] the Revenue took the position
that the settlements provisions would apply anddik&lends paid to the wife would be
taxed as her husband’s incoM&In the particular case of companies, the Reveistel|

a number of questions to be asked in determiningtiér the settlements legislation can

705

apply:

701 It will be recalled that for purposes of the raged services company rules, ‘a man and a woman

living together as husband and wife are treatetithey were married to each other’: see text at n
247.

702 Settlements Guide (n 2). The Settlements Guiderpurates and expands upon previous guidance

published in Inland Revenue Tax Bulletin 64 (A2003) and Tax Bulletin 69 (February 2004)
<http://lwww.hmrc.gov.uk/bulletins/> accessed 16 iRpB06.

708 Settlements Guide (n 2) [2.2].

704 Settlements Guide (n 2) Annex A, example 11.

705 Settlements Guide (n 2) [4.3].
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=  What has been invested?

» What assets, trade, profession have been pladed tompany and by whom?

» Who does what to earn the income of the company?

» |Is the remuneration paid at a commercial ratelferjob?

» Is someone getting a disproportionate return onctiy@tal they have invested

because of their relationship with the settlor?

The Revenue took the view that a good generaldesthether or not the settlements
provisions apply in a business context is to carsiwdhether the payments at issue (eg
dividend payments) would be made to a person wihoieed shares in the company at
arm’s length’®® The Revenue’s position was that in deciding weaetn individual is
drawing an uncommercial (low) salary, it was neags$o look at the going rate for the
job and also the individual’s previous earnifiysin determining whether someone is
receiving a disproportionate return on capital staeent, the Revenue stated that it is
necessary to look at the return on the actual @aipitested and also any risk8.By way

of example, the Revenue viewed someone who in#dsia an ordinary share and gets

£35,000 a year in dividends as earning a disprapwte return since that £1 invested in

706 Settlements Guide (n 2) [2.1].
o1 Settlements Guide (n 2) [4.9.1].
708 Settlements Guide (n 2) [4.8.1].
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the stock market or a bank would have generatedahower returri’® This position is
understandable and justifiable in principle—as alsed in Chapter 4, in attempting to
allocate the joint product of the combined effavfstwo or more family members an
application of the arm’s length principle is a abie approach® The difficulty for the
Revenue, however, is there is no explicit referetacéhe arm’s length principle in the

settlements legislation providing the authority $och an approach.

While the Revenue asserted that their positiondess in place since the early
1990s, their pronouncements were met with condidiersurprise and opposition from
the tax community™! Organisations including the CIOT and the Tax Facof the
Institute of Chartered Accountants of England araled/'took the somewhat unusual step
of banding together to challenge the appropriaenes applying the settlements
provisions to what had been regarded as long establ, even government-sanctioned,
family business structuré®’ The debate quickly moved into the courtroom; thses on

settlements and the family businesses are examieed

709 Settlements Guide (n 2) [4.8.1].
1o Text at n 579.

it Francesca Lagerberg, ‘Why We Should Not Setildfos’ (29 April 2004) 153 Taxation 105
(‘Members of the working party have been tryingtiain better information and guidance from
the Revenue since the April 2003 Tax Bulletin wasiched on a largely unsuspecting world’);
Anne Redston, ‘The Settlement Saga’ (25 NovembeApW054 Taxation 202 (‘Act 1: The
Revenue launches surprise attack on small businie&se?2: The professional bodies mount
massed counter-attack’.).

2 Tax Faculty of the Institute of Chartered Accoumtsain England and Wales and others, ‘Section

660A, ICTA 1988: Tax, Small Businesses and thel&a#nts Legislation — Commentary on Tax
Bulletin Article’ (September 2003) Taxrep 32/03 dGAEW and others, ‘Second Joint Letter to
the Inland Revenue Concerning the Settlements ladigis and Small Business’ (November
2003) Taxrep 42/03
<http://lwww.icaew.co.uk/library/index.cfm?AUB=TB256684%7CMNXI|_56684> accessed 16
April 2006. See also Redston (n 683) (‘It is notammmon for individual tax specialists to be at
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3. CASE LAW ON SETTLEMENTS AND FAMILY BUSINESSES

The analysis in this section is primarily doctriaald centres on the key definitions in the
settlements provisions. The leading authority i& tlee 2007 House of Lords decision in
Jones v Garnett¥{also known as the Arctic Systems case, after tamenof the
taxpayer’'s company). The case concerned divideadstp a husband and wife from a
company they jointly owed, but the provisions auis potentially apply to a much
broader range of family income-splitting arrangetagimcluding partnerships. HMRC
was successful before the Special Commissionerscésying vote) and in the High
Court, but a unanimous Court of Appeal found fa thxpayer, Mr Jones. On appeal to
the House of Lords, the taxpayer was ultimatelyorious, with all five of the Law Lords

finding for Mr Jones, albeit for different reasdhan the Court of Appeal.

As Lord Neuberger helpfully explained, the diffigubrising from the two issues
in the case—was there a settlement, and, if sotrddspousal outright gift exception

apply—is well illustrated by the difference of joidil opinion in the casé?

‘The senior special commissioner found for the Rexeeon both issues;
the junior commissioner found against the Revenmubath issues. Park J
found for the Revenue on both issues but his measan on the second
one was different from that of the senior commissio The Court of

Appeal found against the Revenue on the first issuewould have been
for the Revenue on the second issue, although réiseng with the reason
of the senior commissioner. Your Lordships agreth whe Revenue on
the first issue, but are against them on the setond

odds with Inspectors, but the almost unanimoustieje of the Revenue's legislative
interpretation by so many tax professionals is aopdented.’).

3 [2005] EWHC 849 (Ch)Jones(HC)), rev’d [2005] EWCA CIV 1553Jones(CA)), aff'd [2007]
UKHL 35 (Jones(HL)).

14 Jones(HL) (n 713) [74].
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The facts of thdones v Garnettase are relatively straightforward and are sehete at
some length because the case is of critical impoetdo the analysis that follows, and
also because the case provide a textbook example diind of family income-splitting
arrangements with which this thesis is concernaedJdhes had been an employee in the
information technology field for a number of yea®hen he was made redundant in
1992, he and his wife (a former catering manageiddd to start an information
technology consulting business. Information techgglagencies and their clients would
deal only with limited companies, not unincorpodateelf-employed consultants,
presumably to avoid possible arguments that thesudtant was in fact an employee,
which would trigger employment law and payroll takligations. Consequently, the
couple decided to form a limited company throughiclwhMr Jones would offer

consulting services.

Acting on the advice of their accountants, Mr an Nones each acquired one of
the two outstanding shares of an off-the-shelf camyp Arctic Systems Limited (Arctic),
from the original subscribers for a price of £1 phare. Mr Jones was appointed sole
director. Mrs Jones agreed to handle the finarasidl administrative requirements of the
company and to act as company secretary. At alagit times the company’s business
consisted entirely in providing Mr Jones’s servitesutside users, through agencies, for
fees. The record indicates that in a little mowmth four-year period, Arctic provided his
services to only three agencies and through theamtpfour clients. Given this level of
activity and the nature of the services Mr Jones m@viding, it is not surprising that
Mrs Jones spent on average only four or five hques week on company business.

Having regard to all the circumstances, it is noteasonable to describe Arctic as
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basically a one-man operati6h, but it can also reasonably be described as a joint
(though unequal) effort of the two spouses alorglites discussed in Chapter 4 in the

section on attributing income from joint activityf.

At the outset Mr and Mrs Jones decided that thepamy would pay them both
salaries to meet their basics needs, with any tgrdfstributed as dividends. Except for
two years when Mr Jones drew a full salary and nadends were paid to Mrs Jones
because he mistakenly believed the IR 35 rulesiemhfl’ that plan was carried out.
Although there is some confusion in the reportedigiens as to the actual amounts
involved, Park J proceeded on the basis that thepaay’s turnover in the tax year at
issue was approximately £91,000, from which Mr 3omeas paid a salary of about
£7,000 (far below the salary he could command @& rtrarket) and Mrs Jones about
£4,000 (assumed throughout to be adequate compensat her services). After other
administrative expenses and corporation tax, thmpemy earned a net profit of
approximately £60,000 and paid dividends of abd@,&00 to each of Mr and Mrs
Jones. The dividend cheques were deposited intodbple’s joint bank account. If the
dividends had all been paid to him, the overallgayable would have been higher, a fact

Mr Jones admittedly understood.

HMRC reassessed Mr Jones under the settlementssiom for tax on the full

amount of the dividends paid to his wife. Mr Jorsgpealed his assessment, and the

s This view is shared by Martin Riley: see ‘A Synipetic Approach’ (20 January 2005) 154
Taxation 361, 363.

16 See text beginning at n 579.

i These personal services company rules are desgtiissnore detail in Chapter 6; see text at n 948.
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appeal was heard by two Special Commissioners: BeceB presiding, and Miss

Powell/18

Quite unusually, they were unable to reach aeeagent on the outcome. Dr
Brice accepted HMRC's position that the settlemgmtwisions applied and the outright
gift exception in ICTA 1988 section 660A(6) did nddiss Powell disagreed on both
issues and was in favour of allowing the taxpayappeal’*® By regulation, in the event
of such a deadlock, the Special Commissioner pregidt the hearing is entitled to
exercise a second or casting vBfeDr Brice exercised her casting vote in favour of
HMRC, and the taxpayer’'s appeal was dismissed. t@ikpayer was unsuccessful on
appeal to the High Court, but this decision wagreed by a unanimous Court of Appeal.

The Court of Appeal’s decision (though not its orasg) was eventually upheld

unanimously on further appeal to the House of Lords

The case received considerable media attentiorivarathd Mrs Jones were even
named ‘Tax Personality of the Year at the 2006i&exexis Butterworths tax awards.:
It has been estimated that there are thousandsupies in the UK in situations like Mr
and Mrs Jones who were undoubtedly pleased by akpayer’'s victory inJones v
Garnett’” However, the day after the House of Lords gave jitsgement, the

Government announced its intention to introduce regislation to ‘clarify’ the law as it

18 Jones v Garne{2005] STC (SCD) 9Jones(SC)).

9 For commentary on the Special Commissioners aetigte Mark Robson, ‘Jones v Garnett:

Settlements and All That’ [2005] BTR 15.
720 Special Commissioners (Jurisdiction and ProcedRegjulations 1994 S| 1994 /1811 Reg 18(2).
2 Clay Harris, ‘Fighters Rewardefinancial TimesLondon 25 May 2006) 12.
722 Harris (n 721).
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applies to the taxation of family income-splittiagangements. In a written statement to

Parliament, the Exchequer Secretary to the Treagumyela Eagle, stateéd®

‘The Government acknowledges the judgement giverthey House of
Lords in the Jones v Garnett (Arctic Systems) case Government is
committed to maintaining fairness in the tax syst&éhe case has brought
to light the need for the Government to ensure tiate is greater clarity
in the law regarding its position on the tax treattnof ‘income splitting’.

Some individuals use non commercial arrangemenmtan@ements that
they would not reasonably enter into with an aremgth third party) to

divert income (which would, in the absence of thas@ngements have
flowed to them) to others. That minimises their liakility, and results in

an unfair outcome, increasing the tax burden orerotax payers and
putting businesses that compete with these indalgdat a competitive
disadvantage.

It is the Government's view that individuals invetl in these
arrangements should pay tax on what is, in substaheir own income
and that the legislation should clearly provide tlois. The Government
will therefore bring forward proposals for changedegislation to ensure
this is the case. In the meantime, HMRC will apiplg law as elucidated
by the House of Lords and will be providing guidamt due course.

The Government would not want commercial arrangésnenbe caught
by any change to legislation. Consultation shoeligh ho ensure this.’

Thus, it was quickly apparently that the Governmeas intent on further developing its
policy towards family income-splitting arrangemenits the October 2007 Pre-Budget
report, the Chancellor announced that the Govertmeunld be launching a consultation

on draft rules aimed at preventing individuals frgaining a tax advantage by shifting

723 Hansard HC, col 89-90 (26 July 2007 WS)
<http://www.publications.parliament.uk/pa/cm20068ihansrd/cm070726/wmstext/70726m000
1.htm> accessed 22 August 2007.
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dividends or partnership profits to lower-taxed spers’®* Draft legislation was duly

released in December 2007. Since the new rules iweEneded to take effect for 2008-09,

the consultation period obviously was not intenttede protracted.

An accompanying press note elaborated on relewators to consider when
establishing whether income shifting had taken gldocluding: ‘work done by the
individuals in the business, the investments madkthe risks to which they are subject
through the busines§®® This is consistent with the Revenue’s approachthia
Settlements Guide. However, in the 2008 BudgetGhbeernment backtracked, deciding
to delay implementation of the new income shiftiegislation until Finance Act 2009 in
order to allow for a further period of consultatit;m ‘ensure that the legislation in this
area provides clarity and certainty for businessestheir advisers?® As mentioned in
the Introduction to this thesis, in the NovembelO20Pre-Budget Report the UK
Government reiterated its concerns that such incemiing was unfair, but backed
away from its plans to introduce legislation in &wce Act 2009 addressing the issue,
citing the poor economic climafé’ The Government warned, however, that it is merely
‘deferring action’ and ‘will keep this issue undeview'.””® In the meantime, HMRC

responded to its defeat dones v Garnetby announcing that it will seek to settle open

724 HM Treasury, ‘2007 Pre-Budget Report and Commeive Spending Review’ (Cm 7227, 2007)
[5.99]-[5.100].

HM Treasury, ‘2007 Pre-Budget Report and Compmsive Spending Review’, Press Notice 02
(n 411) 1-2.

726 HM Treasury, ‘Budget 2008’ (n 3) [4.69].
a1 HM Treasury, ‘Pre-Budget Report November 20085)1i5.103].
728 HM Treasury, ‘Pre-Budget Report November 20085)1i5.103].

725
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files with facts similar taJones v Garnetn line with the House of Lords decision ‘unless

there are any additional factors which might cdt#@RC] to take a different view?°

The next section of this Chapter undertakes a mattanalysis of the settlements
provisions, focusing on the key definitions in thegislation—namely ‘settlement’,
‘arrangement’, ‘settlor’, and ‘outright gift’, as el as the common law ‘bounty’
requirement—and considers their application indtvetext of family businesses. Chapter
6 of this thesis will evaluate the government'diatilegislative respons® as well as
several possible alternative approaches the Gowvarhoould have taken to deal with this

issue in the round.

(a) Arrangement

In attempting to ascertain the meaning of the wardangement’ in the settlements
provisions the courts have begun by consideringuardictionary definitions, including
‘a structure or combination of things for a purgas®d ‘a number of objects arranged or
combined in a particular way®* Such broad definitions illustrate the potentiadlide
scope of the settlements provisions. The 1939 €ageman v Colemaif provides the
authority for two key preliminary points: first,dha settlement can exist without the

creation of a trust; and second, that a corpotatetsire from which income arises in the

729 HM Revenue & Customs, ‘Guidance on Arctic Systefhsly 2007)
<http://www.hmrc.gov.uk/practitioners/sba.htm> axzmxl 22 August 2007.

730 See text at n 890.

3t Jones(CA) (n 713) [71]. Morritt C cites the Shorter @xél English Dictionary and New Shorter
Oxford English Dictionary definitions.

732 (1939) 22 TC 594 (KB).
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form of dividends is capable of being a settlemémtCopeman v Colemam company
owned jointly by a husband and wife allotted prefee shares of £200 to the couple’s
minor children in return for £10 from the childrenbwn money. The company then
declared a dividend of £40 on each preference shatkthe father claimed repayment of
tax on the dividend on behalf of his children. Lamce J held that this was not a bona
fide commercial transaction and constituted an afagement’. The propositions
established itCopeman v Colemamave been confirmed in two more recent cd$basnd
again inJones v Garnett® They are also consistent with the position takgnthe
Revenue in the Settlements Guide, since the guadémerein is focused primarily on

non-trust situations, including corporate strucsugiving rise to dividend incon&>

In the family business income-splitting contexte tleading cases pidsnes v
Garnettin which an arrangement and thus a statutoryese#tht was found to exist are
Butler v Wildif*® andCrossland v Hawkin&*’ In Butler v Wildin two brothers, Graham
and Garry Wildin, entered into negotiations withtBh Rail in 1980 to acquire a long
lease on a disused railway yard with a view to tgueg the land into an office and
shopping block. The brothers purchased an off-tre#f€£ompany, initially taking shares
but soon after allocating all the share capitdah&r minor children. The children paid the
par value of £1 for each share acquired with mdiney building society accounts in

their names funded by gifts from their grandparemtge brothers then arranged for the

733 Butler v Wildin(1988) 61 TC 666 (Ch), arkbung v Pearcé1996) 70 TC 331 (Ch).
734 Jones(HC) (n 2) [21].

735 Settlements Guide (n 2) [2.2].

736 Butler v Wildin(n 733).

37 (1961) 39 TC 493 (CA).
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company to acquire the lease and undertake thdagewent. The brothers remained as
sole directors, and the company’s principal sowfcinds was a bank loan guaranteed
by them. In 1985, an interim dividend of £84 wasldeed, and the brothers submitted
claims for repayment of the tax credit attributatdehe dividends paid to their children

(all of whom had no other significant income).

The Special Commissioner ruled in the brothers’otay but the Revenue
succeeded on appeal to the Chancery Division. ¥indl held that the brothers were

party to an ‘arrangement’ for purposes of the eetdnts provisions (as they then

read>9):"°

‘The brothers together arranged for shares in timpany to be allotted to
the...children; and they arranged for negotiationthlritish Rail to be

opened, for the agreement with British Rail to héeeed into and for the
site to be developed by the company. The stepsttukywere throughout
directed to achieving the end that was in factegl, namely of ensuring
that the company and so indirectly the...children. ktdwe benefit of the

development of the site at no cost or risk to theues.’

The Crossland v Hawkinsase concerned a film actor, Jack Hawkins, whtheradvice
of accountants entered into an employment contkétt a service company for a low
salary. The shares in the service company were @wpdrustees of a trust set up by Mr
Hawkins’ father-in-law for the benefit of Mr Hawlghthree minor children. The service
company contracted with a film company to provide Mawkins’ services for a

substantial fee. After paying a small salary to Hlxwkins, the company was left with a

38 ICTA 1970 ss 437, 442 and 444.

739 Butler v Wildin(n 733) 683-84. It should be noted that Vineladikpressed serious reservations as
to whether the minor children were genuinely shalddrs and whether the dividend had properly
been paid ('These facts seem to me artificial amgal’), but he proceeded on the basis that the
facts were as admitted or found by the Special Cizsioner.
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large after-tax profit which was paid as divideridsthe trustees who then paid the

dividends on as income to the children.

The Court of Appeal inCrossland v Hawkindeld that the formation of the
company, the services agreement and the deed ténsent together formed an
arrangement that constituted a statutory settlenaent that Mr Hawkins provided funds

and was therefore a settlor of that settlement.dan LJ stated?°

‘I do not think that the language of section 39quiees that the whole of
the eventual arrangement must be in contemplatiom fthe very
outset....l think there is sufficient unity about tlvhole matter to justify it
being called an arrangement for this purpose, lse;aas | have said, the
ultimate object is to secure for somebody moneg frem what would
otherwise be the burden or the full burden of surMerely because the
final step to secure this objective is left unreedl at the outset, and
decided on later, does not seem to me to rob thense of the necessary

unity to justify it being called an “arrangement”.

Donovan LJ’s reasoning i@rossland v Hawkingvas affirmed and applied by the House
of Lords inMills v IRG,"** the facts of which are quite similar to thoseQrossland v
Hawkins In Mills v IRC, the sizeable earnings of a successful actorcftiid star Hayley
Mills) were paid to an intermediary company thadl lantracted with the actor at a low
fee to provide her services to others. The earnvege then distributed as dividends to a
trust of which she was beneficiary. The House ofdsoheld that this constituted a

statutory settlement.

740 Crossland v Hawkingn 737) 549-50.
74l [1975] AC 38 (HL).
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The potentially quite broad scope of the definitioh ‘settlement’, and in
particular the word ‘arrangement’, was confirmedergly by the House of Lords in
Jones v Garnett_ord Hoffmann (with whom all the other judgescstiat they agreetff
and Lord Walker (in separate reasdfisppecifically adopted the passage cited above
from Donovan LJ's judgment i€rossland v Hawkinsvhere he refers to ‘sufficient

unity.””* Lord Walker went on to add?

‘The Court has been reluctant to try to lay dowry @mecise test for
identifying the components of an arrangement or #&ssessing the
“sufficient unity” to which Donovan LJ referred....Imy opinion the
Court’s caution has been well-advised. “Arrangerheist a wide,
imprecise word. It can (like “settlement” or “pagtship” or indeed
“marriage”) refer either to actions which establisbme sort of legal
structure (in this case, a corporate structureugnowvhich the taxpayer’'s
income could be channelled) or those actions tegettith the whole
sequence of what occurs through, or under, thaal lstyucture, in
accordance with a plan which existed when the &traovas established.
The planned result may be far from certain of attent. It may be
subject to all sorts of commercial contingenciesrowhich the taxpayer
has little or no control. But if the plan is sucsies and income flows
through the structure which he has set up, itnedme arising under the
settlement.”

As a result, posfones v Garnetit now appears clear that the courts are conteatlow

‘arrangement’ to have a broad, imprecise meanimge purposes of the settlements
provisions. So long as there is sufficient unitythe taxpayer’s actions they will be
capable of being an arrangement for this purposen evhere the planned result is not

certain and/or subject to contingencies beyondakpayer’s control.

742 Jones(HL) (n 713) [13].
743 Jones(HL) (n 713) [49].
a4 Text at n 740.

745 Jones(HL) (n 713) [50].
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(i) The Common Law ‘Bounty’ Requirement

While the scope of the word ‘arrangement’ is qbitead, that is not the end of the matter
because the cases also have established that lzefoaerangement can be within the
definition of settlement an element of ‘bounty’ i present!® The existence of
bounty has been variously described as ‘a taxpgiyarg away a portion of his income,
or of his assets’, ‘a flavour of donation’ or ‘thecipient benefits without any assumption
by him of any correlative obligatio®’ In Chinn v Collins Lord Roskill cautioned that
the word ‘bounty’ appears nowhere in the statutel, described it as ‘a judicial gloss on
the statute descriptive of those classes of cabehare caught by the section in contrast

to those that are not® Similarly, inIRC v PlummerLord Wilberforce state&*

‘[The settlements provisions], in other words, thbwdrafted in wide, and
increasingly wider language, are nevertheless migalith a limited field

— one far narrower than the field of the totality dispositions, or
arrangements, or agreements, which a man may make icourse of his
life. Is there then any common description which ba applied to this?

The courts which, inevitably, have had to face phgblem, have selected
the element of “bounty” as a necessary common ctestic of all the
“settlements” which Parliament has in mind.’

Park J inJones v Garnettlescribed Lord Wilberforce’'s speech IIRC v Plummeras

settling the position that some element of bourgyrequired to come within the

746 Most notablyBulmer v IRQ(1966) 44 TC 1 (Ch) andRC v Plummef1980] AC 896 (HL).

e Jones(CA) (n 2) [72], referring tdRC v Plummein 746) andChinnv Collins[1981] AC 533
(HL) 555.

748 Chinn v Collins(n 747) 555.
749 IRC v Plummetn 746) 912.
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settlements provisiors® and Morritt C agree®® The House of Lords took the same

view, with Lord Hoffmann describing the ‘bounty’qreirement as follow$>?

‘This old-fashioned phrase.... conjuring up the imagkeady Bountiful in
The Beaux’ Stratagems perhaps not the happiest way of describing a
provision for a spouse or minor children. A donatto a spouse or child

is traditionally expressed in a deed to be “in adestion of natural love
and affection” rather than the donor’s bountysihevertheless exactly the
kind of thing at which the anti-avoidance provisare aimed.’

Lord Hoffmann concluded that the general effecthsd cases is that the settlor must
provide a benefit under the arrangement that wawtl have been provided in a
transaction at arm's lengffi® Baroness Hale, while agreeing with Lord Hoffmann,
expressed even more displeasure with the ‘patragiand inaccurate term “bounteous™

in her reasons, preferring instead to use the tgratuitous’”>*

Consequently, although the term ‘bounty’ appeara/h@ye in the settlements
provision, it is now well established by the caged an arrangement must be bounteous
before the provisions will apply. This means theg potentially quite broad scope of the
provisions is not quite as broad as might at fitahce appear. Interestingly the Tax Law
Rewrite Committee made no attempt to incorporagebtbunty requirement into ITTOIA

when the settlements provisions were rewritten,taedexplanatory notes to the draft bill

750 Jones(HC) (n 2) [31]. Nourse J came to a similar cosidn inIRC v Levy(1982) 56 TC 68 (HC)
87.

75t Jones(CA) (n 2) [14]-[17], [19].
752 Jones(HL) (n 713) [70].

753 Jones(HL) (n 713) [7].

754 Jones(HL) (n 713) [22].
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make no mention of f£° The Settlements Guide also has surprisingly lftilsay on the

bounty requirement. The Revenue merely acknowl¢dgethe courts have limited the
scope of a statutory settlement in this way, arehthdefines bounty as broadly the
provision of value without any corresponding quid guo, usually a gift or a transfer at

less than full valué®®

(i) Bounteous Arrangement in the Family Businassoime-Splitting

Context

Whilst the commissioners and judges heatdages v Garnetall agreed that an element
of bounty was necessary in order to have a statigeitlement, there was considerable
disagreement as to whether a bounteous arrangesmesied in Mr and Mrs Jones’s
situation. By way of background, counsel for HMR@]ying on Mills v IRC and
Crossland v Hawkinsargued that the corporate structure whereby (n)Jdhes was
responsible for earning all the income of Arctid) (he drew only very small
remuneration, and (c) substantial dividends wepeeted to be paid of which half would
go to Mrs Jones on her 50% interest in Arctic, wasarrangement’ for the purposes of
the settlements provisions, and Mr Jones was #ids of that settlement. Counsel’s
argument is consistent with the Revenue’s positicthe Settlements Guide, wherein the

Revenue state that it is essential to look at thelevarrangement when considering

755 In contrast, the draft Income Tax (Trading antdegdtncome) Bill incorporated the rule $harkey

v Wernhef1956] AC 58 (HL), though it was dropped from ITTRon the basis that some
disputed its application: see Tax Law Rewrite Cotteri ‘Responses to the Draft Income Tax
(Trading and Other Income) Bill’ (23 September 2004
<http://www.hmrc.gov.uk/rewrite/exposure/rd_tlr_pgsdf> accessed 16 April 2006.

756 Settlements Guide (n 2) [3.6].
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whether the settlements legislation applies. Suchngement could be embodied in a
formal document, but need not be (as was the casigei Jones’s situation), and could

involve one transaction or a series of transactimmduding commercial transactiofis.

Dr Brice agreed with counsel for HMRC. On the calijuestion of bounty, she
held that although Mr Jones was not bound to dramaeket salary from the company,
his decision not to do so and instead declare mlelid in some years was an act of
bounty in those years® Miss Powell disagreed, finding that there was rment of
bounty in the arrangement because Mr Jones wasorgewff at the crucial time — when
Mrs Jones acquired her share — merely becausatéededto provide bounty: ‘An

intention to provide bounty is not the same asptiogision of bounty*°

In his case comment on the Special Commission&asobn, Robson discussed
in some detail the law on bounty in the settlemgméwisions context®® He concluded
that the cases had established that the requisiteeat of bounty has to be established at
the outset, ie when Mrs Jones acquired her Ardtares Furthermore, in his view, the
authorities did not provide any support for thewidat working at an undervalue can of
itself provide bounty, through generating retainedfits. He was unclear if Dr Brice’s
conclusion was a misunderstanding or a signifiexie¢nsion of the concept of bounty as

it has been applied by the courts to the settlesnamivisions.

87 Settlements Guide (n 2) [3.3]-[3.4].
758 Jones(SC) (n 718) [61].

759 Jones(SC) (n 718) [126].

760 Robson (n 719) 18-20.
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Notwithstanding Robson’s views, Park J agreed WitlBrice. He accepted Miss
Powell’'s position that there was a difference betwe present intention to provide
bounty and the actual provision of it later, bubhdaded that this difference was of no

significance, stating®*

‘If a structure is being established in circumsemaevhere one of the
reasons for it is that it will or will be available be used as a means
through which bounty will or may be channelled twother person in
future, that is in my view fully within what the $@s contemplate as an
arrangement covered by the statutory definition.’

In arriving at this conclusion, Park J acknowledgjest there was no means of knowing
whether Arctic would succeed in finding outsideents willing to pay for Mr Jones’s
services, nor was it certain what salary Mr Jonesldvdraw and thus what profits would
be available in the company for distribution asabwnds. However, he concluded: ‘In my
view the point of having one share acquired by Bbses (or at least one of the points)
was that she should in future be in a positioreteeive dividends which, if and when she
did receive them, would plainly come to her as lpuff? He found that the situation in
Jones v Garnettvas effectively covered by the Court of Appeakidion inCrossland v
Hawkins Although there were some factual differences betwthe structures in
Crossland v HawkinandMills v IRC, on the one hand, addnes v Garnetbn the other
(Jack Hawkins had signed a medium-term employmentract with the company at a
modest salary, for example, while Mr Jones had ignesl employment contract with

Arctic), Park J concluded that those factual digareies made no difference.

761 Jones(HC) (n 713) [35].
762 Jones(HC) (n 713) [35].
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The Court of Appeal idones v Garnettisagreed with Park J. Morritt C accepted
HMRC'’s contention that the arrangement in the dastuded the acquisition by Mrs
Jones of her share in Arctic from the formation ragefor £1, but found that that
acquisition, viewed on its own, was for full valie the context of a joint business
venture to which both parties made substantiahadable commitmentS? He further
accepted that on a broader view of the arrangermentld include the corporate set-up
whereby Mr Jones had the ability as sole direatocdnfer benefit, but, crucially, he

found that that set-up did not, of itself confenefit.”**

Having found that the corporate set-up was no rboreteous than Mrs Jones’s
acquisition of her Arctic share, the Chancellomad to HMRC’s argument that the
requisite bounty was provided subsequently by tbmlgnation of the demand and
charge-out rate for the services of Mr Jones, #harg in fact paid to Mr Jones, the other
commitments of Arctic and the dividends subseqyedéclared by Mr Jones as sole
director and paid by Arctic to Mrs Jones. The Cledioc rejected HMRC'’s theory. He
found that all of these additional elements depdraiethe will of Mr Jones, since he did
not commit himself to working for Arctic at any piaular rate of salary or at all, or on
wholly extraneous factors, such as the demand forddmes’s services and the going

market rat€®® The Chancellor conclude€/§®

763 Jones(CA) (n 713) [73].
764 Jones(CA) (n 713) [74].
765 Jones(CA) (n 713) [75].
766 Jones(CA) (n 713) [75]-[76].
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‘For my part, |1 do not think that these elementa ba included in the
“arrangement”. They did not form any part of a stame or things or
combinations of objects; their uncertainty anddityi is the converse of
an arrangement. It is not that they were not lggatiforceable, they were
not settled at all. No doubt Mr and Mrs Jones hofmedhe best but it
cannot be said that they had arranged it. Withioege¢ elements there was
no element of bounty and no settlement within tagusory definition.’

Keene LJ agreed with the Chancellor that no seéigrexisted in the Jones’s situation.
He emphasised that those matters which constituge arrangement and hence the
settlement must be identifiable by a particulampan time, as opposed to there being
something which may or may not turn out to be dlesaent if certain future events
happen’®” While initially attracted to HMRC's position thahe expectation that Mr
Jones would draw a below-market salary existethetime of acquisition of the Arctic
shares, Keene LJ ultimately found that HMRC wemeks® to include within the scope
of the arrangement matters which were, at the asledate, ‘too speculative and too
uncertain’, depending as they did upon how well toenpany performed and other
factors, as well as subsequent decisions made bjokies as sole direct6f He could
not regard ‘such a Protean state of affairs’ aslokpof being part of an arrangement in

the sense used in the legislatiGh.

Carnwath LJ also agreed with the Chancellor, addamgyl Keene LJ agreeing)

that HMRC’s position in the case represented aifstgmt extension of the existing

767 Jones(CA) (n 713) [101].
768 Jones(CA) (n 713) [102].
769 Jones(CA) (n 713) [102].
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jurisprudence in an area where the lack of a gteasikcertainable legislative purpose

warranted cautioh®®

‘For the first time, [HMRC] seek to apply the coptgof settlement] to
what has been found to be a normal commercial dciims between two
adults, to which each is making a substantial cororalecontribution,
albeit not of the same economic value. Such aréifiee, by itself is not
enough to my mind to take the arrangement intaehén of “bounty”, as
it has been understood in the existing caseselifdpislature wishes such
an arrangement to be brought within a special region tax purposes,
clearer language is necessary to achieve it.’

In the House of Lords, all five of the Law Lordscapted that the Mr and Mrs Jones had
entered into a bounteous arrangement. Lord Hoffn{antlh whom all the other judges

said that they agreed) rejected Carnwath LJ's agbroutright, stating’*

‘| cannot agree that this was a “normal commertiahsaction between
two adults.” It made sense only on the basis thatttvo adults were
married to each other. If Mrs Jones had been aggraoffering her
services as a book keeper, it would have been at rmbsormal

transaction. It would not have been an arrangenmeatwhich Mr Jones
would ever have entered with someone with whom las dealing at
arms’ length. It was only “natural love and affecti which provided the
consideration for the benefit he intended to comfgon his wife. That is
sufficient to provide the necessary “element ofriagts’

Lord Hoffmann also added that he would have foundifficult to say that inButler v
Wildin the subsequent agreement with British Rail andd#heslopment were part of the
arrangement. He agreed with Morritt C that theyemheled upon extraneous events and

decisions which had not been mdffeAs a result, Lord Hoffmann took a less expansive

770 Jones(CA) (n 713) [108].
e Jones(HL) (n 713) [24].
2 Jones(HL) (n 713) [22].
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view of what comprised the arrangement then theeRe® had argued and Park J had

accepted, statingf*

‘It was the expectationof such events and the hope of profit which,
together with the absence of any risk attachethecchildren’s ownership
of the shares, gives the “element of bounty” todh@angement constituted
by the allotment. What subsequently actually hapdemas not part of the
arrangement but the way in which (as foreseen)necarose under the
arrangement. | think that this analysis (which Kedn) said he had
initially found persuasive) is correct.” [emphasiriginal]

Thus, it was the allotment of the Arctic share tcsMones that was, in Lord Hoffmann’s

words, the essence of the bounteous arrangefffenard Walker came to a similar

conclusion, although he framed his descriptionhaf arrangement slightly differently,

and more broadly, than Lord Hoffmann, statiy:

‘...the establishment of the corporate set-up, tagrethith the common
intention that Mr and Mrs Jones would use it to imise tax in
accordance with their accountants’ advice, wasesential arrangement.
What happened afterwards was that the arrangemast put to its
intended use.’

Lord Neuberger (with whom all the other Lords exdsprd Hoffmann also said that they

agreed) agreed with the reasons of Lords Hoffmand ¥Walker. With language

reminiscent of Park’%® Lord Neuberger expanded on the relevance ofuthed events

773
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Jones(HL) (n 713) [22].
Jones(HL) (n 713) [29].
Jones(HL) (n 713) [54].
Textatn 761.
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(eg the low salary drawn by Mr Jones, the dividpagments) to the determination of

whether the arrangement contained the necessangel®f bounty:”’

‘It seems clear that, when considering whetheretheas an ‘arrangement’
within the meaning of the sections, i.e. an arramg@ which involved an
element of bounty, one should assess the positicdheatime that the
alleged arrangement was made, but, in carryingtloat exercise, one
should not disregard what happened thereafteraiticplar, if the parties
intended an element of bounty to accrue, and tleatent of bounty does
indeed eventuate, then, absent any other goodrréagbe contrary, there
is indeed an ‘arrangement’ within the meaning dfsaction 660(G)(1).’

As a result, indJones v Garnetthe arrangement was made at the time the ordstaaye

in Arctic was transferred to Mrs Jones. Althougtelavents could constitute part of the
arrangement in other fact patterns, as Lord Hoffmwought appeared to be the case in
Crossland v Hawkin&® in situations such as Butler v WildinandJones v Garnetthey
may be only factors to consider in determining Wbketthe arrangement has the
necessary element of bounty to constitute a statstettlement. Thus, idlones v Garnett
the events occurring after the allotment, namegyrbvenue Mr Jones was able to secure
for Arctic from providing his services as an IT saftant for an artificially-low salary,
and the payment of dividends to Mr and Mrs Joneewiot part of the arrangement.
However, that did not mean that these future ewaste to be disregarded entirely; they
were relevant to the issue of whether the arrangeowntained the necessary element of

bounty. This is most clearly evident in Lord Neussts reasons when he staféd:

777 Jones(HL) (n 713) [79].
e Jones(HL) (n 713) [22].
e Jones(HL) (n 713) [88].
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‘The essential point here is that, in the light@hsonable expectations as
to what Mr Jones would achieve in terms of winngantracts for the
company and would be prepared to accept by wagrafinerationwhich
expectations were in due course fully real)sede value in 1992 to Mrs
Jones of her share was considerably greater tiafilthwvhich she paid. In
those circumstances, there was indeed an elemdmusity involved in
her acquisition of the share, and that bounty wawiged through the
expectation of what Mr Jones would do.’ [emphadideal]

Thus, in Lord Neuberger’'s opinion, the bounty arbseause the share allotted to Mrs
Jones was worth substantially more than the £1psi for it given the expectations

associated with the arrangement. Lord Hoffmann alsserved that the value of a share
depends upon expectations of future yféfdand that it was Mr Jones’s consent to the
transfer of a share with expectations of dividemd/its Jones for £1 which provided the

element of bounty?*

Finally, although Baroness Hale ultimately agreethwhe other Lords, it is
worth noting that she expressed some serious @gams as to whether an arrangement

existed inJones v Garnetit all, for reasons similar to those of Morritf &:

‘Thus my reservations about the Revenue’s casdtifgais a settlement at
all are very similar to those of the Chancellor: omly becomes a
“settlement” within the meaning of section 660A(because of
expectations about later events which are too tmoeand fluid to be
included as part of the initial arrangement. Howeva view of our

unanimous conclusion that this appeal should bmidged, it would be
presumptuous of me to reach a different conclusionthe settlement
point.’

(ii) Conclusion on Bounteous Arrangement in tlarily Business Context

780 Jones(HL) (n 713) [20].
781 Jones(HL) (n 713) [28].
782 Jones(HL) (n 713) [71].
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The ease with which the Court of Appeal distingatshhe situation idones v Garnett
from the settlements found to exist @rossland v Hawkinsand Mills v IRC was
troubling, and it is fortunate that the House ofddid not follow their reasons. Whilst
it is undoubtedly true that the actors Jack Hawkind Hayley Mills had a better chance
of generating profits for their employing companilean Mr Jones did for Arctic (though
actors have been known to fall out of favour), ¢iygabow much profit they would
generate, what other commitments the companiesdawaite and when and how much in
the way of dividends would be declared appear tauestions no more certain at the
outset of those arrangements than in the Jonesiatisin. Yet, in bothCrossland v
HawkinsandMills v IRCthe arrangement at issue was held to be a statsgttiement. It

is also difficult to understand why the Court ofggal determined that the absence of a
service agreement should make such a differentteetoutcome idones v Garnetgiven
these precedents. Mr and Mrs Jones intended atutiset that Mr Jones would work for a
small salary for Arctic and the company was to he vehicle for delivering his
consulting services. The fact that this intentiomswnot formalised in a services
agreement should not be enough to tip the balamcehe existence of a statutory
settlement one way or the other. Lord Hoffmann camée same conclusion on this
point, noting that the Wildin brothers were notiget to fund the development of the
company, and could have stopped at any time, taitféct did not stop the court from

concluding inButler v Wildinthat a settlement existéf

783 Jones(HL) (n 713) [20].
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Furthermore, in several places the members of thet®f Appeal highlighted
the fact that Mrs Jones made important and valuedgributions to the business. The
Chancellor began his conclusion on the settlemsstel by taking judicial notice of the
increasing tendency for married couples to be wealin the business of each other on a
commercial non-bounteous ba&!$,and a similar theme is found in Carnwath LJ's
comments reproduced abo{’8 The Chancellor also stated in the course of djsishing
Crossland v HawkinandMills v IRC that the beneficiaries under the settlementsaseh
cases contributed nothing (a curious statementhe<hancellor had correctly noted a
few paragraphs earlier that Hayley Mills herseliswhe beneficiary of the settlement in

that casej®®

On the one hand, the extent of Mrs Jones’s cortabuo the business does not
seem critical to the Court of Appeal’s finding tilhé arrangement was too uncertain and
too speculative at the outset to constitute anngement for the purposes of the
settlements provisions. If Mrs Jones had made mériboition at all to Arctic’s business,
the uncertainty surrounding Mr Jones’s ability engrate income for the company, the
amount of salary he would draw, whether dividendsilel be declared and how much,
would still be present on day one. On the otherdhd@ne Chancellor found that Mrs
Jones’s acquisition of her share in Arctic from fbemation agents for £1 was for full
value in the context of a joint business ventures/thich both parties made substantial and

valuable contributions. If she made no contribwgioto the business, would the

784 Jones(CA) (n 713) [70].
785 Jones(CA) (n 713) [108].
786 Jones(CA) (n 713) [77].
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acquisition of her share in those circumstancee lb@en enough to provide the requisite
bounty? What if she contributed to the business,jimst a few hours a month? If the
Court of Appeal’s reasoning had stood, the conclugs far from certain. As it happened,
none of the Law Lords focused on the extent of Mre Jones’s contribution to the

business, coming instead to the conclusion thahtyouas involved.

Tiley has argued that whether the factsJones v Garnetamount to the
‘arrangement’ found narrowly, as the taxpayer wisha widely, as HMRC contended,
is largely a matter of interpretation and applisatiof existing authoritie€’ He

concluded that matters are ‘finely balanced’, staff®

‘One can reasonably believe that the matter ignde as straightforward
as Park J. would have us believe and still regaedRevenue case as a
strong one. Others will find comfort in the apprioadt Carnwath L.J. that
the Revenue’s position in this case seemed to birbet a significant
extension....’

It also should be noted that the income tax israrual tax. In the Settlements Guide, the
Revenue recognise that circumstances may change yfear-to-year. For example, the

salary paid to the fee-earner may be uncommercia$dveral years, which could mean

any dividends paid to a non-fee earning spouse dvbal at risk of reassessment under
the settlements provisions in those years, but bemome commercial, in which case the
settlements legislation may no longer apply to divjdends paid®® Unfortunately, this

point was not advanced by either side in Somes v Garnettitigation. Nevertheless,

87 Tiley (n 162) 298.
788 Tiley (n 162) 298.
789 Settlements Guide (n 2) [3.8.3].
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Baronness Hale stated that she would have fourdsier to understand the Revenue'’s
case if it had adopted a year-by-year approachngaltihe lines suggested in the

Settlements Guidée}®

‘...looking at each tax year, has one of the spousaked for a salary
which is seriously less than his services are wirtthe company in order
to boost the company’s profits which can then b&tridhuted equally
between the spouses as dividend? In other words,tinere been a
gratuitous transfer of income between husband afePw

In Baroness Hale’s view, this would be ‘a practisaly of catering for the uncertainties
and vicissitudes of family life and family busingsshile meeting the policy objectives
underlying the settlements provisiofis.Lord Neuberger (with whom the other Lords
said they agreed) expressed the view that a yeged@ly approach to whether an
arrangement existed was ‘logically attractive’, booncluded that ‘it would be
inconvenient in practice, in that it would be difflt to administer, and it might well

produce unfair, even arbitrary, result¥’

As a result, the question of whether a family besmenterprise that, for example,
begins on commercial terms but in some later tat yecomes uncommercial is caught
by the settlements provisions at that later stage Mft unanswered hjones v Garnett
On the facts in that case the essence of the amagrg was Mrs Jones’s acquisition of
her Arctic share. Notwithstanding Lord Neubergexninistrative concerns, a year-by-

year approach to identifying statutory settlemerglying on hindsight if necessary, is, as

790 Jones(HL) (n 713) [68].
791 Jones(HL) (n 713) [68].
792 Jones(HL) (n 713) [89].
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Baroness Hale argued, consistent with a purposes of the settlements provisions as

anti-avoidance legislation.

A recent Special Commissioner decision in favour HIMRC postdones v
Garnettappears in effect to permit a flexible approachhe timing question where the
nature of the ‘arrangement’ at issue warrants rt.Buck v Revenue and Customs
Commissioner$® the taxpayer owned 9,999 shares in a company ianalife owned the
other one share outstanding. He waived his ent#fgnto dividends in 1999 and 2000
and substantial dividends were paid by the companiiis wife. Sir Stephen Oliver
concluded that the ‘irresistible inference’ frone thacts was that the taxpayer waived his
entitlements to the dividends as the first stepigplan that the dividend income should
become payable to his wif&* Most importantly, the Special Commissioner conetlid
that even a simple plan like this to divert incotaghe taxpayer’s wife by waiving his
dividend in the two years fell within the meaning‘@arangement’, and was bounteous
because the waivers would not have happened hada#payer and his wife been
operating at arm’s length; as a result, the seétemprovisions applied? It should be
noted that whether or not the taxpayer had an ieeshifiting plan in mind when the
company was formed is not discussed and is notaetdo the decision. Although this is
only a special commissioner decision, Sir Stephkve€s finding that the simple act of
waiving a dividend can be considered a bounteaasmgement provides further evidence

that the meaning of arrangement, and consequérglpatential scope of the settlements

793 [2009] STC (SCD) 6.

794 Buck v Revenue and Customs Commissiqmer93) 9.

795 Buck v Revenue and Customs Commissiqmer93) 9.
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provisions, is very broad indeed. Moreover, thevgions can be flexible enough to (in
Baroness’s Hale words) cater for the uncertaingied vicissitudes of family life and

family business.

In summary, the House of Lords dones v Garnettin reversing the Court of
Appeal on the bounteous arrangement issue, gawet éff the intention of the settlements
provisions. The word ‘arrangement’ is capable ofilhg a wide-meaning, but that is
precisely the point. As Lord Roskill put it @hinn v Collins ‘My Lords, | would venture
to point out that the word ‘bounty’ appears nowhier¢he statute.... The courts must, |
think, be extremely careful not to interpret thissdriptive word too rigidly”® Tiley
speculated that when the House of Lords came to Jurees v Garnetthey may do as
they did in the divorce cas&/hite vWhite’’ In White v Whitethe HL examined the
‘reasonable requirements’ common law gloss on thantial relief provisions in the
Matrimonial Causes Act 1973 section 25 stemmingnf@Donnell v O'Donnelf® and
insisted upon a return to the words of the stateit turned out, the Law Lords were
not willing to restrict the established role of thay’; they were content to approach the
issue with cautioff® and, in Lord Hoffmann’s words, take ‘a broad aadlistic view of
the matter'®® As a result, the bounty requirement will not béiclilt for HMRC to

establish in future cases—so long as the arrangeatéasue would have been entered

into only by parties dealing otherwise than at arrféngth. Moreover, the special

796 Chinnv Collins(n 747) 555.

97 Tiley (n 162) 297 discussinghite v Whitd2001] 1 AC 596 (HL) 606-7 (Lord Nicholls).
798 [1975] 2 All ER 993 (CA).

799 Jones(HL) (n 713) [50] (Lord Walker).

800 Jones(HL) (n 713) [11].
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commissioner decision iBuck that a dividend waiver can constitute an arranggme
suggests the settlements provisions can be braashbrto apply on a year-by-year basis
where appropriate. This is a satisfactory resuie Tourts should continue to maintain a
broad, pragmatic view of bounty in situations inogy income-splitting arrangements
carried out through the family business, not ordgduse the statutory language does not
suggest any such requirement in the first placé,also because a finding of statutory
settlement is not the end of the matter when spoase involved—the outright gift

exception will exclude arrangements that satisfyasts.

(iv) Quantum of Bounty

Once an element of bounty has been establishechakiequestion is what amount of
dividends should properly be treated as incomeheffee-earner instead of the actual
recipient? Is it necessarily the entire amounthdugh the House of Lords concluded
that the arrangement dones v Garnetivas bounteous, it could be argued that Mrs Jones
is entitled to some level of return on her (smaHpital investment in Arctic and to
participate at least to some extent in the commapydfitability (made possible partly
through her efforts); should she not be taxabl&en own right to some degree? The
members of the Court of Appeal believed she shotitéating all her dividends as

income of Mr Jones could indeed over-shoot the mark

During the High Court hearing iJones v Garnetin response to a question from
Park J, counsel for HMRC conceded that the quantdndividends to which the

settlements provisions would apply in the Jonest@Bon is the amount representing Mr
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Jones’s salary undervalue. If this is the casmay be that something less than the full
amount of dividends paid to Mrs Jones would betéegas Mr Jones’s income. To take a
simple example, assume the going market value ys&bsrsomeone with Mr Jones’s

skills and experience is £50,000. This would meisnshlary undervalue in the year in
guestion would be £43,000 (£50,000 less the £7gHary he actually took). Since

Arctic’'s profit after all expenses and taxes wa®,860, once the £43,000 salary
undervalue is taken into account this still woudde profits of £17,000. Presumably,
under this approach, dividends totalling £17,000l¢de paid to Mr and Mrs Jones

without risk of reassessment under the settlemaotgsions. As Mrs Jones owned 50%
of the Arctic shares, HMRC'’s counsel’'s concessieenss to suggest only £21,500 of the
£30,000 dividend paid to Mrs Jones should be tdeate her husband’'s income; she

would be taxable on the remaining £8,500 (at theetarate).

It should be noted that this concession is nosistent with HMRC'’s published
guidance on the application of the settlements ipiavs to small businesses. As
discussed above, the Settlements Guide statesfttisd fee-earner is working for an
uncommercial rate of remuneration that will be daetor in determining whether the
settlements provisions could be appl{it.Whether the dividends paid represent a
disproportionate return on capital investment soatited as a factor to be taken into
account® At one point in the Settlements Guide, when disitus what the Revenue

view as constituting an uncommercial salary, theeeRee cite the example of an IT

801 Text at n 705.
802 Settlements Guide (n 2) [4.8]-[4.9].
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employee earning £80,000 per annum who sets upvirerd T consulting company’® If
the company earns fees of £120,000, with expeng2®000, HMRC would expect to
see her drawing a salary of around £80,000; ifeatshe drew £40,000 with £40,000
going to a non-working spouse, the Revenue ass$eat this is likely to be an
uncommercial arrangement. Interestingly, this eXansgpems to suggest that so long as
she drew £80,000, the remaining £20,000 could bé fmaher non-working spouse.
However, in example 11 in Annex A to the Settlerse@uide, which is basically a
situation identical to that of the Jones’s, the &mie make it clear that this is not the
case. Rather, its position is that the full amoafthe dividends paid to the fee-earner’s
wife should be treated as her husband’s incomethenbasis that he was paid an
uncommercial salary and also because there isngpthi suggest that the dividend paid
to her is a commercial retufff* The Revenue make no attempt in example 11 to misce
a market-value salary for the fee-earning husbantb dimit the amount of his wife’s

dividends taxed in his hands to the amount of &liarg undervalue.

Even assuming it is just the amount of salary walee that determines the
guantum of dividends to which the settlements mmiovis apply in the Jones’s
circumstances, this could nevertheless result inJdfres being taxed on the full amount
of the dividends paid to Mrs Jones. To the extéat there is any profit left over in
Arctic after expenses have been paid (includinglbhres’s small salary and a reasonable
salary for Mrs Jones), arguably this excess coudd characterised as additional

compensation derived from Mr Jones’s services ardfopersonal goodwill. It also can

803 Settlements Guide (n 2) [4.9.1].

804 Settlements Guide (n 2) Annex A, example 11.
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be argued that since he has chosen to acceptriosra (plus a small salary) as an
adequate return for providing his services throdgh one-man company (albeit
permitting this return to be paid partly to his &)if rather than working for a salary in
another company instead, it is more appropriatdetermine the amount of the salary
undervalue by reference to this additional profcant rather than looking to his
previous employment earnings or attempting to #ndomparable market value salary
figure. In the Settlements Guide, the Revenue donrake this point directly, but note
that in the typical services company situation &k rof reassessment under the
settlements provisions, goodwill is personal to iheéividual fee-earner and does not
attach to the comparf{® Mr Jones’s salary undervalue determined underapjgoach
would vary from year to year depending on his lesMeactivity and the rates he could
charge, but these kind of fluctuations are not umoon for many unincorporated traders
and professionals as well as some employees whamissions and bonuses are taken

into account.

In situations farther along the business activiigcdrum, where the company has
other employees, a large capital base, and/or thefee-earning spouse is making
substantial (but less than equal) contributionthéoprofitability of the business, a market
salary comparison (as HMRC advoc&t&night be an acceptable method of arriving at
the salary undervalue. Determining this market rgafeggure may not always be a
particularly easy and certain exercise, but questiabout reasonable, market-level

salaries are not entirely unfamiliar in the smalisiness context. For example, as

805 Settlements Guide (n 2) [4.7].
806 Settlements Guide (n 2) [4.9].
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discussed earlier in this Chapter, if family mensbare paid salary and wages in excess
of a reasonable, commercial rate for the actualkwibey do for the family trading
business, the expense, or some part of it at lest,not be deductible on the basis that
the salary is not incurred ‘wholly and exclusivefgr the purposes of the traff¥. It
seems a reasonable extension of these principlsaytéhat if the salary paid is instead
below market value, there is a risk that the setiets provisions could apply with

respect to the amount of the salary undervalue.

A more preferable solution, however, is to exprepsbvide a mechanism in the
settlements provisions to allow the application tbé arm’s length principle or a
reasonableness test (as advocated in Chaftér taking into account theelative
contributions of the spouses in order to arrivethet appropriate quantum of bounty
having regard to all the circumstances. This apgra@dlows a spouse like Mrs Jones an
adequate return on her capital invested (which yminimal) but more importantly
also allows her to share in the profits of the fobbusiness activity to an extent
commensurate with her contribution to the busir{gksly less than a 50-50 split in the

Jones’s situation). This reform option is considareChapter 6.

(v) Settlor

8o7 See text at n 624.

808 See text beginning at n 579.

258



As set out above, a ‘settlor’ is defined in ITTO# any person by whom the settlement
is made®®® Further, a person is treated as having made rsettt if the person has
made or entered into the settlement ‘directly odirectly’, which would include
providing or undertaking to provide funds directly indirectly for the purpose of the

settlemenf?®

The interpretation of ‘settlor’ is less controvaisthan that of ‘settlement’. In
Mills v IRC2* the courts considered the meaning of the wordppse’ in the definition
of ‘settlor’. In the Court of Appeal decision inviaur of the taxpayer, Lord Denning MR
had concluded that the word ‘purpose’ connoted atahelement and for the taxpayer to
have provided funds for the purpose of the setttegnsihe must have had the object — the
end in view — of promoting the purposes of thelsettnt, and she was too young to have
done sd*? Buckley LJ held that the taxpayer did not have tieeessary ‘motivating
intention’ by the provision of funds to benefit #einterested under the truStsThe
House of Lords, however, unanimously allowed thedRee’s appeal. Viscount Dilhorne
(the other Lords concurring) disagreed with LordnBieg MR that the word ‘purpose’
connotes a mental element, and with Buckley LJ thare must be a motivating
intention®* Viscount Dilhorne did not consider it was incumben order to establish

that a person is a settlor as having providedHerpgurpose of a settlement, to show that

809 ITTOIA s 620(1).

810 ITTOIA s 620(2).

81l Mills v IRC (n 741).

812 Mills v IRC[1972] 3 All ER 977 (CA) 988.
813 Mills v IRC(CA) (n 812) 992.

814 Mills v IRC (n 741) 52.
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there was any element ofens realnstead, Viscount Dilhorne concluded that wheis i
shown that funds have been provided for a settlengewery strong inference is drawn
that they were provided for that purpose, an infeeewhich will be rebutted if it is
established that they were provided for anothep@se®>® On the facts iMills v IRG,
the House of Lords determined that there was ndeexde that the funds were provided

for any other purpose, and thus held that the tgxpaas a settlor of the settlement.

In Jones v GarnettDr Brice was of the view that Mr Jones was thiiaeof the
arrangement she identified because he directlyexhti@to the arrangement and directly
provided funds for the arrangement from his workaasomputer consultaft® Park J
similarly concluded that since Arctic’s profits veeattributable to Mr Jones’s activities
and the modest salaries he drew, there was littidodthat Mr Jones was the settlor of
this arrangement. The taxpayer’s counsel had alsoetled that if Park J found there to
be a settlement, Mr Jones would have been thesaitid this point was not disputed in
the Court of Appeal or in the House of Lords. liy awent, Park J's conclusion is entirely
consistent with Viscount Dilhorne’s approachMills v IRC. As a result, it appears from
Mills v IRC and Jones v Garnetthat once an arrangement constituting a statutory
settlement has been found to exist in a familyd#ad-sprinkling situations like that of
the Jones’s, it will follow almost automaticallyatithe fee-earner spouse will be found to

be a settlor.

(b) Outright Gift Exclusion

815 Mills v IRC (n 741) 52.
816 Jones(SC) (n 718) [66].
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ITTOIA section 626 (formerly ICTA 1988 section 66(®)) provides that income arising
from settlement property is not treated as the nmemf the settlor in the case of an
‘outright gift’ by one spouse to the other of pragefrom which the income arises so
long as (A) the gift carries a right to the whofette income and (B) the property is not
wholly or substantially a right to income. Furthargift is not an outright gift for the
purposes of this exclusion if it is subject to ciods, or if there are any circumstances
in which the property, or any related propertypiswill be payable to or applicable for
the benefit of the giver. Determining whether d gifsubject to conditions or whether the

property will become applicable to the benefitteé giver are primarily questions of fact.

The outright gift exclusion from the settlementgiséation ensures that genuine
gifts between spouses are not caught by these fiespolicy arguments in support of
allowing transfer of assets between spouses tdfeetige for capital income attribution
purposes (including marriage neutrality and privaagtonomy but also because it can
lead to a fairer distribution of assets betweerusps) are strong and were discussed at
length in Chapter ' The meaning to be given to the expression ‘whotlgubstantially
a right to income’ as well as the more general goef what constitutes an ‘outright

gift’ are discussed next.

(i) Wholly or Substantially a Right to Income

817 See text at n 530.
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Prior toJones v Garnettthe leading case on whether shares in a famibmnegs were
‘wholly or substantially a right to income’ wa¥oung v Pearc&® In that case,
preference shares were issued to the wives ofstbetdinary shareholders and directors
of a small company. The preference shares catedight to a dividend equal to 30% of
the company’s net profits for a year provided tbmpany resolved to distribute any part
of its profits for that year; the ordinary sharesried a right to a dividend in respect of
any balance of the profits resolved to be distadutPreference shareholders were
entitled to attend and to speak, but not to vdtdiecompany’s general meetings, and on
liquidation the preference shareholders were edtitinly to repayment of the nominal
sums paid on the allotment of the shares. DividesfdS60,000, £40,000 and £36,000
were paid in the 1990, 1991 and 1992 tax yeargewwely. The husbands were

reassessed under the settlements provisions fantéxe dividends paid to their wives.

In the High Court, Sir John Vinelott found for tiikevenue, holding that the
creation of, application by each wife for, and t&lent of the preference shares together
constituted an arrangement or disposition and ¢hegtutory settlemefit? Further, he
held that the spousal outright gift exception dod apply because the property given (the
preference shares) was wholly or substantiallyghtrio income. Apart from the right to
receive the preferential dividend if the taxpayghe only directors) decided to distribute

profits, the shares had only the limited rightsctiégd above. While as a matter of strict

818 Young v Pearcén 733).
819 Young v Pearcén 733) 345.
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legal principle the preference shares were assstisa from the income derived from

them, Sir John Vinelott concluded that in realtigy could never have been reali§&4.

In the Settlements Guide, the Revenue state thet ftom one spouse to another
of ordinary shares in a FTSE100 company would retcbnsidered to be a gift of
property that is wholly or substantially a right tacome because the shares have a
‘capital value’ and can be trad&d.A spousal gift of ordinary shares in a small ptéva
manufacturing company that owns factory and equigraad employs 10 people would
also not be considered a gift of property that oMy or substantially a right to income
because the shares have ‘capital rights’ and thgpaay has substantial assets so on the
winding up or sale of the business the shares wbale more than an insubstantial
value®?? On the other hand, the Revenue take the viewwhate ordinary shares in a
consulting company with no substantial capital sssee gifted or subscribed for a
nominal amount and the recipient/subscriber is responsible for generating the
consulting income of the company, the shares wbeldonsidered to be property that is
wholly or substantially a right to income becaubke tapital value of the shares is

insignificant®® This conclusion appears to extend well beyondyiteng v Pearcéype

situation, and was testedJdones v Garneit

In Jones v Garnettboth of the Special Commissioners accepted that t

arrangement could constitute an outright gift, they disagreed over whether Mrs

820 Young v Pearcén 733) 345-46.

821 Settlements Guide (n 2) Annex A, example 23.

822 Settlements Guide (n 2) Annex A, example 24.

823 Settlements Guide (n 2) Annex A, examples 11 &hd 1
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Jones’s share in Arctic was wholly or substantiallsight to income. Proceeding on the
assumption that she was wrong and there was arsetit, Miss Powell concluded that
the exclusion in section 660A(6) would apff{She considered that if Mrs Jones’s share
was part of a statutory settlement it was becaoseshare was invested with value as a
result of the bounty provided by Mr Jones, anddf@e she believed it was not straining
the language of the section to say that this wggtéoy Mr Jones. Further, since Mrs
Jones’s share was an ordinary share, carrying wvithe usual rights of such a share,
including the rights to full participation in anyqeeeds of sale or liquidation and to
attend and vote at meetings, her share could opieply be described as merely a right to

income®2°

Dr Brice, on the other hand, thought that secti@/46) did not apply?°
Bearing in mind the whole of the circumstances Hrel intentions of the parties, she
concluded that Mrs Jones’s share was, if not whaien substantially, a right to
income®?’ She was unable to distinguish the ordinary shfxces the preference shares
in Young v Pearc®® which were non-voting and had no right to parétipon a
winding-up of the company. Surprisingly, Park Jemgl with Dr Brice on this point,

though ‘with some hesitatiofi*® The hesitation is justified; it is difficult toee, even

taking a broad view of the situation, how the ocaglinshares ildones v Garnettould be

824 Jones(SC) (n 718) [134].

825 Jones(SC) (n 718) [135]-[136].
826 Jones(SC) (n 718) [81].

821 Jones(SC) (n 718) [81].

828 Young v Pearcén 733).

829 Jones(HC) (n 713) [44].
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considered to be indistinguishable from the nonngptpreference shares iMoung v

Pearce Morritt C helpfully addressed this point, statitftat if he was wrong and a
settlement did exist and it was an outright gtiert he would have concluded that Mrs
Jones’s ordinary share of Arctic was not substiytaright to income. Her share had
exactly the same rights as Mr Jones’s share amgethghts, for example the right to
share in a distribution of assts in the event @firrd-up and the right to vote at general
meetings, constituted more than a mere right t@rme and were unaffected by the

alleged arrangemefit®

The Lords were unanimous that the ‘outright gifception applied. Lord
Hoffmann distinguished Mrs Jones’s ordinary shamemf the shares held by the

taxpayers’ wives irYoung v Pearcas follows®*!

‘The share [owned by Mrs Jones] was not wholly veresubstantially a
right to income. It was an ordinary share confeyranright to vote, to
participate in the distribution of assets on a wigdup, to block a special
resolution, to complain under section 459 of than@anies Act 1985.
These are all rights over and above the right¢onme. The ordinary share
is different from the preference shares Young v Pearce.which
conferred nothing except the right to 30% of theé peofits before
distribution of any other dividend and repaymentwinding up of the
nominal amount subscribed for their shares. Thobares were
substantially a right to share in the income ofdbmpany.’

Lord Hope agreed, going so far as to concludedfdihary shares could never fall within

the carve-out for outright gifts that are whollysubstantially a right to inconfé&?

830 Jones(CA) (n 713) [97].
831 Jones(HL) (n 713) [30].
832 Jones(HL) (n 713) [38].
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‘The rights which an ordinary shareholder enjoys raot confined wholly,
or even substantially, to a right to income. Thadee of the assets of the
company belongs to the ordinary shareholders, #fterights of creditors
and any preference shareholders have been satiSfeegroperty given
which consists of ordinary shares in a company alifays attract the
exception in section 660A(6).’

The views of the Lords, Morritt C and Special Corssioner Powell on this point are
preferable to that of Park J and the position astbfiity the Revenue in the Settlements
Guide. As Vaines argues, even though Mrs Joneshnaaa director, by virtue of owning
50% of the ordinary shares and 50% of the votes Mnes had the potential to exert
considerable influence over the company’s affiitdn addition, unless the Table A
articles had been modified, Mr Jones would neebetoe-elected as director each year,
and he would have needed Mrs Jones to vote forshioe the appointment of a director
must be authorised by an ordinary resolution rémgiimore than 50% of the vot&¥.
Furthermore, although directors recommend the paynoé a final dividend, this
payment must be approved by the members in gemerting. Therefore, Mrs Jones had
full power on each occasion a final dividend paym&as proposed to accept or reject

#° Finally, the Arctic shares had capital value. iftae outset of their

the paymen
arrangement Mr and Mrs Jones were asked if theeean@ossibility they might at some
point decide to sell their shares, or liquidateirth®ldings, the answer undoubtedly
would be ‘yes’. Admittedly her share need only bebstantially’ a right to income, but

in these the circumstances Mrs Jones’s share walk more than that. Vaines comes to

the same conclusion: ‘This is not wholly or substdly a right to income; this is wholly

833 Peter Vaines, ‘Arctic Systems: Director or Diot& (28 October 2004) 154 Taxation 90.
834 Vaines (n 833) 91.
835 Vaines (n 833) 91.
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or substantially a right to the full measure of iggwhich applies to ownership of

ordinary shares*

Furthermore, a strong argument can be made thataoydshareholders generally
have no ‘right’ to income at all. In commenting thie Revenue’s position in Tax Bulletin
64 (now reflected in the Settlements Guide), Slearrectly points out that there is at
best merely a future expectation that dividends Wwé paid on ordinary shar&¥.
Further, Slevin states that once the board of tirechas lawfully resolved to make an
interim dividend payment, this gives rise to a htiguntil the payment is made, but
arguably even in this situation the directors wostidl have the power to rescind the
resolution before the payment is m&de. In any event, prior to the declaration of a
dividend, either by the board or by resolution loé shareholders in the case of a final
dividend, Mrs Jones has no ‘right’ to income at, @hly a mere expectation that
dividends will be received. This sort of expectatgurely is distinguishable from the

right referred to in section 660A(6). As Slevimctudes®®

‘Any reasonable interpretation of subsection 6(b) that the right
envisaged by the draftsman is an enduring rigletxistence at the time of
the gift, as opposed to merely an expectation shaght to a dividend
would arise.’

(if) Outright Gift Generally

836 Vaines (n 833) 92.
837 Kevin Slevin, ‘Muddled Thinking’ (31 July 200351 Taxation 477, 478.
838 Slevin (n 837) 478.
839 Slevin (n 837) 478.
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The New Shorter Oxford Dictionary defines ‘givings ‘the voluntary transference of
property without anything in return’. Similarly, iBerry v Warnett (Inspector of
Taxesf*® Buckley LJ thought that the ordinary primary meaniof ‘gift was ‘a

voluntary transfer of property made without considien’ 24*

In Jones v GarnettPark J concluded that the arrangement involvimgahtd Mrs

Jones could not even be described properly asaright gift’ in the first placé?

‘There was far more comprised in [the] arrangem#van would be
covered by the expression “an outright gift”. Indethe arrangement did
not even include an element which could, even takersolation, be
regarded as an outright gift. Mr. Jones did notegio Mrs. Jones her
share.’

Morritt C agreed with Park J's reasoning and cosiciu on this point?® but the Law
Lords did not. Although this approach did not fifadour in the House of Lords, it is a
much stronger and more satisfactory conclusion ti@ding that Mrs Jones’s share was
substantially a right to income as it is consisteitlh the established meaning of the word
‘gift as a voluntary transfer of property for n@rsideration. The provision at issue
requires an outright gift from one spouse to anotbk property from which the
settlement income arises. The property giving tisethe settlement income in this
situation must be Mrs Jones’s share in Arctic. bliek did not give Mrs Jones her share;

she bought it from a third party. Therefore, a my@argument can be made that the

840 [1980] 3 All ER 798 (CA).

84l Berry v Warnett (Inspector of Taxds)840) 811. Buckley LJ was considering the meguaf the
phrase ‘a gift in settlement’ in FA 1965 s 25(2).

842 Jones(HC) (n 713) [44].
843 Jones(CA) (n 713) [91]-[93].
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exclusion should not apply. It appears to be gdiog far to conclude, as Special
Commissioner Powell did, that an arrangement isoatnight gift merely because it
contains an element of bounty. Equating the broaacept of bounty with the much

narrower expression ‘outright gift’ strains the mieg of that term.

Furthermore, Park J opined obiterJanes v Garnetthat even if Mr Jones had
subscribed for both Arctic shares and then given afrthe shares to his wife, this would
still not constitute an outright gift under secti®80A(6)%** He considered a settlement
that is itself an outright gift falls within the elasion, but a settlement of which only one
element is an outright gift does not. In his vigle exclusion was intended to apply to
straight-forward cases where one spouse gives amdimvestment income-yielding
property to the other, such as gifts of quoted ehayielding normal dividends, or

tenanted property yielding rents, and not situatilite that of Mr and Mrs Joné&%

Despite the logic of Park J's approach, the Hoddeoaods disagreed with Park J
and the Court of Appeal, unanimously holding tha¢ &exception for outright gifts
between spouses applied. Lord Hoffmann began hsores on this point by noting that a
gratuitous transfer of quoted shares from husbandwife, although obviously a

settlement for the purposes of ICTA 1988 sectiod/G6s excluded from the section and

844 Jones(HC) (n 713) [45].
845 Jones(HC) (n 713) [45].
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the income is taxed as the wife’s incoffieHe then considered the Revenue’s arguments

why this treatment did not apply in Mrs Jones’siaiiton:

847

‘First, [the Revenue] say there was no gift of share by Mr Jones to Mrs
Jones. He never owned the share which she tookeltinged to the
formation agents and Mrs Jones bought it from tfem 1.

In my opinion this narrow analysis of the transactiwould be
inconsistent with the reasoning by which | think thansfer comes within
section 660A in the first place. It was Mr Jonegisisent to the transfer of
a share with expectations of dividend to Mrs Jdoe<£1 which gave the
transfer the “element of bounty” for the purposésextion 660A. By the
same token, | think it made the transfer a ‘gifr fthe purposes of
subsection (6). And there is no dispute that, ifwas a gift, it was
outright.’

Having rejected the Revenue’s first line of argutnenrd Hoffmann continued®

‘The [Revenue’s] second argument is that the teansff the share was not
the whole of the arrangement, which included thevigion of services by
Mr Jones, the dividend policy and so forth. Agdithink that would be

inconsistent with the argument by which the Revdmaee, in my opinion,

succeeded on the first point. The transfer of theres was in my opinion
the essence of the arrangement. The expectati@mthef future events
gave that transfer the necessary element of bobuty the events

themselves did not form part of the arrangement.’

Similarly, Lord Walker conclude*’

‘...Arctic was the chosen vehicle through which Mnés was to offer his
valuable services as an IT consultant, and it waac of bounty on his
part to permit his wife to acquire half its equity the nominal sum of £1.
In my opinion that amounted to an outright gifttbé share within the
meaning of section 660A(6). | respectfully disagneth Park J's contrary

846

847

848

849

Jones(HL) (n 713) [26].
Jones(HL) (n 713) [27-28].
Jones(HL) (n 713) [29].
Jones(HL) (n 713) [55].
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conclusion because | think he took too expansiveew of the scope of
the statutory settlement.’

Lord Neuberger found Park J's view ‘formidable’ hutimately agreed with the other
Lords — the reasons underlying the ‘bounty’ condnslso support a finding that there

was an ‘outright gift®>°

‘I see the force of [Park J's] point, particularas section 660A(6) is
concerned with the question of whether the “settliet) as opposed to the
transfer of property comprised in the settlemeafstituted an “outright
gift”. However, it seems to me that the point wriyndetaches the bounty
from the property, and that it contains an elenaénbhconsistency, which
is rather similar to the inconsistency in the prgpon that, because the
share was acquired for £1, it cannot be treatea gift. The only reason
that there is a settlement in the present cageighere is an arrangement
involving the acquisition of a share which includes element of
“bounty”, as a result of what it is anticipated Mhiappen following the
acquisition of the share. In other words, the amlgison that there is an
“arrangement” is that the share acquired by Mresomas, at the time of
acquisition, worth more than she paid for it. Iréfere find it difficult to
see how one can detach the bounty from the prap&hg notion that
there is a gift of the share arises because of whatanticipated, indeed
what was intended, to happen in the future.’

(iii) Conclusion on Outright Gift in the Family Biress Context

In the case of a straight gift of ordinary shamesrf one spouse to another, the Revenue
in the Settlements Guide argued that such a gifildvaot qualify for the outright gift
exclusion where the shares could be said to belybolexclusively a right to income.
The Revenue focused on the capital value of theeshand whether the company

involved had substantial assets. For reasons jastigssed, this argument is weak when

850 Jones(HL) (n 713) [94].
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ordinary shares are at issue, and the House ofsLaedision inJones v Garnetshould

put an end to this line of argument.

In other situations, however, the Revenue will bersuccessful on the outright
gift issue, as was the case with the preferenceeshiaYoung v Pearceln addition, in
the postdones v Garnetspecial commissioner decision Buck Sir Stephen Oliver
concluded that the husband’s dividend waiver wasamooutright gift to his then wife
(the only other shareholder) both because the pperen was wholly or substantially
a right to income and also because the sharesgginge to the income were not

transferred™*

‘Section 660A(6) excludes an “outright gift” of grerty from one spouse
to the other from the scope of the taxation ofl@etprovisions. That
exclusion does not however apply where, as heepthperty given is
wholly or substantially a right to income: s 660X{9. Here, income is
diverted by means of a dividend waiver in antidipratof the declaration
of a dividend. There is no “outright gift”’, meredyone-off waiver of any
dividend that might be declared in respect of shamed the shares in
guestion are retained by the previous person matkiagvaiver and not
given to the other spouse.

The exemption in s 660A(6) did apply in Jones v r@dr because, in
contrast to the present situation, the essenti@ngement identified in
that case was the transfer of the share from tlsbdnd to the wife. It
follows in my view that the present situation doest come within s
660A(6). There is no outright gift of property fromhich income arises.’

Although the House of Lords disagreed with Parkviésv that there was far more going
on in Jones v Garnetthan a gift, Park J's conclusion accords well witle reasons

underlying the control method of attribution of tapincome (eg marriage neutrality,

851 Buck v Revenue and Customs Commissiamer93) [21]-[22].
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privacy/autonomy, and because it can lead to arfalistribution of assets between
spouses) discussed at length in Chapté® 4This approach also finds support in
statements by the Inland Revenue and the Finas®atetary to the Treasury made
around the time independent taxation of spousesimtesduced in the late 1988%

First, in a press release dated 14 March 1989dntard Revenue statéd’

‘The changes will ensure that when independenttimxdegins in April
1990, income from aimpleoutright gift of assets between husband and
wife...will be taxed as the income of the recipiendaot as the income
of the person making the gift.” [emphasis added]

The use of the modifier ‘simple’ is consistent wRhrk J's view that the exclusion was
aimed at straight-forward spousal gifts, but, axa$sed above, the Lords disagr&ed.
More importantly, Freedman and Schuz noted thathen debate on the independent
taxation provisions of Finance Bill 1988, the Goweent was asked about the effect of
existing anti-avoidance provisions on transfers atier arrangements between spouses
designed to benefit from the new provisi8rfsin response, the Financial Secretary to the

Treasury (Norman Lamont) stat®d:

‘[W]here one partner in a married couple makes atnight gifts of assets
to the other, our objective is that that should reeognized for tax
purposes, and that the recipient and not the dsinould be taxed on any
income that arises from the assets after the ®anshs occurred....
Independent taxation is bound to mean that somelesuwill transfer

852 See text at n 530.

853 For a contrary view see Redston (n 683).

854 Inland Revenue budget press release (n 681).

855 Text beginning at n 846.
856 Freedman and Schuz (n 80) 205.

8s7 Standing Committee A (23 June 1988) col. 624.
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assets between them with the result that theit taxabill will be reduced.
This is an inevitable and acceptable consequent¢axofg husbands and
wives separately’.

Redston argues that the reallocation of assetsdeetwpouses in order to take advantage
of one spouse’s personal allowances and lower rafetax, was thus ‘not only
contemplated, but accepted by the Government oftithe’ and, furthermore, that
‘[tlhere is no reason why this transfer of assétsutd not include shareholdings and
partnership share&®® It appears, however, that the Government at tme thad not
contemplated income-splitting arrangements othan those involving the simple gift of
investment assets. Redston herself notes theremiglysno mention in the Hansard
debates or in the 1989 Inland Revenue press retdasbether and how the exemption

would apply in the case of a husband and wife smadines$>

In commenting upon the Court of Appeal decisionJanes v GarnettTiley
described the outright gift exclusion as a senskkycise in line-drawing. He argued that
once separate assessment was introduced, thosmgltgwthe legislative changes had to

choose how far spouses should be allowed to agsigme between each otH&?:

‘The legislators could have decided to make all hswssignments
ineffective and treated all income arising from pedy transferred
between the spouses as remaining with the originaler. They did not
do so. They could not go to the other extreme dimvaunrestricted
assignment of income; that would have made a mygakethe tax system.
To allow S1 to transfer, for example, earnings etdénds to S2, would
simply have enabled taxpayers who were not mindedadt on a
commercial basis to rearrange their incomes to thkebest advantage

858 Redston (n 683).
859 Redston (n 683).
860 Tiley (n 162) 299.
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from the availability of personal allowances andvéo ends of the
progressive rate structure. The 1988 principlesewadter all based on
separate taxation not aggregation followed by inesplitting.’

Tiley described section 660A(6) as the resultinghpmmise; the transfer of assets is
permitted to be effective for income tax purposesMeen spouses living together but it
must be rea]® This conclusion accords with the statements oftNor Lamont just cited
and the general conclusions on attribution of ehpitcome made in this thesis in
Chapter 4. Tiley went on to argue that the languafgihe section, which avoids being
over-prescriptive, requires the courts to draw lthe — and they have done so (citing
Young v Peard®?) 2% Nevertheless, this argument did not find favoutha House of
Lords, and the law as it now stands pémtes v Garnetis that once bounty has been
established it will be difficult for the Revenuedogue that there has not been an outright
gift where the shares at issue are ordinary sharether circumstances, such as with the

864
K

preference shares ¥oung v Pearcand the dividend waiver iBuc it will be easier

for the Revenue to argue that there was no outgiht

Finally, although this point is not discussed ire treasons of the Special
Commissioners or any of the judgesJones v Garnettit is interesting to note that the
facts state that the dividends paid to Mr and Mnse3 were deposited into the couple’s
joint bank accourt®> Under section 626(4) of ITTOIA, a gift is not antright gift for

the purposes of section 626 if ‘(b) there are angumstances in which the property, or

8ol Tiley (n 162) 299.

862 Young v Pearcén 733).

863 Tiley (n 162) 299.

864 Buck v Revenue and Customs Commissiamer93) [21]-[22].

865 Jones(SC) (n 718) [23].
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any related property (i) is payable to the giva),i§¢ applicable for the benefit of the
giver, or (iii) will, or may become, so payableapplicable’. Pursuant to sections 625(5)
and 626(6), the dividends, as income from the ptgp@ée the shares), would constitute
related property. Similar wording is found in senti660A(6) of ICTA 1988. Since the
dividends inJones v Garnetivere paid into a bank account in both Mr and Mnse3’s
name, an argument could be made that the dividaml to Mrs Jones ‘may become’
applicable for the benefit of Mr Jones because ag able to withdraw the funds. In this
event, the outright gift exception should not baikable. However, since this argument
was not considered by the commissioners or judgdse case it remains to be seen how
broadly the courts will interpret what on their éagppear to be words with a very broad

scope indeed, should HMRC decide to take this poitite future.

4. CONCLUSION

Mr and Mrs Jones and other small business ownleggtiem will not be happy with the
continuing uncertainty in this area brought on bg tGovernment’'s response to the
House of Lords decision in favour of the Jonesedhé meantime, this form of family
income splitting is able to continue, raising horital equity concerns for unincorporated
business owners and employees. Moreover, the (etetplunderstandable) pursuit of
this and other tax benefits from incorporating wslirely continue unnecessarily to
complicate the lives of small business owners whwermwise would have carried on

business in a much simpler unincorporated f&t.

806 Freedman (n 650).
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E. EMPLOYMENT -RELATED SECURITIES

Finally, ITEPA section 447 levies an employment t&harge on ‘other chargeable
benefits from securities’. The provision was intiodd in response to avoidance schemes
whereby executives were given shares in speciatijyéd companies that then paid large
dividends; these dividends were taxed much motgljighan employment earnings and
were not subject to NICE! Arguably, this section might apply in a familynepany

income-splitting context as well.

A charge under section 447 arises where an ‘agedcerson’ receives a benefit
in connection with ‘employment-related securitieis, which case the taxable amount
determined under section 448 counts as employmentrie of the employee for the tax
year in which the benefit is received. For thispgmse, ITEPA section 421C defines
‘associated persons’ as the person who acquireeni@oyment-related securities, (if
different) the employee, and any ‘relevant linkesigon’. Pursuant to section 421C(2) a
person is a ‘relevant linked person’ if that pergom the one hand), and either the person
who acquired the employment-related securitiesherémployee (on the other), are or

have been connected or are or have been membils sfime household.

Formerly, section 447 did not apply if the benediteived was otherwise subject
to income tax, ie under Schedule F. In 2005, hawnesection 447(4) was added to
provide that the exclusion for benefits otherwigbjsct to income tax does not apply if

‘something has been done which affects the emplaymedated securities as part of a

867 David Cohen ‘When is a Dividend not a Dividenf?006] BTR 7.
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scheme or arrangement the main purpose (or ongeoffin purposes) of which is the
avoidance of tax or national insurance contribigioln some situations section 447 can
be applied to recharacterise dividends as remuasrafhe following example is

provided in the HMRC guidance to Form #3:

J Bloggs works for XYZ plc whose shares are listedLondon Stock

Exchange and on 1 July 2005 he was awarded 10B80Ghares in XYZ

plc for no consideration. The 'B' shares entitBdahgs to receive £20,000
of special dividends on 1 December 2005, 2006 @@V 2The 'benefit’

disclosed on Form 42, is £20,000 per year.

Thus, in this situation, the £20,000 dividends r@eharacterised as remuneration and J

Bloggs is taxed accordingly.

There is some disagreement amongst tax commentddoswhether section 447
as amended could apply to restrict income-splitamgangements like that idones v
Garnett®® The Professional Contractors Group has warnethésbers that the ambit
of section 447 is ‘ambiguous’ and it could be ‘wgbnused to attack legitimate small
businesse$’® Cohen is uncertain as to whether the mere acedfdng a dividend on
such shares would be cauffit. Furthermore, Cohen notes that shortly after the

amendment was introduced, Paymaster General Dainrafto responded to concerns

808 HM Revenue & Customs, Form 42 (December 2006)
<http://www.hmrc.gov.uk/forms/form42.pdf> accesdedJune 2009.

869 Nichola Ross Martin, ‘A New Tax on Dividends —igted’ (25 October 2006) AccountingWeb
<http://www.accountingweb.co.uk/cgi-bin/item.cgi2ib61179&d=1032&h=1019&f=1026/>
accessed 14 June 2009.

870 Professional Contractors Group Limited, ‘PCG &pBriefing: Section 447’ (2007)
<http://www.pcg.org.uk/cms/index.php?option=com_teoi&view=category&layout=blog&id=6
62&Itemid=1098> accessed 14 June 2009, 1.

87t Cohen (n 867) 7.
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raised by the CIOT and others by providing assweanicat the amended section 447 was

aimed at complex and contrived avoidance schéfes.

Furthermore, Cohen as well as Thornhill argue seation 447 will not apply in
any event in dones v Garnettype situation because of the application of secii16A
of ITEPA, which states that any income, so fart i&lls with Part 2, 9 or 10 of ITEPA
and ITTOIA Part 4 Chapter 3 (‘dividends etc from Wdsident companies’) is to be dealt
with under ITTOIA®" For this reason, Thornhill has described the amérsiction 447
as ‘a damp squilf’* Others take a more cautious view. Hutton is ofdpimion that the
shares in @ones v Garnettype case would be employment-related securitikspugh
he is sceptical as to whether one or even a sefigividends does ‘affect’ the shar&s.
In any event, Hutton believes that HMRC do wishafiply NICs to all dividends on
shares owned by employees who receive less tharakét value’ salary and so would

not find it surprising if there were further amerefits to section 447°

Assuming that the dividends in dones v Garnettype situation could be
recharacterised as remuneration, the next quesiomho would be taxable on the
additional remuneration? There is not much douat Mr Jones would be taxed on the

dividend payments made to him, but what of thed#imds paid to Mrs Jones? Would

872 Ross Martin (n 869).
873 Cohen (n 867) 8.

874 Ross Martin (n 869). See also Nichola Ross Maifileepless in Securities: Employment-related

Securities’ (13 July 2006) Taxation 410.

875 Matthew Hutton, ‘Capital Tax Review’ (October Z)@Dcode Online
<http://www.dcode.co.uk/site/home/20051122settlembimI|> accessed 20 July 2006.

876 Hutton (n 875).
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they be recharacterised as her additional remuoarat his? Section 447(1) on its face
applies to ‘associated persons’, which as notedalbtcludes the employee (Mr Jones)
as well as connected persons or members of hissholds either of which tests would
catch Mrs Jones. This seems to permit Mrs Jonagidemhds to be taxed as additional
remuneration of Mr Jones. As mentioned in Chaptehd benefit-in-kind rules, such as
ITEPA section 201, can apply to tax an employeepagments and other benefits
provided to the employee’s family’ For example, assume a family company provided a
car to the spouse of the company’s director antherfit in kind charge arose because
the spouse’s earnings were below £8,500 (calculsteds to take into account the car
benefit). According to Deek, in such a case itas tinknown for the Revenue either to
argue that such a benefit is not ‘wholly and exelly’ for the company’s trade or that it
is a car provided to a member of the director's detwold by virtue of his or her
employment, with the result that the car benefiuldabe taxed as remuneration of the

director®’®

F. CONCLUSION

This Chapter considered how the UK tax regime cilyedeals with income-splitting
arrangements in the context of family businességs. UK tax authorities rely primarily,
and not entirely successfully, on the ‘wholly andlasively’ test and the settlements
legislation. Although there are few decided caseshe application of the ‘wholly and

exclusively’ test to family income-splitting arramgents, cases such &opeman v

877 Text at n 517.
878 Deek (n 646) 18.
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Flood illustrate that the test places some restrictmmgxtreme forms of income splitting
involving the payment of above-market value rematien to family members. Notably,
although it is a test of general application totgfles of business expenses, and is not
detailed or particularly certain as to its appligat it is a well-established part of the tax
landscape. The ‘wholly and exclusively’ test canbeta complete solution, however, as
it does not apply to more sophisticated incometspdi arrangements involving the
payment of below-market salaries (as opposed tessweely-high compensation) or to
payments that are not deductible in computing lassinprofits in any event, such as

dividends.

Furthermore, attempting to address income splitttmgugh family partnerships
by challenging the validity of the partnership @t fikely to be effective for the UK tax
authorities except in the most egregious of case®lving minor children. The
settlements provisions have some teeth, partigularl relation to income-splitting
arrangements involving minor children, spousal dévid waivers, or where spouses are
given preferred shares in a family company, butexddenced by the result fones v
Garnett will not be effective in other situations whemesspouse appears to be receiving
a greater share of the business profits in the fofdividends on ordinary shares than
might be warranted by his or her relative contiitiutto the business. In addition, the
settlements provisions do not address the taxradat advantages from converting
highly-taxed labour income into lower-taxed capitelome. As a result, Mr Jones is able
to convert a portion of his labour income into ¢apincome, and moreover, a portion of
that income can then be shifted to Mrs Jones. f@sslt undermines the policy grounds

behind the choice of the individual as tax unitvad as the income attribution principles
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established in the previous Chapters. The provssaeo lack a reasonability or arm’s
length principle component upon which to ground appropriate assessment of the
guantum of bounty in cases involving joint but uma&qgcontributions to the business.
Finally, ITEPA section 447 may apply in situatidike that inJones v Garnetialthough

to-date that provision has not been so-utilised.

Where can the UK tax system go from here? Poss#itgms, some minor and

some fundamental, are discussed in the next Chapter
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CHAPTER SIX: OPTIONS FOR REFORM

A. INTRODUCTION

Arriving at a suitable solution to the challengesgd by income-splitting arrangements
involving family businesses is not an easy task tbor policy makers, and it is not
surprising that the UK Government so far has bewmable to come up with a workable
solution. This Chapter puts forth a number of gassapproaches, ranging from doing
nothing at all to major structural reform to thegaon of small businesses, which alone

or in combination could provide at least part @& glusive answer.

Part B begins by discussing whether any changedgsssary or if the status quo
as described in the preceding Chapters is satisfad®art C evaluates the merits of new
legislation, either in the form of amendments te #xisting rules or through the
introduction of an entirely new statutory regimartD considers expanding the scope of
the employment tax regime as a means of restrigtiegability of some taxpayers to

engage in business income splitting.

Part E analyses more radical options availabledfmrming the UK tax system. It
begins by considering why it is that the tax systmoourages someone like Mr Jones to
incorporate and take most of his remuneration énfthm of dividends rather than salary.
Even if Mr Jones had had to pay tax on the dividepald by Arctic to Mrs Jones, this is
still a much better result from both an income gexd NIC perspective compared with

drawing a salary. Reforms to better align the tad &IC treatment of employees,
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incorporated and unincorporated businesses woudldcesthese incentives and limit the
benefits to be had from entering into income-gplittarrangements. Part F examines
whether tax avoidance approaches could provide tesfaaory solution. Part G

concludes.

B. Do NOTHING

The easiest option, and the option that the UKatathorities have ended up taking to this
point, is to do nothing. The status quo has itspeuers. Redston argues that placing
income splitting under a microscope ‘is likely tause disproportionate complexity and
uncertainty for small family business&&’.She concludes that a ‘Nelsonian approach’ is
the best approach: ‘the Government should thergfimleup its telescope and then turn a
blind eye.® There is some merit in Redston’s position, esfigaiiven the rapid pace
of growth and change in UK tax legislation discasseChapter 2% It will be recalled
from that discussion that according to Raz onehefrhore important principles that can
be derived from the basic idea of the rule of lawhat laws should be relatively stable.
Stability is important because people need to krbes law not only for short-term
decisions but also for long-term planning. The Me@dmmittee and Shaw, Slemrod and

Whiting have argued that stability is a highly dable feature of a tax system given the

879 Redston (n 62) 686.

880 Redston (n 62) 686. Redston’s reference to Neasarreference to the origin of the idiom ‘turn a
blind eye’, meaning to ignore unpopular facts atess. Admiral Nelson was blinded in one eye
early in his Royal Navy career. During the Batf€€Copenhagen in 1801, Nelson ignored orders
to cease action by putting his telescope to higdofiye and claiming he could not see the signal:
see BBC, ‘Horatio Nelson’ <http://www.bbc.co.uk#ais/historic_figures/nelson_horatio.shtml>
accessed 30 April 2009.

881 See text beginning at n 128.
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substantial compliance costs change involves. Thstability arguments must be
balanced against the uncertainty that continuesexist in the application of the
settlements provisions in the family business cdantBut is doing nothing a realistic

option for the UK Government?

Chapter 3 examined the question of whether the WKce of the individual as
the tax unit was appropriate and concluded thatas; there is no need to undertake
fundamental reform in this area, such as returtnghe pre-1990 system in which a
wife’s income was added to her husband’s and taeelis. There is a case for a more
functionally-based approach to tax legislation, bBear, which might mean rethinking
provisions based on marriage/civil partnershighsexclusion of other relationships such
as cohabiting unmarried couples. Chapter 4 coresidethether the control principle was
the appropriate choice for attributing income (bcipital and labour) to the tax unit and
again concluded that for the most part it was,calth there is some difficulty applying
this principle in practice under the current ruldsere income is produced by the joint
effort of related parties, such as in a family parship or company. Chapter 5
demonstrated that the primary UK rules addressiogme splitting in family businesses
(eg challenging the validity of partnerships, theholly and exclusively’ test for
deductibility of salaries and the settlements lagjen) place some limitations on the
ability of families to engage in more extreme foraisncome splitting (such as paying
excessive compensation to spouses and childrep)tee®me inherent uncertainty as to

their application in specific situations.
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It also must be emphasised that the resulloimes v Garnetivas not a complete
disaster for HMRC by any means. The House of Laatzpted a broad interpretation of
‘arrangement’ and the common law bounty requireméoés not appear to be a
particularly difficult hurdle for HMRC to overcomas long as the arrangement at issue
would not have been entered into by parties dealihgarm’s length. The Special
Commissioner decision iBuckappears to widen the scope of ‘arrangement’ ewghedr
since in that case the mere waiver of a dividenmvimyears by a taxpayer was enough to

constitute a bounteous arrangem@&t.

Furthermore, the outright gift carve-out in thetleetents provisions is somewhat
limited, applying as it does only to gifts betwesggouses and civil partners and not to
arrangements involving other family members (eslscminor children) or cohabiting
unmarried couples or even spouses in cases wheferqgd shares are involved. In
addition, for the reasons discussed eaffferit may well be that the outright gift
exception will be further restricted when a cowtnes to consider fully the additional
limitation in section 626(4) of ITTOIA concerningftgd property or related property that
will, or may, become payable or applicable to tlwat. It remains to be seen, for
example, whether in a future case the courts wilkimore closely at the destination of
income from an alleged settlement. If, agames v Garnetthe dividends are paid into a
joint bank account, or otherwise used in a way tmetefits the settlor, a court may

decide that that arrangement will not qualify flee butright gift exception.

882 Buck v Revenue and Customs Commissiamer93) 6-7.

883 See text above at n 865.

286



Finally, in future cases the courts may constr@e'dlitright gift' exception more
narrowly than is presently the case for other reast one of the few cases sirnlmnes
v Garnetf the Special Commissioner Buck concluded that a one-off waiver of any
dividend that might be declared in respect of shavbere the shares in question are
retained by the person making the waiver and nagrgto the other spouse (unlike the
situation inJones v Garneltdid not qualify as an outright gt The House of Lords
may in the future have the opportunity to revisitether a situation likdones v Garnett
should fall within the outright gift exception, gm that the income at issue is derived, at
least to a significant degree, from the ongoingltatof the settlor. If the policy behind
the outright gift exception is to exempt genuirensifers of assets between spouses—in
keeping with the control theory of income attriloatidiscussed in Chapter 4—an ongoing
transfer of earnings from a settlor that constitota large part labour income under his
control should not, as a matter of principle, salify The reasoning of Park J dones v

Garnettis commendable in this regaf.

In summary, doing nothing may, given enough time amore cases, prove to be
an acceptable strategy for the UK Government. Algfiothe settlements legislation has
been around since the 1930s, it is still compaestiearly days in terms of how these
rules apply or do not apply in the family businesgtext. The continuing uncertainty as
to if and how these rules apply as they currentindg is not especially desirable, but

much has already been learned from a relativelyrfember of cases. In time even more

884 Buck v Revenue and Customs Commissiamer93) 9-10.

885 Text beginning after n 850.
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cases will find their way to the courts, and maxet fpatterns will be available to help

tease out the application of the settlements pi@mvis the family business context.

As the law presently stands, however, doing notisngpt the best choice from a
tax policy standpoint. Why should the UK tax authes be content with a situation in
which they are able to restrict some forms of ineesplitting arrangements involving
family businesses but not other forms? Such a tgiuds far from ideal on policy
grounds. The inability to effectively deal with theansfer pricing issue for jointly-
produced business income, as exemplifiedJopes v Garnettis the most glaring
weakness in the present state of the law. HMRCniable to effectively challenge
situations where one spouse (eg Mrs Jones) apfehesreceiving a greater share of the
business profits than might be warranted by hetiked contribution to the business. This
situation allows taxpayers to self-select out c# thdividual tax unit and the control

model of income attribution, undermining both aaducing the tax take in the process.

Deeper structural issues exist as well. Neutrdd#yween business forms is the
most obvious. Doing nothing leaves incentives iacpl that encourage taxpayers to
incorporate rather than carry on activities as @ygxs in search of lower taxes generally
as well as the income-splitting advantages. Thsultealso violates the principle of
horizontal equity. Finally, again for horizontalwgty reasons, the settlements legislation
ideally should not apply to married spouses difilse (more or less harshly) than to
similarly-situated unmarried cohabitants. Recemtlyrer UK anti-avoidance rules (such

as the managed service company rules) target bathned and unmarried cohabitants
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living together as husband and wife. This is a cemdaable development given the

increasing number of unmarried cohabitants as dssmlin Chapter %°

C. NEW INCOME-SPLITTING LEGISLATION

If something indeed does need to be done—as appeaes the case—the simplest and
most obvious option for reforming the law in thiseea is to introduce new statutory
provisions to explicitly target the mischief of omae-splitting arrangements like that in
Jones v Garnetthat are otherwise not caught by the settlemegis|ation or other tools

such as challenges to the validity of partnershipd the ‘wholly and exclusively’ test.

Such new legislation could take the form of amenibi@r additions to the settlements
legislation or, alternatively, an entirely new legtive code (as the Government initially

preferred) could be introduced. This latter opi®oonsidered first.

1. ANEW LEGISLATIVE SCHEME

Oliver and Hatrris argue that the settlements pronssare looking ‘substantially archaic’
in the current services et and that if income splitting in family businessesiot to be
tolerated ‘as a bare minimum...it is time the setdamprovisions were morphed into
something more fit for purpos&® The UK Government’s 2007 proposals to do just tha

are considered next.

886 See text at n 229.
887 Oliver and Harris (n 145) 285.
888 Oliver and Harris (n 145) 287.
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(a) The 2007 Proposals

Following quickly on the heels of the taxpayerstery in Jones v Garnettthe UK
Government elected to pursue the implementatiora afew legislative regime. The
Government announced in the October 2007 Pre-BuRigeort that it intended to launch
a consultation on draft legislation to prevent meoshifting through partnerships and
companies, and aimed to have this new legislaggéme take effect from April 2068°

It took until December 2007, however, before atj¢iM Treasury / HMRC consultation
document on income shiftifi was released, leaving only a very short consaolati
window. The consultation document included illuste draft legislatiof™ specifically
targeting income shifting through family business@®t just companies but partnerships
as well. As the legislation was principle-basecheatthan detailed, it also included
extensive draft guidance—albeit with fairly simflis example&®“—on how the
legislation would work®® The Government's proposals, however, were heaviligised

by organisations such as the Tax Faculty of thétite of Chartered Accountants in

889 HM Treasury, ‘2007 Pre-Budget Report and Compmsive Spending Review’ (n 724) [5.99]-
[5.100].

HM Treasury and HM Revenue & Customs, ‘IncomdtBig: A Consultation on Draft
Legislation’ (December 2007) < http://www.hm-
reasury.gov.uk/consultations_and_legislation/incoshéting/consult_income_shifting.cfm>
accessed 27 March 2008.

HM Treasury and HM Revenue & Customs, ‘IncomdtBig: A Consultation on Draft
Legislation’ (n 890) Annex A.

890

891

892 HM Treasury and HM Revenue & Customs, ‘Incoméftiig: A Consultation on Draft

Legislation’ (n 890) Annex B.

893 HM Treasury and HM Revenue & Customs, ‘Incoméftiin: A Consultation on Draft

Legislation’ (n 890) Annex C.
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England and Wal&%* and the CIOY® for reasons that will be discussed shortly. As a
result, in the 2008 Budget Report the Governmenhoanced it would delay
implementation of any new income shifting legigatiuntil the 2009 Finance Bill to
allow for further consultation on its propos&i&As mentioned in the Introduction to this
thesis, the November 2008 Pre-Budget Report puptbeess on hold indefinitely, and

this remains the position following the March 2@@dget.

Although the Government’s legislative proposals ehdeen withdrawn, they
provide a useful example of how a new legislatippraach can operate, the mischief
that the Government aimed to tackle, and the isthesarise. For those reasons, the
proposals will be examined next in some detail. ifaen thrust of the proposals was as
follows:®*” where income is shifted from one individual (‘mdiual 1) to another
(‘Individual 2')%%® the shifted income is to be treated for the puepasf income tax as
forming part of the income of Individual 1 and ratividual 2 for the relevant tax
year®® In this respect, the proposals follow a similapm@ch to that of the settlements
legislation, though some differences in the detaibs readily apparent, most notably in
the scope of the new code and the new definitiotr®duced. In terms of scope, the

regime applied only to shifted income consisting ditributions of a company or

894 Tax Faculty of the Institute of Chartered Accauris in England and Wales, ‘Income Shifting: A

Consultation on Draft Legislation’ (19 February 8)0axrep 17/08
<http://lwww.icaew.com/index.cfm?route=154639> ase€es27 March 2008.

895 Chartered Institute of Taxation (n 148) (‘Theistgtion would be unworkable and have no
semblance of practicality or certainty’: [2.1]).

896 HM Treasury, ‘Budget 2008’ (n 3) [4.69].

897 Proposed draft Chapter Al of ITA 2007, comprisisgs81A-F.

898 Proposed ITA 2007 s 681B(1).

899 Proposed ITA 2007 s 681C(1).
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partnership profits (‘Condition D% and only where more combined income tax was
payable by Individual 1 and 2 as a result of thpliagtion of these rules (eg the rules
could not be used to generate combined tax sathmgsigh the shifting of losseS)}:
Importantly, income was considered to be shiftedenvithree additional conditions

(Conditions A, B and C) were satisfiel.

Pursuant to Condition A, Individual 1 must be atp#o ‘relevant arrangements’,
or have the power to control or influence relevarfangement®® Arrangements are
‘relevant arrangements’ if the arrangements aregewoiuine commercial arrangements
and it would be reasonable to draw the concludirom all the circumstances of the case,
that the purpose, or one of the main purposeshefatrangements is the avoidance or
reduction of charge to income t&X. Thus, the bounty requirement in the settlements
legislation was eschewed in favour of a ‘genuinencercial arrangement’ combined
with a tax avoidance motivation test. Arrangemerdse genuine commercial
arrangements only where the arrangements are edfaat the course of a trade or
business and for its purpose, or with a view tdirsgtup and commencing a trade or
business and for its purpo¥&.In addition, the arrangement must not be on testhsr

than those that would have been made between gersmnconnected with each other

900 Proposed ITA 2007 s 681B(6).
901 Proposed ITA 2007 s 681D(1).
902 Proposed ITA 2007 s 681B(2).
903 Proposed ITA 2007 s 681B(3).
904 Proposed ITA 2007 s 681E(1).
905 Proposed ITA 2007 s 681E(3).
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dealing at arm’s length or such as would not haaententered into between such persons

so dealing®

Requiring a tax avoidance purpose along with a ceroiality test does not seem
to add much to the common law bounty test. Lordfidann’s formulation of the test in
Jones v Garnetivas that the general effect of the cases is Heseéttlor must provide a
benefit under the arrangement which would not Hasen provided in a transaction at
arm’s length?®’ It is the tax-motivated, family income-splittingigpose that gives rise to
the uncommercial (or bounteous) features of thengement like that idones v Garnett
Although the courts have given the term ‘arrangemienthe settlements provision a
broad scope, as confirmed by Lord Hoffmann and Lwalker in Jones v Garneft’®
interestingly, perhaps to avoid any doubts of thel kaised by Baronness Hale and
Morritt C in that casé’® the term ‘arrangements’ was given its own defimitfor the
purpose of the income-shifting rules; it includasy agreement, understanding, scheme,
transaction or series of transactionghéther or not legally enforceable(emphasis

added)’*°

The second condition (Condition B) required thatspant to the relevant
arrangements Individual 1 forgoes income and anyhef foregone income, or any

income (directly or indirectly) deriving from or lerwise representing any of the

906 Proposed ITA 2007 s 681E(5).
907 Chapter 5, text at n 753.

908 Chapter 5, text beginning at n 742.
909 Chapter 5, text at n 766 and n 782.

910 Proposed ITA 2007 s 681E(6).
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foregone income, would be income of Individual &é¢' shifted income’) for a tax year
(‘the relevant tax yeary** Income is ‘foregone income’ for this purpose if (adividual

1 is (or apart from the relevant arrangements woeldentitled to receive the income but
does not receive it, or (b) having regard to anykwdone by Individual 1 and all other
relevant circumstances, Individual 1 might reasbnab expected to receive the income
but does not do s8? Thus, the work done by Individual 1 is the keyedetinant (as
opposed to the relative work and contributions mdividuals 1 and 2), although the
provision does allow HMRC to take into account ooty the activities of Individual 1

but ‘all other relevant circumstances’.

Finally, under Condition C, Individual 1 must hattee power to control or

influence the amount of the shifted incoff&.

Thus, in summary, if Individual 1 has the powetliehce to forego dividends or
partnership profits that would otherwise come tm land instead shifts the income to
Individual 2 other than on a commercial, arm’s knfasis in order to avoid/reduce
income tax, any shifted income will be taxed initdual 1's hands and not Individual

2’s.

(b) Commentary on the 2007 Proposals

ot Proposed ITA 2007 s 681B(4).
912 Proposed ITA 2007 s 681F(1).
913 Proposed ITA 2007 s 681B(5).
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As mentioned at the outset, the Government’s incehfting proposals were met with
heavy criticism, and deservedly so. The first magj@blem with the draft regime was the
‘general commercial arrangements’ requirement aftdfA 2007 section 681E(2). The
draft guidance stated that this rule is designezhture that the legislation does not apply
to arrangements that are made on terms that wavd bheen made by individuals acting
on an arm’s length basis; that is, to arrangemtrds ‘are the same as those that the

individual would have been willing to undertakelwitn unconnected third party*

In theory, and as advocated in Chapter 4 of thesil) the arm’s length principle
is an appropriate basis for attributing income frimmt business activity to the family
members responsible for generating that incomethEBtmore, supporters of principle-
based drafting contend that a fairly short, broatthfted legislative regime resting on a
foundation of detailed HMRC guidance can be a imgite and effective approach so
long as the administrative guidance adheres ta gleaciples set out by Parliametit.
However, the examples provided in the consultatocument were very simplistic,

assuming, for example, that a spouse has ‘no ileie other spouse’s businésdlt is

914 HM Treasury and HM Revenue & Customs, ‘Incomeftiin: A Consultation on Draft
Legislation’ (n 890) Annex B, [B.20].

915 John Avery Jones (n 138); Lord Howe of AberavSimplicity and Stability: the Politics of Tax
Policy’ [2001] BTR 113; John Braithwaite, ‘RulescaRrinciples: A Theory of Legal Certainty”
(2002) 27 Austl J of Leg Phil 47; Freedman (n 1&xhard Krever, ‘Plain English Drafting,
Purposive Drafting, Principle-based Drafting: Ddes/ of it Matter?’ in Judith Freedman (ed),
Beyond Boundaries: Developing Approaches to Taxdavnae and Risk Manageme@xford
University Centre for Business Taxation, Oxford 0089; Tracey BowleiCountering Tax
Avoidance in the UK: Which Way Forward@ax Law Review Committee Discussion Paper No 7
(The Institute for Fiscal Studies, London 2009)4¥1+or a contrary view see John Prebble,
‘Should Tax Legislation Be Written from a Principland Purpose Point of View?’ [1998] BTR
112.

916 HM Treasury and HM Revenue & Customs, ‘Incoméftiig: A Consultation on Draft
Legislation’ (n 890) Box 1.1 (example with Nina a@tarlie).
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not difficult to design rules to cover such bridine situations, but the contributions
(financial, administrative, technical, strategissamed risks) that one family member
makes to another’'s business is much more likelfalosomewhere along a spectrum
from little involvement to heavily involved. The etion of the ‘genuine commercial
arrangements’ test is more difficult to apply odésithe straightforward examples
provided in the consultation document. The failafeghe Government to recognise this

and attempt to deal with it head on undoubtedlyenmihed their efforts.

Moreover, the CIOT argued in its consultation resmgothat if family business
persons are willing to put in the necessary time effort, it may have been quite easy to
satisfy the commerciality test since the costs Ive@ in hiring a third-party to perform

even a little work at odd times (such as weekemndshalidays) for the business would be

high**’

‘We think that, if most OMBs [Owner-Managed Busises| applied an
arm'’s length test to everything that was done Iloyilflamembers, in many
instances there would be no money left to distabuat the shareholders
because the cost of buying in premises, unclaimxgereses and family
expertise would often exhaust the income. Hencejyn@wvners could
theoretically extract more from the business rathen less if on an arm’s
length basis. We think this would extend to manyth&f people HMRC
probably see as having income shifted to them.rAdlle what is an arm’s
length reward for the general assistance and stmdegn at irregular
times of the day by an individual who can delivdfeetively and
efficiently largely because of a lengthy associatiath and knowledge of
the business and the others(s) involved?’

o7 Chartered Institute of Taxation (n 148) [5.3S&e also Redston (n 62) 683-85 and Crawford and
Freedman (n 94) [II1.3.2].
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The CIOT also noted that it was necessary to psiiily the amount of any shifted
income taxed below the higher rate, not the emtin@unt, thus making it even easier for
taxpayers to satisfy. Finally, the CIOT argued ihatas unreasonable to require family
members to evaluate the commerciality of arrangésnbetween them to the degree
required by the proposed legislation, even if reabte comparatives were available, as
family relationships are not by their nature comeigds especially in how income is
distributed”™® These proposals would have required a consideshiunt of time and
effort on the part of many family business persmesely to be able to demonstrate that

the regime, in fact, did not apply to them in aegitax year:®

The CIOT’s criticisms were generally valid, but th@ain problem with the
proposals was not their reliance on the arm’s lengtinciple, but rather how the
principle was implemented. The scheme focused teavily on the work done by
Individual 1 rather than theelative work and contributions of both Individuals 1 and 2
(and othersj?° Directing the focus on Individual 1 may be appiater in some cases
when the contribution by Individual 2 is minimaldadirectly comparable to services that
could have been provided by non-family membersmbany other situations, however,
the income generated by the business is the joodyct of the contributions (even if
unequal) of more than one individual. Moreover,aasesult of focusing the legislative
proposals on Individual 1, the HMRC examples inelidvith the guidance adopted a

comparable uncontrolled price (CUP) approach (wlattempts to compare prices for

918 Chartered Institute of Taxation (n 148) [5.3].
919 Chartered Institute of Taxation (n 148) [5.3.9].
920 Chartered Institute of Taxation (n 149) [2.6]
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services in a situation involving associated esgitiwith prices charged between
independent entities in comparable circumstanceEtgrmining comparables for the less
active spouse in a husband and wife business. [€ftisiMRC open to the criticisms
raised by the CIOT in the quotation above thatithex would be difficult to find
appropriate comparables or, if comparables weradpit would be easy to satisfy a
comparability analysis. Instead, HMRC should haeeognised that whilst a CUP
approach may be appropriate in those (few) casesend family member is providing
minimal services directly comparable to that thatld be provided by a third paffy a
more appropriate way of implementing the arm’s thngrinciple is to determine a
reasonable attribution of profits to each family mieer based on their relative
contributions to the joint undertaking using a preplit approach (as discussed in

Chapter 4§%

In addition, the CIOT?*® Redstor??* Gammié€?®® and others argued that this type
of legislative response imposes an unacceptableianecessary level of uncertainty and
complexity for small business owners who must asffess their income tax liability and
may not have the resources to pay for professiadaice. These are very important
considerations; however, these concerns can bélover. For example, if in applying
the proposals a question arises as to whether s@riearawing a below market-salary,

this will obviously require a determination as tbhava market-level salary will be in the

921 As described in Chapter 4; see text at n 596.

922 Text beginning at n 597.
923 Chartered Institute of Taxation (n 148) [5.3.9].
924 Redston (n 62) 681.

925 Gammie (n 61) 691.
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particular situation, and this determination neaghsinvolves some uncertainty and
judgment. However, the ‘wholly and exclusively’ tediscussed in Chapter 5 raises
similar issues but no one is suggesting that #sit is too uncertain or too arbitrary to
apply. Is it much more difficult to determine ifraeone is being paid too low a salary as
compared to too high a salary? Whilst we may nowkfor certain whether a reasonable
salary for someone like Mr Jones is £60,000 or @YW, one can feel pretty comfortable

that it is not £7,000.

Admittedly, the analysis becomes more difficultsituations further away from
the personal services business end of the specttirare the business is more capital-
intensive or is an unlimited partnership, where piagtners can reasonably expect an
appropriate level of compensation for the risk tlaeg undertaking as well as for the
number of hours spent working for the businesshefgartnership, a more sophisticated
transfer pricing analysis may be required when dd#imds are to be distributed or
partnership profits allocated, or at the time df-assessment. As these are infrequent
and significant times and events for the businessiis shareholders, this may not place
too great a compliance burden on those busineSsesinly the burden would be far less
than, for example, subjecting these businesse$iddfull extent of the UK domestic
transfer pricing regime (from which most are cutierexempt)?®® As discussed in

Chapter 4, a transfer pricing analysis may give tesmore than one possible result, but

that does not mean that it is therefore too unicgrtao complex, or too burdensome to

926 ITCA 1988 Sch 28AA para 5B-5E.
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be workable in practic&’ Nevertheless, the uncertainty and complexity i$ tption
raises legitimate concerns and some compromiseeeetwquity/neutrality, on the one

hand, and certainty/ease of administration, orother hand, is probably inevitable.

The second major problem with the proposed and whthdrawn legislation was
that it was poorly targeted, and its ambit too widghe draft rules applied in the same
way to arrangements between spouses, unmarriedepgrtsiblings, adult children,
parents, cousins, aunts and uncles, and closedfdeanyone potentially dealing
otherwise than at arm’s length. It seems unlikélgt tthere is a significant amount of
taxpayers shifting income to cousins, aunts andesno search of combined tax savings,
and it was overly ambitious to draw up income-$iplit rules to cover such a broad
spectrum of relationships. The settlements promision the other hand, are much more
focused. They apply most strictly where there esgheatest risk of tax-motivated income
splitting, ie with spouses and minor children. they situations the provisions apply only
where the relevant settlor has actual interest in the settled property. This requires th
people involved to be financially interdependentastual fact. When spouses or civil
partners are involved, and the likelihood of sonegrde of financial interdependence
already high, the scope of the settlements pravssis at first broad because spouses are
deemed by the legislation to have an interest oheasther's property. This scope is
progressively narrowed, however, first by the comntew ‘bounty’ requirement, and

then by the exception for outright gifts to spous@s already mentioned, these

927 See text at n 579.
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arguments support extending the settlements pomadio some unmarried cohabitants as

well as married spouses.

In summary, the 2007 proposals to address incoittirgyp were fundamentally
flawed and not fit for their intended purpose. Armpreferable legislative solution to the
2007 proposal is to expressly provide a mechanisthe settlements provisions to allow
the application of the arm’s length principle oremsonableness test (as advocated in
Chapter 4) to the relative contributions of theusg®s in order to arrive at the appropriate
guantum of bounty having regard to all the circlanses. This approach allows a spouse
like Mrs Jones an adequate return on her capitedsted (which may be minimal) but
more importantly also allows her to share in thafifs of the joint business activity to an
extent commensurate with her contribution to theimess (likely less than a 50-50 share

in the Jones’s situation). This option is considarext.

2. AMEND THE SETTLEMENTS LEGISLATION

Rather than creating an entirely new legislativgime to address income splitting in
family businesses, the Government could simply améme existing settlements
provisions to better target the mischief it wamtstop. This less ambitious approach has
several advantages. First, for the reasons jususted, the settlements provisions are
fairly well targeted. To the extent that ‘unaccdyida income-shifting is taking place
within family businesses, it seems much more likelyinvolve spouses and minor
children than more distant relations. The settles@novisions are much more focused

in this regard. Moreover, while HMRC was unsucadsgf its attempts to use the
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settlements provisions ifones v Garneft?® these rules have been applied successfully to
nullify other income-splitting arrangements, indhgl in Young v Pearcewhere
dividends had been paid on preference shares lyefldebtaxpayers’ wive¥® and most
recently inBuckwhere the husband had waived his entitlementuineinds so that large
dividends could be paid to his wit& As set out above in the ‘do nothing’ option, these

rules are not perfect but they clearly do havehteet

Second, because the relevant settlements provikiaves been around for nearly
70 years, there is already a well-established groding, body of cases on issues such as
the meaning of ‘settlement’, ‘arrangement’, ‘settland ‘wholly or substantially a right
to income’ generally, as well as the common-lawuiy’ requirement. Moreover, even
though the application of the settlements provisionthe family business context is a
fairly recent development there is already a realslynwell-developed body of cases,
including cases on the operation of the ‘outriglit’ g@xception for spouses. As the
Meade Committee and others have noted, there &eanent of truth in the adage that
‘an old tax is a good taX>! Taxpayers and their advisors have had time tdagetliar
with the general operation and scope of the sedihdsnprovisions. The 2007 draft
proposals, on the other hand, introduced new cascgych as ‘influences’, ‘genuine
commercial arrangements’ and a new definition ofailagement’; the meanings of these

terms are much less certain and some interpretgtidance from the courts would have

928 Jones(HL) (n 713).

929 Young v Pearcén 733).

930 Buck v Revenue and Customs Commissiamer93).

931 Meade Report (n 13) 13. See also the discussiaomplexity and stability beginning at n 127.
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been required. Instead of designing an entirely regime, with new definitions and tests
that will take years to find their ways to the ddior additional guidance, the settlements

provisions could be left mostly as they are witlyarlatively minor fine tuning.

In the event that it was thought necessary for samendments to the settlements
legislation—to clarify or also to expand their @nt ambit—what could be done? As it
now seems clear that ‘arrangement’ and thus ‘setit’ have broad meanings, the
settlements provisions are capable of restrictmogine-splitting arrangements involving
family members other than spouses where the setilains an actual interest in the
settled property. Some fine tuning of the provisi@as they relate to spouses is required,
however, because spouses are automatically deemnbdve an interest in the other
spouse’s property, which makes the definition afdagement’ overly broad. On the
other hand, this is subject to the ‘outright gé&ception which is also overly broad, as
indicated by the result idones v Garnef®? Not only will 50-50% husband and wife
shareholdings as idiones v Garnettall into the outright gift exception, but if Miodes
had instead owned a mere 5% of the Arctic sharés Mrs Jones owing the other 95%

this arrangement likely would also be an outrigkit g

One option is to extend the scope of the carveathe outright gift exception in
ITTOIA section 626(4) so that dividends (includidiyidends on ordinary shares) from
family companies as well as family partnership psaflo not qualify as outright gifts to
the extent that the dividends paid or profits aled to each partner do not reflect the

amount that would have been paid in a non-arm’gttesituation. As mentioned above,

932 Jones(HL) (n 713).
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the inability to effectively deal with the transfericing issue in the case of jointly-
produced business income, as exemplifiedJopes v Garnettis the most glaring
weakness in the present state of the law. HMRCnigble to effectively challenge
situations where one spouse appears to be recevigngater share of the business profits
than might be warranted by his or her relative gbation to the business. This situation
allows taxpayers to self-select out of the indiadtax unit and the control model of

income attribution, undermining both and reducimg tiax take in the process.

Requiring the distribution of profits to adherethie arm’s length principle using a
method such as profit split to arrive at an apgedprattribution of income to the family
members (as discussed at length in Chapfey ¥ one way to address this deficit. Some
consideration could be given to narrow the potéstape of application to situations in
which the settlor is ‘active’ in the business (asthhe Swedish approach) and/or to a
limited range of entities such as partnerships ‘alube companies’, defined in ICTA
1988 section 414 (and not rewritten in CTA 2009) wasry generally, a company
controlled by five or fewer persons. As Crawfordd afreedman point out, however,
relying on a defined sub-category of company sugcltlase companies’ tend to result in
highly complex definitions that are difficult to ply.*** It is similarly difficult to separate

out passive investors from active sharehold&rs.

933 See text beginning at n 579.

934 Crawford and Freedman (n 94) [11.2] and Apperidix
935 Crawford and Freedman (n 94) [11.2].
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As an alternative to an arm’s length, transferipgcapproach, the UK could
incorporate a simpler ‘reasonableness’ test inflBATA section 626(4) along the lines of
the Canadian rules applicable to partnerships hadJS rules discussed in Chapter®.
As noted in that Chapter, this alternative suffesn similar concerns as the arm’s
length principle method over the certainty of ipgpkcation, but is less formalistic than a
transfer pricing approach and could impose a loe@npliance burden. Smiley and
Motter argue that such a reasonableness test waarklin the UK in situations like that

in Jones v Garnett®>’

‘...[T]he “reasonable compensation” standard has lzgpiied in the US
for over 50 years and, while it has engenderedsa mamber of litigated
cases, the principles are now well understood dmed lbgic hard to
challenge. We believe that something similar, retaly crafted, could be
a workable method to address income shifting inlKe

Under this approach, the ITTOIA section 626(4) eaput could be amended so that
dividends from family companies as well as allomasi of family partnership profits do
not qualify as outright gifts to the extent thag thividends and profits are not reasonable
in the circumstances given the nature and exterwark performed for the business,
capital contributed and risk assumed by the regtpithis language provides guidance to
taxpayers and the courts as to the purpose ofrthespn and the factors to be taken into
account. It has the advantage of being flexibleughato apply in a variety of business
situations (like the arm’s length test). HMRC coaldo apply detailed guidance with

realistic examples to enhance certainty. Notwithditag the ‘vast’ US case law on its

936 See text beginning at n 607.
937 Smiley and Motter (n 198) 40.

305



test, as with the transfer pricing approach evéswatest cases would be very helpful in
laying out guidance for taxpayers and HMRC. Againpecessary, the scope of the

amendment could be limited to ‘close companies’.

Finally, as previously mentioned, the settlememtsvigions should apply in the
same way to some similarly-situated unmarried citats as they do for married
spouses and civil partners. Recently, other argielance rules such as the managed
service company rules have targeted both marriegbles / civil partners as well as
unmarried cohabitants living together as husbardl vaifie / civil partners. This is an
important advance given the increasing number ofiamed cohabitants, and one that
should be incorporated into the settlements promii For the reasons discussed in
Chapter 3% where it is desirable to take into account a ts®pa personal
relationships—eg for anti-avoidance legislation+amte on specific forms of
relationship such as marriage should be eschewkdvaur of a more comprehensive and
principled approach to the legal recognition angpsut of the full range of close
personal relationships among adults. As the Law @@sion of Canada recommended,
this approach should be guided by the values oéléguand autonomy. In the case of
the settlements provisions, this objective couldilelemented by adding unmarried
cohabitants ‘living together as man and wife oilgdartners’ to the initial scope of the
rules in ITTOIA section 625 deeming spouses to faveterest in each other’s property
and to the outright gift exception in section 6Z6e provisions would thus operate in a

more neutral way as between married and unmaroegles. It would also deflect any

938 See text beginning at n 300 and, in particuts,text beginning at n 332.
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criticisms that expanding the reach of the settl@s@rovisions as proposed constitutes

an attack on the institution of marriage.

3. CONCLUSION

The operation of the settlements provisions woedétter targeted and more effective if
minor amendments were made to section 626(4) odetttements legislation, or perhaps
by inserting a new section 626(4A). Appropriatedgumce from HMRC combined with a
few cases allowing the courts to work out the naeles in actual fact patterns will, over
time, minimise concerns over complexity and unaetya The major downside to this
approach is that even if the settlements provisamesstrengthened in this way, with an
increase in complexity and uncertainty for taxpaguéhis still has not addressed the tax
arbitrage issue—a taxpayer like Mr Jones will 4idl able to convert labour income into
more lightly taxed dividend income. Neutrality been business forms continues to be
problematic because incentives remain for taxpatgeiacorporate rather than carry on
activities as employees in search of lower taxemigdly as well as the income-splitting
advantages. This result also violates the princgflénorizontal equity. The remaining
options for reform are aimed at enhancing neuyralitd restricting the scope for tax

arbitrage.

D. EXPAND THE SCOPE OF THE EMPLOYMENT TAX REGIME

Another option for reform, instead of or along wétmending the settlements provisions,
that involves pursuing greater neutrality in theatgon of labour income earned through

employment with the taxation of labour income edrrterough unincorporated or
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incorporated business form is to expand the scdgbeoemployment tax regime. As
discussed in Chapters®2 and 47*° some disagree with the premise that business
activities can ever be compared to employment ey but imposing employment tax
rules on employment-like activities carried outnon-employment form reduces the
incentives for taxpayers to incorporate in thetfolace in order to transform what would
otherwise be salary or self-employed income inteelotaxed dividends that could then
be sprinkled amongst family members. As discussedhapter 4, it is very difficult for
employees to engage in successful splitting ofr thiployment income because the UK
employment tax rules tax employees on payments raadebenefits provided to their
family members* If the scope of these rules were increased, soristirg business

income-splitting arrangements could be curtailed.

1. EXPAND THE BOUNDARIES OF EMPLOYMENT TAX

The most obvious way to extend the scope of thel@mpent tax regime is to move the
current boundaries between employment and self@mmnt, and between employment

and incorporated businesses. These possibiliteediacussed next.

(a) The Employment—Self-Employment Boundary

As briefly mentioned in Chapter 4, whether a UK keris an ‘employee’ and thus

subject to employment tax on his or her earningtetermined under heavily fact-based

939 Chapter 2, text at n 61.
940 Chapter 4, text at n 478.
941 Chapter 4, text at n 517 discussing ITEPA s 201.
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common law tests aimed at distinguishing a conti@ttservice (employment) from a
contract ‘for’ service (self-employedj? The courts will weigh a number of factors,
including the intention of the parties to the erggagnt, the degree of control exercised
over the worker and whether the worker is carrymmg business on his or her own
account and open to the prospect of profit and afskss®*® One option to expand the
scope of employment tax is to treat some classseslbemployed workers as employees
regardless of their status under the case’fAvinother option is extending employment
tax provisions to cover ‘workers’, defined to cowame of those who would otherwise
fall in the grey area between activities that aleardy employment and clearly self-

employmenf*®

Although it is possible to expand the scope of éhgloyment regime to cover
workers who may otherwise fall just over the bougdato self-employment if the
common law tests were applied, it is difficult toake a case for expanding the
employment regime in this way solely to restriehily income-splitting arrangements. In
any event, if the concern is that the self-emplogaal divert income by paying salaries to
family members, this form of income splitting isbgect to some limitations imposed by

the ‘wholly and exclusively’ test for deductibilij® There are other benefits, however,

942 Chapter 4 text at n 480.

943 See edVlarket Investigations Ltd v Minister of Social Setyu[1969] 2 QB 173Ready Mixed
Concrete (South East) Ltd v Minister of Pensiond iational Insuranc§1968] 2 QB 497. See
also Freedman (n 96) Ch 3, Crawford and Freedm&d)fill.2.3] and Tiley (n 23) [13.2].

944 Freedman (n 96) [4.27-.77].
945 Freedman (n 96) [4.107-.117].

946 See text beginning at n 623.
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in terms of advancing neutrality and horizontal isqat the boundary, and HMRC

continues to monitor this border (especially in ¢bastruction industry}?’

(b) The Employment—Incorporated Business Boundary

A UK worker who is employed through an intermediésych as a ‘one-man’ company
owned by the worker) may be subject to employmaxtan payments received by the
intermediary for the worker’s services where tHatrenship between the worker and the
intermediary’s clients satisfies the common lawigdsr a contract of service. However,
these ‘personal services company’ rules in ITEPA Pahapter 8, known generally as
the ‘IR35’ rules after the government press relemseouncing their introduction, have
not proven to be especially effectiV¥®.0ne reason is because the IR35 regime relies on
the common-law test for employment, which as justcussed is very much fact-
dependent. In addition, taxpayers were able taipikent the rules by using third-party
service companie¥? In 2007, the Government attempted to address thedeother
shortcomings in the IR35 regime, not by amendirgy iies but instead by laying an
entirely new regime on top of the existing IR35enulcalled the managed service

companies (MSCs) regime. The new rules in ITEPAt RaChapter 9 target MSC

947 HMRC's latest approach is the Construction InduStheme: see <http://www.hmrc.gov.uk/cis>

accessed 2 October 2009.
948 Crawford and Freedman (n 94) [111.3.2] and Ti(ey23) [13.2.3.2].
949 Tiley (n 23) [13.2.3.2].
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‘providers’ and provide rules for imposing a deenasdployment income amount and

excluding distributions by the MSC from taxationdagidends’>°

Expanding the scope of intermediary-regimes lile [R35 and MSC rules is one
way to achieve greater neutrality and horizontalitygat the employment-incorporated
business boundary. Again, however, it is not a detepapproach, and the gains to be
had are limited. In particular, if the impugnediaty is in reality a joint activity that
relies on the contributions (even if unequal) ofrenthan one family member (asJanes
v Garnet}, it is inappropriate to attempt to tax such agtias if it was employment

carried on by one family member.

2. TAX DIVIDENDS FROM FAMILY COMPANIES AS REMUNERA TION

As discussed in the previous Chapter, some commtoesthelieve that the employment-
related securities provisions in ITEPA section 443y provide the authority for taxing
dividends paid by family companies as employmeobiine in some situatiori3' If this

is indeed possible, it does not appear that HMREyled done s&>? Even if section 447
as presently drafted is not effective, the provistould be amended, as Hutton warned
HMRC may be contemplatin§’ to clearly recharacterise dividends like thosel paiMr

and Mrs Jones as employment income.

950 See Crawford and Freedman (n 94) [111.3.2] aneyT(n 23) [13.2.3.2].

951 Text beginning at n 867.

952 As of August 2009 the Professional Contractorsu@ris not aware of any of their members being
so targeted, but it promises to resist any su@tksdtif and when they occur: see PCG (n 870) 1.

953 Text at n 876.
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Alternatively, new legislation could be introducts specifically tax dividends
from small family companies as remuneration. Thisam could advance neutrality and
horizontal equity between employment activities afuthctionally-similar activities
carried on through a company. Chittenden and Slioarexample, argue that the UK tax
system should be altered to achieve equity betwleertategories of employment, self-
employment and operating as an incorporated firmabge this would deter tax-
motivated incorporations and would be preferabléh resource-intensive status tests
currently used when attempting to reclassify woskas employeeg®® Using data from
the Office of National Statistics, Chittenden arlda® estimate that between 26.9 and
67.1 per cent of the nearly four million UK incorpted businesses employing four
people or less may be employees operating tax-atetiv contract for services

arrangements>”

The authors suggest one way of achieving equiti employees is for dividend
income of all ‘close companies’ to be reclassifasiremuneration subject to NI&S.
They also note that such a measure would discoutegeemoval of business profity.
However, the authors do not discuss how their pgapwould work in detail. Further,

they suggest differences in the rates of NICs betwtbe self-employed and employees

954 Francis Chittenden and Brian Sloan, ‘Quantifylingquity in the Taxation of Individuals and

Small Firms’ [2007] BTR 58, 62.
955 Chittenden and Sloan (n 954) 62.
956 Chittenden and Sloan (n 954) 62.
957 Chittenden and Sloan (n 954) 62.
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might also be addressed, perhaps by merging incaxnend NICs (as discussed in a later

section in this Chaptef§?

3. CONCLUSION

In conclusion, expanding the scope of employmexatitan by moving the borderline
between employees/self-employed and employees/auaypar taxing dividends from
small family companies as remuneration may go semgs towards restricting family
income-splitting arrangements. Re-thinking the lbdides addresses those situations
around the borders where horizontal equity concarasnost acute, as well as advancing
neutrality and reducing compliance and administeabiurdens. The gains to be had from
such an approach, however, are limited. At bestilitcatch only the most egregious
income splitting where one family member is praadticsolely responsible for generating
the income of the business such that a fair cormparcan be drawn with an employee

performing similar activities.

A better approach is to address the systemic diffees in the tax and NIC
treatment of employees, unincorporated and incatpdr businesses that provide an
incentive to employees to attempt to disguise awed their employment income into

business income in the first place. This approaatiscussed next.

E. ALIGN TAX TREATMENT OF INCORPORATED AND UNINCORPORATED

BUSINESSES

958 Chittenden and Sloan (n 954) 62-63.
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Another simple and fairly easy to implement optiman address the kind of income
splitting at issue idones v Garnetis to limit taxpayers’ incentive to incorporatetime

first place by reducing the differences in tax aational insurance treatment of different
business forms discussed in Chapt&t°4t will be recalled that Crawford and Freedman
found for income/profits of £75,000 per annum thgalt tax (income and corporations
tax) and NIC as a percentage of gross income/prafiing 2008-09 rates was 37.7% for
the employed, 31.8% for the self-employed and 24if5éarned through a comparf.

Closer alignment of this tax and NIC treatmentassidered further next.

1. ALIGN TAX TREATMENT

The discussion in Chapter 4 on neutral tax treatnoérfunctionally-similar activities
irrespective of legal form determined that from @liqy perspective it may well be
appropriate in some cases to characterise busimessie (ie self-employment earnings,
partnership profits, and even company profits)igisrom employment-like activities as
labour income, as Gammie, Crawford and Freedman,Mbade Committee and the
Carter Committees conclude. The tax treatment acahie attribution model that applies
for employment, it was argued, is just as approproan neutrality and horizontal equity
grounds for these business profits, especiallipéncase of a one-person personal services

business (incorporated or unincorporated) requiittig if any capital.

959 See text beginning at n 478.

960 Crawford and Freedman (n 94) Appendix I1I, Talbtld using tax rates in effect for 2009-10.
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In the 2007 Budget Report, the Government took ssiegs towards aligning the
tax treatment of unincorporated and incorporateadi The Government discussed its
previous attempts to encourage greater investntentgh low rates of tax for small
companies with the small companies’ rate, and cwled that (perhaps unsurprisingly)
this had led some people to incorporate their lssiwith the main aim of reducing their
personal tax and NIC liability by extracting laboimcome as dividend§® The
Government correctly noted that this resulted iruafair difference between the overall
tax and NICs paid by the incorporated and the wnmpmrated, and, if left unaddressed,
such tax-motivated incorporation posed a growisg tb the Exchequéf? As a result,
the small companies rate was to rise to 22% anbdbkie rate of personal income tax fall
to 20%. What the Government neglected to say wastiie Chancellor encouraged such

incorporations in the first place by introducing% starting rate of tax in 20013

Since the 2007 announcements, however, the alignprecess has gone into
reverse. Budget 2009 froze the small companies’ @a21%6°* and increased NICs by
0.5%%%> Moreover, from April 2010, the top marginal perabincome tax rate is set to
rise from 40% to 50% on income over £150,000 armbdéhtaxpayers with income

between £100,000 and approximately £113,000 wekk fa 60% marginal tax rate on that

income from the withdrawal of personal allowant®sThese changes are an unfortunate

961 HM Treasury, ‘Budget 2007’ (n 652) [3.22].

962 HM Treasury, ‘Budget 2007’ (n 652) [3.22].

963 This 0% starting rate saga is described in Freedfm 650) 16-20.
964 HM Treasury, ‘2009 Budget’ (n 7) [4.10].

965 HM Treasury, ‘2009 Budget’ (n 7) [5.88].

966 HM Treasury, ‘2009 Budget’ (n 7) [5.88].

315



development from the standpoint of neutrality of teeatment of business form. As the
Government said in 2007, the combination of a higimeall companies’ rate and lower
personal tax rates goes some way towards alighegaix treatment of incorporated and
unincorporated businesses, thereby reducing thententives to incorporate. Fewer
incorporated businesses in turn will mean fewer oopmities to income-split by
dividend-sprinkling. The recent increases in peasoaites and a halt to planned increases

in the small companies rates, however, has thesigpeffect.

Tax rates are only one part of the alignment stdhe following sections discuss
other ways to enhance the alignment of the taxadsw NIC treatment of business forms,

focusing first on NICs.

2. ALIGN NATIONAL INSURANCE CONTRIBUTION TREATMENT

Aligning the tax treatment of labour income earrbbugh employment with labour
income earned through unincorporated/incorporataasfwill not completely eliminate
the fiscal incentives to incorporate. Even if naame tax benefits could be gained by
incorporating, the more favourable NIC treatmentofporate profits (distributed and
undistributed) as compared to income earned by @yepk and the self-employed
continues to provide an incentive for family busises to adopt the corporate structure
and use it as a vehicle for income splitting. Asntiemed in Chapter 2, employment
earnings are subject to employee national insuranogributions (NICs) of up to 11%

(capped at 1% for incomes over £40,400) as wedimgloyer NICs of up to 12.8% (for
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2008-09)?®" The self-employed, on the other hand, pay a smedkly Class 2 NIC of
£2.30 as well as Class 4 NICs of 8% of their anmuafits between the lower profits
limit (LPL) of £5,435 and upper profits limit (UPLQf £40,040, plus a further 1% on

profits above the UPL (for 2008-0%

Lower contribution rates for the self-employed tenjustified to some extent by
their reduced benefit entittement, eg they are eatitled to contribution-based
jobseeker’s allowance. However, even after accogntfor this reduced benefit
entittement, the Government estimates that for 2D®8he Treasury will take in £1.95
billion less in NICs from the self-employed thanwbuld have done had the Class 1
primary and secondary contribution system applfédRemoving the differences in tax
and NIC treatment between employees and the sqifesed advances neutrality and
equity, and, as Freedman argues, could go sometovagducing the employee/self-
employed classification, which has long been adiiff area under both tax and national

insurance.’®

On top of the preferential treatment provided ff-employed persons compared
to employees, the NIC regime provides even moreueable treatment of the profits of
incorporated versus unincorporated businesses, RoSNICs are levied on the profits of

companies whilst self-employed persons, as justtioed, are subject to an 8% charge

967 Text at n 90.

968 HM Revenue & Customs, ‘Rates and Allowances {dviai Insurance Contributions’ (n 89).

969 HM Treasury, ‘2008 Pre-Budget Report: Tax Readghk®ner and Tax Reliefs’ Table 7
(November 2008) <http://www.hm-treasury.gov.uk/d( taxreadyreckoner_287.pdf> accessed
16 June 2009, 18.

970 Freedman (n 96) [1.16].
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on their annual profits between £5,435 and £40,pi6; a further 1% on profits above
£40,040. This difference in treatment alone prowidesignificant fiscal incentive for the
self-employed to incorporate. Furthermore, NICs @o¢ levied on distributed profits
either. Since no NICs are charged on dividendgayers like Mr Jones are encouraged
for fiscal reasons alone to incorporate their sarfplisiness and pay dividends instead of
additional, NIC-able salary over and above the axprately £5,000 per year level that
does not attract employee and employer NICs. Ugtdla# amount of dividends paid is
the amount that can be paid to the lower-rate gagpouse without attracting the 25%
additional tax that a higher-rate paying taxpayeul¥ be liable to pay. Moreover, since
dividends are not deductible the ‘wholly and exnlely’ test does not act as a limit on

the amount of dividends that can be paid.

What reforms could be made to the NIC regime toucedor eliminate the
incentives for employees to pursue self-employedtiment, and, more importantly for
present purposes, for the self-employed to incafe@ A relatively simple option
(though politically difficult) would be to align thrate of NICs paid by employees with
the self-employed; however, this would not reduoe ¢mployment-incorporation NIC

differential>’* Two other possible options are discussed below.

(a) Integrate Income Tax and National Insurancetdmitions

A radical but comprehensive option for eliminatthg NIC incentives to incorporate and

then to enter into income-splitting arrangement® igtegrate the tax and NIC regimes.

o7t See Crawford and Freedman (n 94) [IV.3.1.].
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Calls for integration have been made on severat$fd? and the calls have grown in
recent years as the Labour Government continuggtease NICs rather than income tax
as a way of raising reventi& without (until the 2008 Pre-Budget Report) viatatithe
Labour Party’s 2001 campaign promise not to raisetne taX.’* Recently, the Forsyth
Commission established by the Conservative Padgqgeed aligning the basis of charge
and the period of charge for NICs and income tack sunggested NICs be charged on
aggregate income from all employments like income’t® The Commission further
proposed considering merging NICs and income tax jinased mannéf® Similarly, in

its comments on the Government’s 2007 income-sigiftiroposals the CIOT stated:

‘....integration of income tax and National Insuramgauld bring far more
to the table than reducing employers’ administeatburdens. It would
give rise to a significant saving in burdens fadividuals. In addition, it
would reduce the incentive for [owner-managed kessas or] OMBs to
incorporate and their owners to extract funds by whdividends. We
think the subject of integration should be reviiia the context of a
thoroughgoing review of the taxation of OMBSs.’

972 See eg Andrew Dilnot, J A Kay and C N Morif$ie Reform of Social Secur@UP, Oxford

1984); Andrew Dilnot, ‘Integrating Tax and Sociacsrity’ in C Sandford (edylore Key Issues
in Tax Reform{Redwood Books, Trowbridge 1995); Adam and Loutasegr (n 90).

For example, in the 2002 Budget the Governmemduoced a 1% increase in NICs for
employees, employers and the self-employed: seelkdsury, ‘Budget 2002’ (HC 592, 2002)
[1.14]. Most recently, the Government announceithen2008 Pre-Budget Report that NIC rates
will increase by 0.5% from April 2011: see HM Treas ‘Pre-Budget Report November 2008’ (n
5) [5.8].

See, eg, Editorial, ‘Labour Launches “Ambitiodganifest’ Guardian(London 16 May 2001)
<http://www.guardian.co.uk/politics/2001/may/164len2001.uk4> accessed 22 July 2009 (‘The
prime minister, Tony Blair, today launched Labotefsction manifesto, promising no increase in
income tax and thousands more teachers, doctarsesiand police.”). Following this 2001
campaign promise not to raise income tax, the B@dyet raised NICs by 1%.

973

974

975 Conservative Party Tax Reform Commission (n 488.

976 Conservative Party Tax Reform Commission (n 4309.

o Chartered Institute of Taxation (n 148) [4.7].
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Full integration of income tax and NICs has sevarblantage$’® The first advantage is
transparency. Although income tax and NICs are va&ryilar taxes, they are not
identical, and their combined effect is a functioh their combined rates and their
different bases; the result is obsctfféintegrating income tax and NICs would make the
overall rate structure of labour taxation more obgi Furthermore, issues such as the
balance of taxation between labour and capitalnmeahe self-employed and employees,

the young and pensioners and so on would be m@ieixand easier to debat&®

Secondly, the existence of the two separate sysesmtals substantial costs:
compliance costs for employers, employees and e¢lfeesiployed, and administration
costs for government®! For example, whilst employers withhold from emg@ey’ pay
both income tax and NICs, the income tax amourimputed on a cumulative basis
over the tax year, whilst NICs are computed on a-cumulative, pay period basf&
KPMG'’s study for HMRC on the tax compliance burdem businesses noted that ‘a
significant number of businesses considered th&sNind income tax should be rolled
into one, so that there were not two different saxevering the same payments.
Integrating the income tax and NIC systems hagtiential to reduce the administrative
and compliance burdens substantially, particultotyemployers. Less radically, further

steps towards alignment of the income tax and Nd€ebas it applies to employment

978 For a detailed discussion of integration of inediax and NICs see Adam and Loutzenhiser (n

90).
979 Adam and Loutzenhiser (n 90) 14-15.
980 Adam and Loutzenhiser (n 90) 14-15.
981 Adam and Loutzenhiser (n 90) 14-15.
982 Adam and Loutzenhiser (n 90) 14-15.
983 KPMG (n 132) Part 11, [5.1].

320



earnings, as well as thresholds (ie personal ahowafor income tax and primary
threshold for NICs), could be taken. Significanbgness had been made in recent years
on aligning thresholds in particul&t, although this progress has been reversed somewhat
when the personal allowance (but not the NIC prymhreshold) was increased in 2008

in response to criticism over the withdrawal of @86 rate of income tax, as well as by
the introduction of a new 50% top income tax radenbined with the withdrawal of
personal allowances for very high-income earf&ra. 2007 study by HM Treasury also

recommended against further alignm&fit.

In summary, integrating income tax and NICs is @niguing but fairly radical
proposal that is likely politically unfeasible, latst in the short term. A NIC charge on
pensions, dividends and interest and a higher Ni&ge on self-employed earnings
would be very unpopular with politically vocal gqmsi such as pensioners and small
business persons. In addition, although full iraéign of income tax and NICs is
conceptually attractive on equity and administetgrounds—since NICs presently are
levied on labour income but not capital income—amould advance tax neutrality

irrespective of business form, full integration negents a move away from the

984 Most notably, the levels of weekly earnings atolemployees and employers start paying NICs

were aligned with the weekly level of the income p&rsonal allowance in 1999 (for employer
contributions) and 2001 (for employee contributjoms addition, Budget 2007 announced that
the NIC Upper Earnings Limit (for employees) andogpProfits Limit (for the self-employed)
were to be similarly aligned with the higher ratedme Tax threshold from April 2009: see Adam
and Loutzenhiser (n 90) 8-9.

985 See text above at n 7 and Browne (n 90) [11.1-.3]

986 HM Treasury, ‘Income Tax and National Insurandg@ment: An Evidence-Based Assessment’

(2007) <http://www.hm-treasury.gov.uk/media/B/Biptsr07_incometax713.pdf> accessed 21
October 2008.
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international trend towards lower taxes on capit@his could be offset, however, by

increasing income tax rates on labour and/or desrgancome tax rates on capital.

(b) Levy National Insurance Contributions on Divide

An alternative, and less radical, option for redgcthe NIC incentives for income-
splitting arrangements of the kind seenJomes v Garnetis to levy NICs on at least
some types of dividends, such as those from cldselly family corporationg®” A NIC
charge on dividends also advances neutrality angtyeqis-a-vis employees and
unincorporated businesses, reduces the scope fOr éNbidance, and mitigates the
differences in treatment of business profits urtlertax and NIC regimes. Focusing on
the avoidance issue, Heaton argues that the goeatisould knock on the head all the
abusive (and the effective) arrangements by thelsiraxpedient of levying a Class 5
contribution at the rate of (say) 13.8%, so as éoehuivalent to Class 1 on earnings
above the upper earnings limit® He goes on to suggest that like Classes 1A, 1B4an
it might attract no benefit entitlement, and it mtigapply to dividends from close
companies paid to any working shareholder or merobdiis or her immediate family.

This treatment is similar to the treatment of esagisidends under a Nordic-style DIT.

3. FLOW-THROUGH TREATMENT

Another option for aligning the tax treatment ofingorporated and incorporated

businesses is to allow (or require) small compatoese taxed on a flow-through basis

987 Francesca Lagerberg, ‘Arctic Chill’ (9 August Z060 Taxation 149
988 David Heaton, ‘New and NICable’ (17 April 200638Tax J 9.
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along the lines of a sole proprietorship or paghgr. The US permits taxpayers to elect
this form of tax treatment for certain types of gm@mies known as S-Corporatiofis.
Flow-through treatment has been proposed in Aiatiaband floated by the CIOT in its
commentary on the Government’s 2007 income-spijttnaft legislatior?>* The flow-
through approach was considered, and summarilgtegjeby Crawford and Freedman in
their Mirrlees paper, however, for two principahsens’®? First, flow-through treatment
in the US overcomes the economic double taxatidrerent in the US’s classical
corporation tax system; the UK, on the other haymgs some measure of credit for tax
paid at the corporate levE® As a result, ‘the need for pass-through treatniremerms

of reducing double taxation on corporate divideizlsot readily apparent®® Second,
the use of S-Corporations has been severely egticior allowing taxpayers to escape
employment taxes including social security conttidms, and for their use in other forms
of tax avoidancé?® For these reasons, the flow-through option isamattractive option

for the UK.

989 In order to elect S Corporation status the companst have less than 100 shareholders, only one

class of shares and satisfy certain other requinesn®espite these restrictions, S Corporations
account for a significant part of corporate owngrsh the US: see Auerbach, Devereux and
Simpson (n 94) 35.

Judith Freedman, ‘Reforming the Business Taxe3ysDoes Size Matter? Fundamental Issues in
Small Business Taxation’ in Chris Evans and Rickwer (edsPAustralian Business Tax Reform
in Retrospect and Prospehomson, Sydney 2009) 126, 131-33.

991 Chartered Institute of Taxation (n 149) [4.4.2].
992 Crawford and Freedman (n 94) [IV.2.3].

993 Crawford and Freedman (n 94) [IV.2.3].

994 Freedman (n 990) 132.

995

990

Freedman (n 990) 131; Crawford and Freedman Yfl'9£.3] (‘Far from increasing alignment
between legal forms, it provides greater opportesitor obtaining tax advantages by using one
form rather than another’.) The authors also rlo&¢ businesses seeking limited liability
protection combined with flow through treatment cg to set up as limited liability partnerships
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4. ANORDIC-STYLE DUAL-INCOME TAX

The alignment approaches discussed in the prewecisons have some similarities with
the Nordic dual income tax (DIT) systems introdugedhe late 1980s and early 1990s
and, as discussed in Chapter 4, in their papaght®oMirrlees Review, Griffith, Hines and

Sgrensen examined the possibility of a DIT for &nif*°

It will be recalled that the DIT is a schedular onte tax that combines a
progressive tax on labour income with a low flaeraf tax on income from capit&l’
Capital income for this purpose includes interdstidends, capital gains, rental income,
and also imputed returns on owners-occupied hod&t@wners of unincorporated firms
are also permitted to impute a return to their ess equity; this return is taxed as capital
income and the residual business income is taxeldtmsir income?® Those owners
concerned about the compliance costs involved anbfase with little capital invested

can opt to have their entire business income tasddbour income.

As discussed in Chapter 4, under the Swedish vamiadlividends paid to active
shareholders of closely-held companies in exceas @fdinary return on capital invested
are taxed as labour incof®® The post-2006 Norwegian model uses a shareholder

income tax combined with a rate of return allowaiiB&RA). The RRA exempts all

(LLPs). Few have taken this option, which suggtstie authors that the demand for flow-
through treatment is not high.

996 Griffith, Hines and Sgrensen (n 83) 72.

997 Griffith, Hines and Sgrensen (n 83) 72-77. See Slarensen (n 499).
998 Sarensen (n 499) 8.

999 Griffith, Hines and Sgrensen (n 83) 73.

1000 Crawford and Freedman (n 94) [IV.2.4] and Mel5(6).
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shareholder income—dividends and also capital gabedow an imputed normal rate of
return on the share badf8! Income above the normal rate of return is taxedagustal
income, which when combined with the corporatiox approximates the top marginal
rate of tax on labour incomé&®? This approach has the added advantage of taxing al
shareholders in the same way, eliminating the defival problems associated with tests
like ‘active’ shareholders and ‘close companié®® On the other hand, the DIT still
raises some difficult practical problems, includinbat the definition of ‘capital’ should
include and how the ‘normal rate of return’ is detmed. Despite these concerns,
Crawford and Freedman as well as Griffith, Hinesl &Brensen recommend in their
respective Mirrlees papers that the UK consideptdg this approaci’®*

A critical aspect of the DIT is the relationshiptween the tax rates on labour,
capital and on company profits. Ideally, the pestaax rate on capital income is aligned
with both the lowest marginal rate applicable tbolar income and also the corporate
income tax raté®® The flat rate of tax on capital income is justfig@rimarily on
pragmatic grounds, namely as a means of reflettiegnflationary component of gains,

reducing the ‘lock-in’ effect and, importantly fahe present discussion, because it

1001 Crawford and Freedman (n 94) [IV.3.2.1] and @tiffHines and Sgrensen (n 83) 78.

1002 Excluding the effect of social security contribms (of about 6%): see Crawford and Freedman (n

94) [IV.3.2.1].
1003 Crawford and Freedman (n 94) [IV.3.2.1] and @tiffHines and Sgrensen (n 83) 80.

1004 Crawford and Freedman (n 94) [IV.3.2.1] and @fiffHines and Sgrensen (n 83) 3-4.

1005 Sarensen (n 499) 8. As briefly mentioned in G&ag, the relationship among these tax rates is

absolutely fundamental to the successful operatfdhe DIT According to Griffith, Hines and
Sgrensen (n 83) 73, ‘if the corporate income téx isaf and the top marginal tax rate on labour
income is't, the capital income tax rateshould be set such that ()-(t.- £) = 1- t to prevent tax
avoidance through income shifting’. As explainedha opening introduction to this thesis,
‘income shifting’ in this context means the convensof labour income into capital income.
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reduces the scope for and tax advantages fromatapibme splitting”®® So long as the
right balance is struck between the tax rates opcorate profits, labour and capital, the
Nordic DIT achieves level treatment between incoapexd and unincorporated
businesses, thus reducing the incentive to incatpdior tax reasons. If, however, the
rate of tax on corporate profits was reduced witltmmsequent changes to the tax rate on
labour and capital income, owner/managers of somatipanies will have an incentive to
be compensated with dividends out of lightly-taxeebfits rather than wages and

salary*®’

Whilst the DIT can advance equity and neutralitythe taxation of employees,
incorporated and unincorporated businesses—whictelgn@amending the settlements
provisions will not achieve—it may not fully addsethe further issue of income splitting
within a family business. Under the Swedish schethig, further step is achieved for
excess dividends paid from a company that are taseldbour income by applying the
labour tax rate of the higher-income spotf8&Post-2006 in Norway, the rate structure
adopted results in dividends in excess of a noretarn being taxed at a rate that nearly
approximates the top marginal rate of tax on laboaome (when corporation tax is
taken into account), thereby eliminating the ecoicoimcentives to engage in income
splitting1°°® Alignment of the tax rates in this way provides attractive and elegant

solution to the income-splitting issue becauss @aes not require complex definitions or

1006 Griffith, Hines and Sgrensen (n 83) 75.

1007 The Norwegian and Finnish approaches to thissin were discussed in Chapter 4; see text at n

506.
1008 Melz (n 506).
1009 Crawford and Freedman (n 94) [IV.3.2.1] and @tiffHines and Sgrensen (n 83) 80-81.
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high compliance costs, and does not raise the q@riwand autonomy concerns or the

problems in defining spouses that a Swedish-likg@gch does.

F. TAX AVOIDANCE APPROACHES

As the settlements provisions are anti-avoidanéesyuhe mischief of income splitting
could be addressed by resorting to a range of dtheavoidance measures, such as a
general anti-avoidance rule (GAAR) or targeted -amtidance rule (TAAR). These
options may be worth pursing in lieu of, or alonghywa new anti-income-splitting
regime or amendments to the existing settlemeragigions. A thorough discussion of
the advantages and disadvantages of a GAAR arentidfie scope of this thesis, but the
narrower issue of the suitability of a GAAR in agsking family business income-
splitting arrangements must be addressed for cdemess®® One interesting
preliminary point is, as Bowler notes, the goaltpam what is considered acceptable tax
planning as opposed to unacceptable tax avoidatenove over timé* This seems to
have been the case with respect to income splitirigmily businesses. What was once
regarded as standard tax planning between husbdedag evidenced by the advice
provided to Mr and Mrs Jones by their accountanhaw viewed by HMRC as clear tax

avoidance.

1010 The literature on tax avoidance is vast. In tikedlbne since 2001 a small selection of articles

would include Lord Templeman, ‘Tax and the Taxpag2001) 117 LQR 575; John Tiley, ‘Tax
Avoidance Jurisprudence as Normal Law’ [2004] BT 3Freedman (n 102); Edwin Simpson,
‘The Ramsay Principle: A Curious Incident of JudidReticence’ [2004] BTR 358; Lord
Hoffmann, ‘Tax Avoidance’ [2005] BTR 197; John TjléBarclays and Scottish Provident:
Avoidance and Highest Courts; Less Chaos but Mareettainty’ [2005] BTR 273; Judith
Freedman, ‘Interpreting Tax Statutes: Tax Avoidaawe the Intention of Parliament’ (2007) 123
LQR 53-90.

1011 Bowler (n 915) 37.
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Introducing a new, over-arching GAAR for the UKrnst a new idea; GAAR
proposals have been made by acadeltlicand other groups over the years, including
the Tax Law Review Committee and the Inland Revenunel997 the TLRC published
an extensive report on tax avoidance in which itaheded that specific anti-avoidance
provisions should be the ‘first lines of defencgamst tax avoidanc®® The Committee
also examined whether a more general deterrentdamilseful to buttress specific anti-
avoidance rules and concluded that ‘a sensiblyetathgeneral anti-avoidance provision’
with a considered framework accompanied by appatprsafeguards for taxpayers,
including a pre-transaction clearance procedungidomake a contribution to the effort to
deter and counteract tax avoidan®.The TLRC preferred a GAAR to the continued
development of judicial anti-avoidance doctrinesid(ain particular the composite
transaction doctrine dRamsajy’* principle) on the basis that judicial doctrinesgie
retrospectively without a clear framework and eeobyn a case-by-case basis, which

produces considerable uncertaifit}/

The Inland Revenue followed by publishing a GAARsdltative document in

1998, which included possible wording for key partss GAAR’ The ensuing TLRC

1012 Freedman (n 102) arguing for a general anti-amdgprinciple (GANTIP) rather than a rule.

1013 Tax Law Review Committedax AvoidancéThe Institute for Fiscal Studies, London 1997)

[4.14].
1014 TLRC (n 1013) [30]. The TLRC included illustraé\GAAR provisions.

1015 Ramsay (WT) Ltd v IR[1982] AC 300 (HL) as developed in later caseshsagFurniss v
Dawson[1984] AC 474 (HL) asserting the principle thatexé there is a preordained series of
transactions and steps are inserted with no comah@urpose those steps are to be disregarded
for fiscal purposes.

1016 TLRC (n 1013) [4.7-.8].

1017 Inland Revenue, ‘A General Anti-avoidance RuleDirect Taxes’ (1998)

<http://www.hmrc.gov.uk/consult/consult_1.htm> agsed 22 June 20009.
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response was highly critical of the Inland Reveprmposals for restricting the GAAR to
corporations, failing to restrict the developmerit parallel judicial anti-avoidance
doctrines, and limiting the burden on the Revemuestify application of the GAAR?*®
The TLRC also expressed doubts over the adequadlyeoproposed clearance regime
given the GAAR'’s broad scop@® Although the Inland Revenue proposals were not
pursued further, HMRC continues to study the GAARiIian and recently completed a

comparative legal study of the GAARs of a numbecafintrie$’*

including Canada,
Australia, New Zealand, Spain, France, Ireland &wlth Africa in an effort ‘to
understand what has worked in what jurisdictiord &hy, and see whether there are any

lessons there®®# It is clear that HMRC remains interested in theARAoption, but still

is concerned about an accompanying pre-transacig@mances regimg?2

Freedman argues that a UK GAAR would be benefmahuse it ‘would provide
guidance to the judiciary about the way Parliametgnded tax law to be construed and

authority to develop the law in a way that currgmitcurs only spasmodically because of

1018 Tax Law Review Committedy General Anti-avoidance Rule for Direct Taxes: ésponse to the

Inland Revenue Consultative Documéntte Institute for Fiscal Studies, London 1999) [4
1019 TLRC (n 1018) [4].

1020 Some of the findings of that study are reporteBavid Pickup, ‘In Relation to General Anti-

avoidance Provisions: A Comparative Study of thgdlé-rameworks Used by Different
Countries to Protect Their Tax Revenues’ in JuBittedman (edBeyond Boundaries:
Developing Approaches to Tax Avoidance and Riskadamen{Oxford University Centre for
Business Taxation, Oxford 2008) 9.

Dave Hartnett of HMRC, quoted in Report from 8elect Committee on Economic Affairs, ‘The
Finance Bill 2006’ HL (2005-06) 204-1 [61]. See@Bickup (n 1020) 9-10.

Hartnett (n 1021) [64] (...l think there is a vesignificant issue that arises there: how sensible
would it be to offer pre-transaction clearancesaibat were very clearly tax avoidance
arrangements? Again, how sensible is it to offeregements like that which then enable planners
to refine their product again and again and agairwe have seen with some of our existing
clearance measures, until they have got somethatghey think works. So there are very

difficult issues to be sorted out’).

1021

1022
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rightly held concerns about legitimacy®® Support for a GAAR, however, is not
universal amongst academics. Simpson argues thatfoaa legislated anti-avoidance
principle are misplaced and that the judiciary daguiby a more effective role in policing
tax avoidance by applying constitutional principseady to be found in the common
law.**** Following the House of Lords decisionsBarclays Mercantile Bank Finant&®
andScottish Provident Institutidff® the role of theRamsayprinciple remains somewhat
unclear, with some commentators arguing the priadgpdead as a separate judicial test
having been subsumed into the general purposiveoapip to statutory interpretation
outlined inBMBF,*%?" whilst others point to the analysis and resuiias evidence that
the Ramsayprinciple survives®®® The impact on UK direct taxes from the recent

emergence of the ‘abuse of law’ principle in the WAase law remains to be seéf.

1023 Freedman (n 1010) 87; see also Freedman (n B®x53.
1024 Simpson (n 1010) 358-74.
1025 Barclays Mercantile Business Finance Ltd v HM Irdpeof Taxe$§2004] UKHL 51.

1026 Inland Revenue v Scottish Provident Institufi2804] UKHL 52.

1027 Hoffmann (n 1010) 203 (‘The primacy of the constion of the particular taxing provision and

the illegitimacy of rules of general applicatiorsizeen reaffirmed by the recent decision of the
House in BMBF]. Indeed it may be said that this case has kiiédhe Ramsaydoctrine as a
special theory of revenue law and subsumed it witthe general theory of the interpretation of
statutes, perhaps the interpretation of utterantasy kind.’). InBMBF, Lord Nicholls explained
the modern approach to statutory interpretatiomtasduced into tax law by theamsayine of
cases: ‘The essence of the new approach was tdtgiveatutory provision a purposive
construction in order to determine the nature eftthnsaction to which it was intended to apply
and then to decide whether the actual transactibich might involve considering the overall
effect of a number of elements intended to opdrajether) answered to the statutory description’
[32].

1028 Freedman (n 1010) 65-70 and Judith Freedman v€ging Tracks? Recent Developments in
Canadian and UK Approaches to Tax Avoidance’ (2@5BLan Tax J 1038, 1042 (‘The current
situation does not result in stability and predidtey and, in practice, gives quite considerable
discretion to the courts. It is not impossible tivatshall see the re-emergence &fansay
doctrine.’).

1029 Halifax plc & Others v Customs & Excise Commissist{€ase C255/02) [2006] STC 919 (ECJ).
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The TLRC concerns with judicial approaches to ta@i@ance remain valid more than

ten years on.

Notwithstanding Simpson’s confidence in the judigiand Freedman’s call for a
GAAR, the UK tax authorities in recent years hav&ead favoured the TAAR approach.
TAARs act like ‘mini-GAARS’, in that although theare narrower in scope than a GAAR
they are drafted using much broader language W@noally is found in a specific anti-
avoidance provision used to thwart particular ageaments or plug particular gaps in the
legislation that taxpayers have been exploitfi§The result has been a proliferation of
rules, some relatively narrow in scope and draftedreat detaif’** and others with a
very broad scope and drafted in a general ®#yand substantial inconsistency in the
drafting of the tests employed by these TAARs tatidguish acceptable from
unacceptable taxpayer behavidli’ Some argue these TAARs, taken together, means
the UK effectively has a GAAR, but without the taypr protections such as clearances

that the TLRC thought so necessah/.

1030 Bowler (n 915) Appendix C lists many TAARs andltlights the variety of drafting.

1031 An example of a narrow but detailed TAAR is sect83 and Schedule 26 of FA 2002 concerning

derivatives.

1032 An example of TAAR broadly-drafted and broad éope is section 16A of TCGA 1992, which
provides that ‘allowable loss’ for capital gaing faurposes does not include a loss accruing to a
person if—(a) it accrues to the person directljndirectly in consequence of, or otherwise in
connection with, any arrangements, and (b) the mpaipose, or one of the main purposes, of the
arrangements is to secure a tax advantage.

1033 The list of TAARSs in Bowler (n 915) Appendix Quistrates the use of a wide-range of tests with

essentially the same aim of identifying behavioithwa tax avoidance purpose, but employing a
variety of terms to do so including ‘benefit’, ‘@ut’, ‘avoidance intention’, and ‘purpose’.
Moreover, even when the term ‘purpose’ is useddbeis inconsistently worded as ‘sole
purpose’, ‘main purpose’, ‘one of the main purposesl ‘unallowable purpose’.

1034 See eg Tiley (n 1010) 280.
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On this point, it is important to note that the @owment’s 2007 income-shifting
proposals included a TAAR. It will be recalf8 that in order for those provisions to
apply, Individual 1 must be a party to ‘relevantaagements’, or have the power to
control or influence relevant arrangements. Areangnts are ‘relevant arrangements’ if
the arrangements are not genuine commercial amagrgs and it would be reasonable to
draw the conclusion, from all the circumstanceshef case, that the purpose, or one of
the main purposes, of the arrangements is the amo@or reduction of charge to income

tax.

Notwithstanding the recent preference for TAARsuldoa GAAR be a useful
tool for the UK authorities in countering incomdigmg arrangements involving family
businesses like that at issueJanes v Garne®t Tiley queried which Revenue losses
before the House of Lords would have been decidéerently under a GAAR;Jones v
Garnettis on his list, but he does not arrive at a cosiolu either way®*° This question
is considered next, beginning with an examinatiérthe international experience in

applying GAARs in this context.

The current version of the Australian GAAR essdiytiquires a scheme entered
into for the sole or dominant purpose (determiniegdciively by reference to eight listed

factors) of obtaining a tax benefff’ Where the GAAR applies, the tax authorities have

1035 See discussion above at n 903.

1036 John Tiley, ‘The Avoidance Problem: Some UK Retilens’ in Judith Freedman (edeyond
Boundaries: Developing Approaches to Tax AvoidarakRisk Manageme@®xford University
Centre for Business Taxation, Oxford 2008) 67, 69.

1087 Part IVA of the Income Tax Assessment Act 1936.
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the discretion to make a determination cancellimg tax benefit otherwise derivétf®

Pickup concludes that the Australian GAAR has pdotee be a significant weapon in
combating tax avoidand8® In the particular case of family income-splitting
arrangements, Australia formerly had a statutofg sarbour permitting the transfer of
income without transferring the underlying propestylong as the period involved was
less than 7 year8? In 2000, Australia introduced legislation limigirthe ability of

taxpayers to split personal services income earhedugh a corporation, trust or

partnership with family membef&*

If a taxpayer is engaged in business income-sgiitirrangements with family
members and these personal services income rulesodapply, the Australian Tax
Office (ATO) has taken the position that the GAARyTapply'°*? The ATO suggests

the GAAR would apply, for example, where a salarpaid to a taxpayer as the principal

1038 Section 177F of the Income Tax Assessment Ac6193

1039 Pickup (n 1020) 17. Evans similarly concludes tha Commissioners’ faith in the GAAR as a

principal weapon against tax avoidance ‘has beedic@ted’ and the government appears
generally satisfied with its current operation: €dwis Evans, ‘The Battle Continues: Recent
Australian Experience with Statutory Avoidance &isclosure Rules’ in Judith Freedman (ed),
Beyond Boundaries: Developing Approaches to Taxdanee and Risk Manageme@xford
University Centre for Business Taxation, Oxford 089 (‘Part IVA is seen as effective and

plans to strengthen it have been left on the sh@&spite the Government’s satisfaction, Evans is
concerned that the abundant jurisprudence on PArhas not led to greater certainty as to when
and why the GAAR may apply.

1040 Freedman (n 650) 25-28, comparilanes v Garnetwith the Australian Taxation Office approach
to income splitting in the family business, incloglithe application of the GAAR. Freedman
preferred the term general anti-avoidance prindi@l&NTIP) over GAAR.

1041 New Business Tax System (Alienation of PersoraliBes Income) Act 2000. See also guidance

in Australian Taxation Office, ‘Alienation of Persal Services Income: Contractors and
Consultants’ (July 2005)
<http://www.ato.gov.au/businesses/content.asp?dootént/15900.htm> accessed 20 July 2009.

1042 Australian Taxation Office, ‘Taxfacts — GeneraitAavoidance Rules and How They May Apply

to a Personal Services Business’ (March 2003)
<http://www.ato.gov.au/businesses/content.asp?dootént/37495.htm> accessed 20 July 2009.

333



worker by his or her company and that salary iscoshmensurate with the value of his
or her services (ie too low), and the remainingome is distributed to other family
members—alones v Garnetsituation'®*® In the case of husband and wife personal
services partnerships, however, the ATO has badkedh somewhat and now takes the
position that ‘genuine’ partnerships where the sgswshare equally in profits and losses,
even if only one spouse performs the main bulkhaf work, will not be subject to
challenge under the GAAR absent unusual featff&€vans argues that this position
‘owes more to a pragmatic acceptance that thersiu@y too many such partnerships to
challenge rather than the application of a priregplapproach to the issu8*®
Consequently, whilst income splitting between spsus partnership situations may be
viable in Australia, family income splitting throlmga company remains susceptible to

challenge under the GAAR.

Canada also has a GAAR® Very generally, the Canadian GAAR applies to a

tax avoidance transaction, which is a transacti@mt tesulted in a tax benefit and was

1043 Australian Taxation Office, ‘Taxfacts — GeneraitAavoidance Rules and How They May Apply

to a Personal Services Business’ (n 1042).

1044 Australian Tax Office, ‘Refocus of Income-spligi Test-case Programme’ (13 December 2005)

<http://www.ato.gov.au/corporate/content.asp?damtent/67313.htm> accessed 20 July 2009
and Australian Tax Office, ‘Part IVA: The Generafthavoidance Rule for Income Tax’
(December 2005) <http://www.ato.gov.au/content/doads/n14331-12-2005 web.pdf>
accessed 20 July 2009, 4. See also Evans (n 1038).4The ATO’s refocus came after an
unsuccessful attempt to apply the GAAR to an incapldting situation involving large
superannuation contributions made by a husbandvifecersonal services company.Ryan v
FCT[2004] ATC 2181, the taxpayer provided his compuatssulting services through a
company controlled by the taxpayer and his wifee Tbmpany made excessively large
contributions to the wife’s superannuation relatwehe value of her secretarial services for the
company (for which she was paid a small salaryplpipg the GAAR, the Commissioner
included the excess contributions in the husbaaskessable income, but the Administrative
Appeals Tribunal rejected this approach and hefdwour of the taxpayer.

1045 Evans (n 1039) 41.
1046 CITA s 245.
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primarily tax motivated®’ unless the transaction does not result in a mistispecific
provisions of the Canadian Income Tax Act (CITA)aor abuse of the provisions of the
CITA read as a whol®* Where a transaction is an avoidance transacttom,tax
authorities can determine the tax consequences @Easonable in the circumstances in
order to deny the tax benefit that would otherwhsere ariseri®® The Canadian tax
é(.)SO

authorities have had mixed success before the caurGAAR cases:”" The taxpayer

succeeded in the Supreme Court of CanadaCamada Trustco Mortgage Co v

a'%! which was similar to the transaction at issueBiMBF,1°>? but the tax

Canad
authorities prevailed in its companion cadathew v Canadd>® and most recently in

Lipson v Canada®*

The Supreme Court has held that the applicatiothef GAAR involves three
steps. First, is there a tax benefit arising frotraasaction or series of transactions within
the meaning of sections 245(1) and (2) of the CIT®¢tond, is the transaction an
avoidance transaction under section 245(3), instrese of not being arranged primarily
for bona fide purposes other than to obtain thebexefit? Third, and most importantly,

was there abusive tax avoidance under section P5#(4he sense that it cannot be

1047 CITA s 245(3).
1048 CITA s 245(4).
1049 CITA s 245(2).

1050 Brian Arnold, ‘The Canadian Experience with a &@h Anti-avoidance Rule’ in Judith Freedman

(ed),Beyond Boundaries: Developing Approaches to Taxdavnee and Risk Management
(Oxford University Centre for Business Taxation,f@d 2008) 29.

1051 2005 SCC 54.

1052 Freedman (n 1028) and Malcolm Gammie, ‘Barclays @anada Trustco: Further Comment from

a UK Perspective’ (2005) 53 Can Tax J 1047.
1053 2005 SCC 55.
1054 | ipson v Canad#n 546).
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reasonably concluded that a tax benefit would besistent with the object, spirit or
purpose of the provisions relied upon by the taepa{*° This third arm of the test in
turn requires a two-stage enquiry: first, the caudst determine the purpose of the
statutory provisions conferring the tax benefitdasecond, the court must decide

whether the transaction abuses or frustrates tirappe->°

In the context of family income splitting, althou@anada has specific attribution
rules aimed at removing the tax benefits from Hfémaily transfers of assets, and has
special ‘reasonableness’ rules applying to thecation of partnership income amongst
family members (as discussed in Chapter 4), thea@an tax authorities famously lost
two Supreme Court cas8¥ in which they attempted to challenge income-sptitt
arrangements similar to that undertakenJames v Garnettinder general settlements-
type legislative provision®>® Moreover, unlike the situation in Australia, thar@dian
revenue authorities have publicly stated that theadian GAAR will not be applied to
family  income-splitting arrangements, and partidyla dividend-sprinkling
arrangement®>® Some Canadian tax commentators have concludedttiauld be
difficult to apply the GAAR to such situations givéhe Supreme Court’s clear statement

in one of the casedjeuman v MNRthat there is no general scheme in the CITA to

1055 Canada Trustcgn 1051) [17]Mathew(n 1053) [31] andLipson(n 1054) [21-23].

1056 Canada Trustcgn 1051) [44]Mathew(n 1053) [32] andLipson(n 1054) [25]. See also Arnold
(n 1050) 29-30.

1057 McClurg v Canadd1990] 3 SCR 1020 andeuman v Minister of National Rever[i898] 1
SCR 770. See also Duff (n 538) 364.

1058 CITA s 56(2).

1059 Canada Revenue Agenéycome Tax Technical News No (March 1999).
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prevent income splittind®® For this reason, it is unlikely thalones v Garnetike
arrangements would be found to constitute a misfiske provisions of the CITA or an
abuse having regard to the CITA read as a whol¢her® disagree, arguing that the
attribution rules provide clear evidence that aistesome forms of income splitting are
not to be permitted’®* Since no new legislation was introduced to respmndpousal
income splitting through family companies followirtge taxpayers’ victories in the

courts, dividend sprinkling remains a viable tecua in Canada.

In summary, in order for a UK GAAR to operate effeely in this area there
must be a clear policy against family income-gplgtarrangements. Can such a policy be
discerned in the current UK tax system? As disaligsedetail in Chapter 4, the
employment tax regime restricts the ability of eoygles to split their earnings with
family members. The ‘wholly and exclusively’ teds@ places some restrictions on the
splitting of business income amongst family membé&irse settlements provisions limit
the ability of family members to engage in somerf®rof income splitting, but outright
gifts between the spouses of income-producing sisset permitted so long as they are
unconditional and not wholly or substantially ahtigo income. Taken together, these
rules suggest an underlying principle of UK tax l#wat family income splitting is

acceptable within limits, but those limits are patticularly well defined.

1060 SW Bowman, Karen Sharlow and Douglas J Powrierp6rate Income Splitting Revisited: The

Supreme Court Speaks’ (1998) 46 Can Tax J 645, 650.
1061 Duff (n 538) 364.
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As the TLRC and Duff contend, a GAAR is a measur&ast resort and should
not be generally relied upon to address reasorfabdgeeable methods of tax avoidance
occasioned by statutory differences in the taxtmneat of similar transactions or
relationships that could be better addressed wécific legislation, such as the
settlements provisions (appropriately modifie¥ff. Freedman similarly argues that the
best response is to fix the legislation not to @yeGAARS on bad legislation; greater
neutrality in the taxation of employees and busiessalso eliminates avoidance activity
around these boundari®8® Whatever general merits there may be in havingAARS
the case for adopting a GAAR in the UK to policenily income-splitting arrangements
is not especially strong. Moroever, given the régealiferation of TAARs generally and
the TAAR included in the 2007 income-shifting prepts, if an anti-avoidance tool was
adopted to attempt to limit family business incospdtting, it is much more likely the

UK tax authorities would choose a TAAR over a GAAR.

G. CONCLUSION

The options for reforming the UK tax system to éetaddress the issue of income

splitting in family businesses range from doinghmog (which is far from ideal on tax

1062 TLRC (n 1013); David G Duff, ‘Relationships, Baiaries and Corporate Taxation: Compliance
and Avoidance in an Era of Globalization’ in Juditeedman (edBeyond Boundaries:
Developing Approaches to Tax Avoidance and Riskadamen{Oxford University Centre for
Business Taxation, Oxford 2008) 203 and Tim EddResigning and Implementing a Target-
Effective General Anti-Avoidance Rule’ in DG Duffid H ErlichmanTax Avoidance in Canada
after Canada Trustco and MathdWwwin Law, Toronto 2007) 221.

1063 Freedman (n 102) 7-8 and Freedman (n 1010) #ale Bowler (n 915) 15-16 and Shaw,
Slemrod and Whiting (n 49) 1 (‘If a tax system eaoid creating unnecessary and difficult-to-
police boundaries it is likely to be more robustiagt avoidance than one that does involve such
boundaries.’).
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policy grounds) to radical reforms such as integgathe income tax and NICs or

introducing a Nordic-style dual income tax. An aabidance approach such as a GAAR
or, more likely, a TAAR could be effective but rglg on anti-avoidance technigues to
address deficiencies in the current legislatiotess ideal than fixing those deficiencies

directly.

Legislation to specifically address the mischieisstue, either by amending the
settlements provisions or introducing new legiskatihas merit as a short-term solution
at least. Of these two approaches, amending tliersents provisions to enable these
rules to apply in husband and wife situations likelones v Garnetivhen one of the
spouses is receiving compensation that is unrebioa not consistent with the arm’s
length principle given the spouses’ relative cdmitions is simpler to implement and
more certain than introducing an entirely new liagige regime. This would not,
however, address the non-neutral treatment of gmmat income versus business
income generated from similar activities. Otherorefs that expand the scope of
employment tax (by taxing dividends from family qoamies as employment income)
should also be pursued. Over the long term, a madecal but theoretically strong
approach to enhancing the equity and neutralitythef taxation of employment and

business income is to pursue the Nordic-style the@ime tax option.
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CHAPTER SEVEN: CONCLUSION

As the UK Government has discovered, income-spijtarrangements involving family
businesses raise difficult issues for a progressigeme tax system. Optimal tax theory
sheds some light on these issues, but the traditmmteria of good tax design—equity,
neutrality, certainty and administrative ease—maquekly to the forefront. Generally it
is equity considerations, and more particularlyizartal equity, that are most central to
the income-splitting debate. Should married coupkesreated more (or less) favourably
than unmarried cohabitants with respect to tax igdiye and income splitting in
particular? Are employees treated unfairly compa@dusiness persons engaged in
similar economic activity because it is more difficto split employment earnings with
family members? Is it fair to allow couples withcome-producing assets or family
businesses to split income, but not couples witly employment income? Should some
types of family business income-splitting arrangetsebe permitted, but not others?

These are the central questions this thesis camside

In order to answer these and other questions, rblarpnary issue of choice of
tax unit needed to be addressed. One cannot sgmbdguss why some view income-
splitting with family members as problematic, nbe fpossible reforms to reduce the tax
incentives to engage in it, until policy makers éalecided on the appropriate unit for
taxation and on rules for attributing income to tdhe@sen units. Adopting a joint spousal
tax unit rather than an individual tax unit woulave the effect of reducing potential tax
gains from shifting income. The arguments examime@€hapter 3, however, strongly

favour an individual tax unit over a joint spousalt. Although couples neutrality and
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reducing the incentive to income split favour anfounit, the individual is the better
choice on privacy, autonomy, equality, definitignaharriage neutrality and work
incentive grounds. The definitional issues inheiiana non-individual unit (ie who is a
‘spouse’) are particularly difficult from a horiztah equity, certainty, and ease of
administration perspective given the rise in thembar of unmarried cohabitants.
Neutrality amongst choice of form of personal rielaships, and avoiding the secondary-

earner bias are also important arguments in fagbtire individual tax unit.

Once the individual is chosen as the income tak imsome attribution rules are
necessary, and need to be respected, in ordeevemrcouples from self-selecting out of
individual taxation and undermining that choice. daciding how income should be
attributed, a difficult question arises as to wkettiifferent attribution rules and tax rules
generally should apply to unearned income (egestedividends and capital gains and
referred to as ‘capital income’ by economists) @sgared to earned income (referred to
as ‘labour income’ by economists). Tax policy comitagéors may disagree on exactly
how unearned/capital income should be taxed (egall, at a low flat rate, at marginal
rates bearing some relation to the marginal rgtpticable to labour income, at the same
rate as labour income), but the resulting conclus® that it is appropriate to tax
unearned/capital income differently than labourome. In addition, it appears
appropriate in some cases to characterise busimessie (ie self-employment earnings,
partnership profits, and even company profits)igisrom employment-like activities as

labour income (though some commentators would disgg
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Although the arguments favouring different tax tmeent of unearned/capital
income and labour income are compelling, shouldgehdifferent forms of income be
treated differently for income-splitting purpose&d@me take the position that it is unfair
to permit couples to minimise their combined taxdem by gifting income-producing
assets to the lower-income spouse, but not to alouples to split income from the
family business. There are strong policy reasosgedban the control or ownership model
of income attribution, however, that justifies resfing unconditional gifts of income-
producing assets between family members for tayqaes, but not permitting income
essentially derived from the labour of one indidtuo be shifted to others. Other
approaches for attributing unearned/capital incomeluding the Canadian attribution
rules, are too difficult to administer, discouraméairer redistribution of spousal assets,
and/or undermine the privacy and autonomy of spousth respect to their tax affairs.
The control that goes with genuine ownership, @ndtiner hand, has sufficient economic
reality to warrant respect for tax purposes, isdhly option that achieves true marriage
neutrality and is consistent with both the attnbotof labour income and choice of

individual as the tax unit.

Situations involving mixed labour and capital in@m@s well as income arising
from the joint effort of two or more family membease more problematic. In mixed
income situations, a Nordic-style dual-income t@XT{) provides a principled method for
separating the capital and labour components oibss profits for both incorporated
and unincorporated businesses in a way that dde®lymn taxpayers choosing the form
their income takes. Once the income has been téskeocto its capital and labour

components, the usual tax rates and attributicgsraén then be applied. If the income is
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the result of the joint efforts of two or more fdynmembers, the theoretically ideal
approach is to attribute a portion of the incomedoh individual using a transfer pricing
method, such as comparable uncontrolled price (whitempts to compare prices for
services in a situation involving associated esgitiwith prices charged between
independent entities in comparable circumstancegrafit split (which divides profit
generated by the joint efforts of associated estibased upon the relative value of the
functions performed by each entity). This appropavides broad parity of tax treatment
between associated and independent taxpayers. @bktnansfer pricing situations, there
will not be one unequivocal answer, but the resilltbe reasoned and workable and the
compliance burden far lighter than full complianaéh the UK domestic transfer pricing
regime would require. Alternatively, a simpler ‘seamableness’ approach as currently
used in other jurisdictions, including the US argh@da in relation to partnerships, may

be preferable to a transfer pricing approach.

As discussed at length in Chapter 5, the current rggtrictions on income-
splitting—the ‘wholly and exclusively’ test, chatiges to the validity of family
partnerships, the settlements provisions—are insteq The employment-related
securities rules may be of some assistance, bythaee yet to be tested in the family-
business context. The simplest and most egregmussfof income-splitting are limited
to a degree in the present system, including pagixgessive remuneration to family
members and splitting partnership profits with minchildren. In addition, the
settlements provisions place limits on attemptsntmme split with minor children as

well as spouses where dividends on preferred sharedividend waivers are used.
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Because the settlements provisions lack a tranmiemg or reasonableness element,

however, they cannot address the form of incomigtisgl undertaken idones v Garnett

Several possible reforms to the UK tax system tthér restrict income splitting
in family businesses can be made, as was discursg&tapter 6. Expanding the scope of
employment taxation by moving the borderline betweenployees/self-employed and
employees/companies or by taxing dividends fromlisfaily companies may go some
way in this direction. Maintaining the status ghowever, is also an option. Following
the House of Lords decision dones v Garnetthe settlement provisions still have some
teeth because the word ‘arrangement’ in the dedmiof ‘settlement’ is capable of broad
interpetation and the common law bounty requirento#s not appear to be a high
hurdle for the Revenue to overcome so long as itemgement at issue would not have
been entered into by parties dealing at arm’s lendgdpousal income-splitting
arrangements involving ordinary shares remain elabbwever, as do the tax arbitrage

advantages from converting highly-taxed labour meanto lower-taxed capital income.

Of the possible reforms discussed, in the shorh,téhe addition of a transfer
pricing or reasonableness test on dividends fromiljacompanies and allocations of
family partnership profits to the spousal outrighift exception in the settlements
provisions could reduce to some extent incometsgitarrangements involving family
businesses that presently fall outside the scopleeoprovisions. Taking into account the
relative contributions of the spouses to the bussingould help to address the current

inequity in the rules that allows couples like MrdaMrs Jones to minimise their tax
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burden, undermining the control theory of incomelaition and the choice of individual

as tax unit in the process.

Furthermore, the rule in ITTOIA section 625 deemépguses to have an interest
in each other’s property along with the spousatlight gift exemption in section 626
should be extended to include some unmarried cbhgbtouples living together as
husband and wife. As the Law Commission of Canadammended, in cases where it is
desirable to take into accounts a taxpayer’s paisoelationships—as with anti-
avoidance legislation such as the settlements giong—reliance on specific forms of
relationship such as marriage should be eschewd/@ur of a more comprehensive and
principled approach to the legal recognition angpsut of the full range of close
personal relationships among adults whether mdaiedpartners or living together as

husband and wife/civil partners.

A major concern with the suggested short term me$ois if amending the
settlements provisions will make compliance with @ready uncertain regime too
difficult for taxpayers, particularly small busirses with limited resources. Although the
application in a given fact situation of a trangbecing or reasonableness requirement in
the outright gift exception will be somewhat uneert this has not proved to be a bar to
the operation of similar rules in the US under &lssignment of income doctrine and in
Canada in relation to family partnerships. The uagety can be managed, over time,
with appropriate HMRC guidance coupled with a smalnber of test cases. Moreover,
whilst avoiding uncertainty is an important objgeti some vagueness in law is

inescapable and tax law in particular will nevercbenpletely certain. This is a reflection
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of the nature of law generally and tax law spealfic So long as the rules adopted are
not arbitrary and outcomes can be adequately pgestiisuch that advisors can provide
useful advice to guide clients’ behaviour, blangeticism that the amended settlements

provisions will be ‘too uncertain’ should be methwva healthy degree of scepticism.

Amending the settlements legislation has the furtdvantage of minimising
complexity and transition costs as compared toothicing an entirely new statutory
scheme (such as that proposed by the Governm@@0iri and subsequently withdrawn)
to target income-splitting arrangements like thiassue inJones v Garnett Transitional
issues and costs resulting from changes to theetgixne are critical aspects of ease of
administration. As Raz argues, one of the more mapo principles that can be derived
from the basic idea of the rule of law is that last®uld be relatively stable. Stability is
important because people need to know the law migtfor short-term decisions but also
for long-term planning. As the Meade Committee toded ‘an old tax is a good tax’ in
this respect. These reforms would not, howeverresddthe non-neutral treatment of

employment income versus business income generatedsimilar activities.

In the longer term, deeper structural reforms WK tax system could be made
as well to enhance the neutrality of taxation dfedent legal forms (ie employment,
unincorporated and incorporated businesses), whkobnld go some way towards
reducing the incentives to incorporate in searctawfsavings, including tax savings from
income splitting. Integration of the income tax &k regimes is one possible solution.
Another option is to adopt a DIT that combines @gpessive tax on labour income with a

low flat rate of tax on income from capital. As ¢pas the right balance is struck between
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the tax rates on corporate profits, labour (inalgdNICs) and capital, the DIT achieves
level treatment between incorporated and unincatpdr businesses, thus reducing the
incentive to incorporate for tax reasons (and ie process reducing the scope for
income-splitting). Finally, a tax avoidance apmioauch as a GAAR, or, more likely, a
TAAR, is another option, although relying on antbalance techniques to address

deficiencies in the current legislation is lessaldban fixing those deficiencies directly

In summary, there does not appear to be any onplesisolution to the issues
raised by income splitting in family businessesctEaf the possible reforms considered
in this thesis suffer from significant drawbacksr Example, amending the settlements
legislation to better target dones v Garnettype arrangement appears to be highly
desirable on equity and neutrality grounds, buhatrisk of making an uncertain regime
even more uncertain for self-assessing taxpayérs perhaps unrealistic to seek to
eliminate the equity and neutrality concerns raigsd income splitting in family
businesses altogether. Tax design must take intouat a range of often conflicting
factors, including certainty and administrative ea8 combination of the suggested
reform options could provide at least a partial anto this elusive problem. This result
may be a compromise, but it is likely the best itethat policy makers can hope to

achieve.
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