Professional Level - Business Planning: Taxation – December 2021
MARK PLAN AND EXAMINER’S COMMENTARY
The marking plan set out below was that used to mark this question. Markers were encouraged to use discretion
and to award partial marks where a point was either not explained fully or made by implication. More marks were
available than could be awarded for each requirement. This allowed credit to be given for a variety of valid points
which were made by candidates.
Question 1
Total Marks: 40
Scenario:
Requirement 1 of this question considers the net, after tax, cash available to an individual from statutory
redundancy pay and some capital disposals. In the case of each capital disposal, there is the potential for
either a clawback of past tax relief for venture capital investment schemes, or the crystallisation of a gain
held over against a past transaction in addition to the tax impact of the disposal itself. Therefore, the
implications of each transaction are more complex than the transaction itself.
Requirement 2 considers two separate contracts on offer to an individual. The requirement asks students
to consider the tax consequences of each contract, the net, after-tax cash that would be available from
each contract and to recommend which contract should be undertaken by the individual. The facts
surrounding each contract are designed to lead the student to question whether the contracts are of
employment or self-employment. They have been made clearly one or the other to allow students to make
a decision and to therefore calculate tax due under either employment or self-employment grounds. There
are some benefits attached to the first contract, which is set up to be an employment contract, which
cannot be valued in immediate cash flow terms. This is designed to make the recommendation more
granular and not just based on cash.
Requirement 3, which is explicitly an ethics requirement (as opposed to an embedded ethics requirement)
considers the impact of IR35 and off-payroll schemes, by offering students a scenario in which payments
are made to an individual through an umbrella company. This mixes understanding of IR35 type issues
with DoTAS and tax avoidance.
Examiner’s comments:
Overall this question was well-answered.
Part 1
In the first part of the question, a large number of candidates scored full marks by correctly recognising the
relevance of the clawback of both VCT and EIS relief. Some very accurate and detailed calculations were
produced. The lower scoring answers displayed confusion between which dividends were exempt and
taxable and failed to mention the clawback of relief at all.
Whilst the better performing candidates correctly calculated the gain on the sale of the apartment, a
significant number failed to take the SDLT into consideration and also believed that CGT on the sale of
residential property was taxed at 20%. This showed a lack of understanding of basic computational issues.
Part 2
Answers to Part 2 polarised between excellent and very poor. Candidates should go back to basics when
dealing with complex scenarios and think about the facts presented in the scenario. This part of the
question was not particularly concerned with IR35 – the main issue was whether the individual was
employed or self-employed, and, at this stage in the question there was no mention of the client operating
as a company – so IR35 was not in point. In Part 3 the use of a managed service company, as part of a
tax-planning scheme, was introduced, but this was specifically excluded from consideration in part 2. A lot
of candidates just discussed the operation of IR35 and for both contracts and calculated deemed
employment income. The question required candidates to analyse the conditions of each contract and if
they had done this correctly, it would have been very apparent that under contract 1 Joe was employed
and under contract 2 he was self-employed.
Part 3
Again, candidates either produced very good answers or answers which completely lacked application.
Too many candidates discussed tax evasion and money laundering without acknowledging that this was a
scheme that had not yet been entered into and the issue in point was IR35, MSCs and the link to
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avoidance. Stronger candidates often scored full marks. As we point out at every exam sitting, BP:T is a
skills-based paper where candidates are required to analyse complex scenarios. Getting to grips with the
scenario is very important and a lot of answers in this section went off on an irrelevant tangent when there
was nothing in the question that pointed to concealment or intention to defraud. And, as we often mention
in relation to the ethics scenario, it is not good enough to trot out the ‘usual suspects’ of ethical points,
such as “reporting to the MLRO, not tipping off the client and calling the ICAEW helpline”. On occasion
these points may be relevant, but they must be related to the facts of the question.

1.
Net after tax cash from disposals and redundancy pay:
£
Statutory redundancy pay (tax free)
Sale of Tiger VCT plc shares
Sale proceeds
Less: potential IHT on gift from Aunt
Less: clawback of VCT income tax relief
Net sale proceeds
Sale of IT Management Ltd Shares
Sale proceeds
Less: clawback of EIS IT relief

£
2,421

100,000
(8,000)
(6,000)
86,000

30,000
(9,000)
21,000

Sale of Flat
Less: mortgage repaid

150,000
(100,000)
50,000

Less CGT payable on disposals
Net cash available

(11,368)
£148,053

Initially we need to determine Joe’s level of taxable income for the 21/22 tax year. The level of taxable
income for this year will determine what rate of tax is payable on capital gains.
In 21/22 Joe will have worked for Cowford University for 9 months of the 21/22 tax year. His annual salary
was £48,000. 9/12 of his annual salary is £36,000 of gross pay.
Joe’s dividends from his VCT shares are tax free (even if he sells them within 5 years of purchase).
Joe’s dividends from his EIS shares are taxable, but will fall within the £2,000 dividend nil rate band, so no
tax will be due on these dividends. However, the £1,500 will be part of taxable income.
Joe’s taxable income will therefore be:
Salary
IT Management Ltd dividends
Less Personal allowance
Taxable income

£
36,000
1,500
(12,500)
£25,000

As the higher rate threshold is £37,500, this means that Joe has £12,500 of his basic rate band unused.
Disposal of Tiger VCT plc shares.
IHT on aunt’s estate:
Joe received £20,000 from his aunt’s estate in June 2019. Joe’s aunt had already utilised her nil rate band
by gifting her £10 million estate to his cousins. So, as his aunt died in October 2021, within 3 years of the
gift, he is likely to owe IHT on this gift on his aunt’s death. The IHT will be 40% x £20,000 = £8,000
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Clawback of VCT income tax relief
The purchase of the Tiger VCT plc shares was originally eligible for VCT relief in the tax year 2019/20 (the
tax year in which the investment was made). The income tax relief given would have been a reduction in
Joe’s tax liability of (£20,000 x 30%) £6,000 (assuming Joe’s tax liability was large enough to absorb this
amount of tax relief). This income tax relief is withdrawn if the shares are disposed of within 5 years of
issue. Joe is disposing of the shares within 5 years of June 2019. The income tax relief is withdrawn by
bringing the relief back into charge in the tax year in which the disposal is made (2021/22). As all the
shares have been disposed of, the entire amount of income tax relief withdrawn of ££6,000 will be
assessed on Joe in the tax year 21/22.
Gain on sale of VCT shares:
There is no gain on the sale of VCT shares, regardless of the length of the period of ownership.
Disposal of IT Management Ltd shares:
CGT reinvestment relief
To purchase these shares, Joe sold a stamp collection. The gain on the sale of the stamp collection would
have been:
£
Proceeds
Less: Probate value in Father’s estate
Gain

40,000
(2,500)
£37,500

I have assumed that Joe held over some of this gain using EIS reinvestment relief on purchase of the
shares in IT Management Ltd. As the disposal was in January 2020, assuming Joe had made no other
capital gains in 19/20, he would have been able to use his annual exempt amount of £12,000 to reduce
the amount of the gain held over under EIS reinvestment relief.
I would therefore assume that a gain of £25,500 would come into charge to CGT in 21/22 on disposal of
the IT Management Ltd shares.
Clawback of EIS income tax relief
The purchase of the shares in IT Management Ltd would also have been eligible for EIS income tax relief.
The shares were purchased in 19/20 and a deduction from Joe’s 19/20 and/or 18/19 income tax liability of
£12,000 (£40,000 x 30%) would have been given (assuming Joe had sufficient income tax liability). As all
these shares are disposed of in 21/22, the income tax relief previously given would be brought into charge
in 21/22. The income tax relief clawed back is the lower of:
Proceeds x rate of IT relief given (£30,000 x 30%) = £9,000; or
Original relief given = £12,000
So, in this case it is £9,000.
Loss on disposal of EIS shares
The EIS shares are sold at a loss. Capital losses are allowed on the disposal of EIS shares. The cost of
the shares is reduced by any income tax relief given. As the income tax relief has been withdrawn up to
£9,000, the capital loss is therefore £7,000 ((£30,000 - £40,000 = £(10,000) - £3,000)
As the capital loss arises on EIS shares, Joe can choose whether to use the loss against income or gains.
This income would be taxed at 20%, but residential gains at 28%, therefore the use of the loss against
gains, saving tax at 28%, is the most beneficial use of the loss.
Sale of apartment:
As this property has never been Joe’s main residence, the gain is chargeable to capital gains tax.
The gain on sale would be chargeable to tax at residential rates.
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£
150,000
(103,850)
£46,150

Disposal proceeds
Less Costs (£100,000 + £850 + SDLT £3,000)
Gain
Capital Gains tax 21/22

£
Gain on apartment
Gain crystallising on stamp collection
Loss on disposal of EIS shares
Less: Annual exempt amount
Taxable gains
CGT @ 10% x £12,500
CGT @ 20% x £13,000
CGT @ 28% x £26,850

Residential Property
£
46,150

25,500

£25,500
1,250
2,600

(7,000)
(12,300)
£26,850

7,518

Total CGT payable for 21/22

Total
£
46,150
25,500
(7,000)
(12,300)
£52,350
1,250
2,600
7,518
£11,368

Total possible marks
Maximum full marks

32
22

2.
The two alternative contracts offered to Joe will have different tax treatments.
Contract 1 appears to be a contract of employment.
The factors that point towards employment are:
• Working for the same employer as before;
• Working on an IT service that is an integral part of the organisation;
• Inability to provide a substitute, because of Joe’s particular skills and knowledge;
• Working standard contractual hours;
• Eligibility for employment benefits, such as sick and holiday pay;
• Eligible for occupational pension scheme membership and contributions.
Contract 2 appears to be a self-employment contract:
• Working on a stand-alone project that is not an integral part of the organisation – contracted to
produce a result;
• A substitute worker can be supplied to carry out Joe’s role;
• No employment benefits such as sick pay, holiday pay or pension contributions provided;
• Working hours are flexible and at Joe’s discretion.
If Joe is uncertain about his status, we could perform the HMRC ‘CEST’ (Check employment status for
tax) test with him.
The net, after tax cash Joe would receive from each contract would be as follows:

Contract fee
Less; Pension contributions
deducted
Less: Income tax (W1)
Less: NICs (W2)
Net after tax cash

Contract 1: Employment
£
65,000
(5,200)
(11,420)
(5,160)
£43,220

Contract 2: Self-employment
£
65,000

(13,500)
(4,104)
£47,396

Contract 2 would provide greater net, after tax cash. This is because Class 4 NICs payable are lower and
there is also no deduction from the contract for pension contributions.
If therefore the aim is to maximise after tax cash, this would be the option for Joe to choose.
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However, under contract 1, Joe would receive occupational pension contributions, paid by his employer of
21% of his contract fee. This, combined with his own occupational pension contributions would provide an
addition to his pension on retirement. We would need to be aware of Joe’s attitude towards pension
savings and, given his age (59), how critical these pension contributions are to his retirement planning.
Contract 2 might be more attractive, given that the net after tax cash is only £4,176 lower, but the
contributions by himself and his employer to his personal pension scheme would be £18,850.

(W1) Income Tax
Contract fee
Less Occupational pensions
scheme contributions
Less: Personal allowance
Taxable income
Tax at 20% on £37,500
Tax at 40% on excess over
£37,500
Total tax due
(W2) NICs:
Employed £0 - £9,500
£9,501 - £50,000 x 12%
£50,001 - £65,000 x 2%
Self-employed
Class 2 £3.05 x 52
Class 4: £0 - £9,500
£9,501 - £50,000 x 9%
£50,001 - £52,500 x 2%
Total NICs

Contract 1: Employment
£
65,000
(5,200)

Contract 2: Self-employment
£
65,000

(12,500)
£47,300
7,500
3,920

(12,500)
£52,500
7,500
6,000

£11,420

£13,500

Contract 1: Employment
£
0
4,860
300

Contract 2: Self-employment
£

£5,160

159
0
3,645
300
£4,104

Note to W1: Because Joe is starting the contract in April 2022, the assumption is that he would have an
opening year of account in line with the tax year and therefore opening year rules would not be applicable.
Total possible marks
Maximum full marks

14
11

3.
There are two separate issues to be considered here:
Firstly, the relevance of the ‘off-payroll’ working rules :
Given that Joe is likely to be classed as employed for contract 1, if he supplied his services through an
intermediate managed service company, then tax and national insurance would have to be deducted from
fees and paid to HMRC.
As Cowford University is a public sector authority, it is their responsibility to determine Joe’s employment
status and to tell Joe of their decision. If they determine that Joe is employed, he will be paid his fees net
of tax and NIC, under PAYE.
For contract 2, if we determine that Joe is self-employed, the off-payroll working rules would not apply.
The second issue is the use of a ‘tax-saving’ scheme:
This scheme claims to save Joe tax but is in fact likely to be a tax avoidance scheme.
The fact that the scheme has a registration number points to the fact that it is a registered tax avoidance
scheme under the DoTAS rules. This does not make the scheme tax compliant. It is a sign that HMRC
consider the scheme to be tax avoidance and are investigating it.
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The fact that the scheme is deemed to be ‘tax compliant’ cannot be relied on.
The payment of a fee for the use of the scheme is a hallmark of a tax avoidance scheme.
The statement that a ‘loan’ is not taxable is incorrect, all income will be subject to tax and NIC.
The scheme sounds ‘too good to be true’ which is a hallmark of a tax avoidance scheme.
If you are found to be participating in a tax avoidance scheme, HMRC will fully investigate your tax affairs
and require you to pay the tax you are trying to avoid.
Joe should not enter this scheme.
Total possible marks
Maximum full marks

12
7

Total possible marks
Maximum full marks

58
40
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Question 2
Total Marks: 30 marks
Scenario:
This question is based on the concept of considering the tax consequences of financing a large acquisition
either through debt or through equity and considering the relative costs of each, to determine, all other things
being equal, which route should be taken. The acquisition is complicated further by selling parts of the target
business to finance the acquisition, which will have tax consequences in the period of acquisition. This
scenario is based on the idea of a ‘leveraged buy-out’, that is a purchase of a company with relatively low
contribution by the purchasers and a large amount of corporate debt. Leveraged buyouts often incorporate
the sale of assets of the target company to help finance the purchase and can be criticised as being vehicles
for asset stripping and burdening companies with unmanageable amounts of debt. Part of the solution to this
question is identifying whether the costs of debt or equity can be financed by the profit made by the group
after purchase and understanding the risks associate with a highly geared buy-out.
Finally, the wealthy owners of the acquiring companies are considering becoming Non-UK resident and
potentially non-UK domiciled. The consequences of this on future CGT and IHT liabilities are considered.
Examiner’s Comments:
Overall, performance on this question was the poorest on the paper, reflecting the novel topics examined.
However, as question 1 and 3 on the same paper were on more familiar topics, there was an appropriate
balance of familiar and more challenging areas.
Part 1:
There should have been very straightforward marks to be gained in this question with the calculation of the
gain on the sale of the warehouse, the capital goods scheme implications and the presence of a group for
chargeable gains, VAT and SDLT. However, some candidates displayed a lack of application skills; struggling
to deconstruct the scenario. The number of answers which indicated that companies were entitled to an AEA
and paid capital gains tax at 20% was astonishing. There were also a lot of rote learned answers which
copied out the rules on TOGC and the general operation of the capital goods scheme from the workbook,
without any application to the facts of the question.
However, again, there were some excellent answers which gained full marks in the first part from candidates
who dealt with the issues in the question logically and were able to recognise that this was a corporation tax
question.
Part 2:
The second part of this question should have been straightforward – simply being a comparison between
debt v equity. Some candidates just copied word for word from the manual and discussed the impact on
individual investors without considering this was a CT question. The key point was the availability of a
dividend, the payment of interest and the tax consequences of paying each. The lack of technical accuracy
on this part of the question was disappointing.
Part 3:
The third part of the question should have been familiar. The difference between lifetime and death gifts is a
topic which is tested on a regular basis. The only testing point in this question was the fact that the donors
were going to move abroad, so this brought in the statutory residence rules and the liability to CGT and IHT
relating to residence and domicile status and highlighting the differences between the impact of moving
offshore for each tax. Whilst there were some very good answers, there were also some surprisingly poor
answers which focussed on giving away the private island and the gift qualifying for Business assets disposal
relief (which it would not!). Again, this displayed a fundamental misunderstanding of basic rules.
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1.
Notes for manager: Preparing for a meeting with the BD plc team dealing with the acquisition of Alco plc.
(a)

Identify, explain, and calculate the tax consequences of the sale and leaseback of BD plc’s
warehouse complex.

BD plc sale of warehouse complex:
On the sale of the freehold warehouse complex, BD plc will realise a chargeable gain of £19.5 million
(£95 million - £75 million - £0.5 million).
This gain will be taxed in the accounting period of sale – the year ending 31 March 2022. The tax cost of
this would be £3,705,000 (£19.5 million x 19%).
If BD plc was to purchase qualifying assets in the period from 1 February 2021 to 31 January 2025, it is
possible that some or all of this gain could be rolled over. We would need to know more about the
investment plans of the company to determine if this relief is possible.
The sale of the warehouses for £95 million will be subject to VAT, for the purchaser, as BD plc is VAT
registered and the option to tax has been exercised.
As the warehouse complex is not capable of separate operation as business, the transfer of a going
concern rules would not apply to the sale.
There would also be adjustments under the capital goods scheme because the warehouse complex cost
at least £250,000.
Input VAT of 80% of £15 million (£12 million) would have been recovered in the VAT year ended 31
March 2018.
On disposal there could be an adjustment for the year of sale, but as the taxable use of the warehouses
has not changed, this adjustment will not be required.
However, for future VAT periods after the sale, there will be an adjustment, assuming 100% taxable
usage for all future periods. This will be calculated as:
£15 million/10 x 100%-80% x 5 periods = £1.5million. This additional VAT will be recovered by BD plc.
Leasing back the warehouses:
Leases of commercial property are normally an exempt supply. So, there would be no charge to VAT for
BD plc on the rental payments.
However, If Expedite plc makes an option to tax election (which they may do as they will have been
charged VAT on purchasing the warehouse complex by BD plc) in respect of the warehouse complex,
then VAT will be charged at 20% on the rent it charges to BD plc. This would mean VAT of £5.7million x
20% pa of £1.14 million pa.
VAT is usually not an expense for a VAT registered business, it just represents a potential cash flow
timing difference
However, if the use of the warehouse complex remains at 80% taxable use, then it is possible that up to
20% of this VAT would be an additional cost (£228,000), because it would not be recoverable input VAT.
SDLT would be payable on the net present value of the total lease rentals, inclusive of VAT. If Expedite
plc makes the option to tax election the NPV of the total lease rentals will be:
£5.7 million x 1.2 x 25 years = £171million (assuming there is VAT on the lease).
(W) SDLT on lease rentals
£150,000 × 0%
(£5 million – £150,000) × 1%
(£171million - £5 million) 2%
Total SDLT payable on lease rentals
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Note: The SDLT payable on the lease back may be exempt under s.57A of Finance Act 2003. There is
insufficient information in the question to determine whether it is exempt and this exemption is also
outside the scope of the syllabus. However, credit would be given for any student stating it as a
possibility.
SDLT is therefore a substantial cost on this transaction and will reduce the amount of proceeds available
from the sale of the warehouse complex.
Net, after tax proceeds of selling the warehouse complex:
The net, after tax proceeds of selling the warehouse complex will be:

Disposal Proceeds
Less Corporation tax
Less SDLT on lease rentals
Less: costs of sale
Add: VAT recovered
Net contribution

£million
95.0
(3.705)
(3.370)
(0.5)
1.5
88.925

(b) The sale of the convenience stores to BD plc:
On 1 March 2022, Alco plc becomes part of the BD plc group of companies. As Alco plc will be 100%
owned by BD plc, it will become part of the BD plc 75% capital gains tax group.
Assets transferred between group companies are transferred at no gain/no loss.
There will therefore be no gain on the disposal of the assets within the group.
In addition, if Alco plc and BD plc form a VAT group, there would be no charge to VAT on the transfer of
assets between group companies.
There is also no SDLT payable on the transfer of property between 75% group companies.

Total possible marks
Maximum full marks

23
10

2.
Purchase price of Alco plc
Less cash from BD plc
Less net proceeds from sale of warehouse complex
Balance to be funded by debt or equity

700m
(100m)
(8.79925m)
£5.91200750m

Funding by debt.
Cost to Alco plc £591,220,750 x 3.5% pa = £20,692,026 pa
This cost is tax deductible for corporation tax purposes. So, the net cost of debt funding would be:
£16,760,541.
The costs of raising loan finance are also tax deductible.

Funding by equity
Dividend payments due to shareholders (assuming £1 shares) £591,220,750 x 4p x 4 pence =
£23,648,830.
Dividends are not tax deductible for corporation tax purposes.
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Costs of the equity issue are not tax deductible.
Comparison of funding methods and recommendation:
Equity is more expensive, because of the dividend requirements of shareholders and because the cost of
dividends is not tax deductible for companies. In addition, the level of dividends may fluctuate over time,
whereas the level of interest payable on debt could be fixed at a set cost over time, as well as being taxdeductible.
Equity ownership will also allow shareholders to buy and sell their shares and so the ownership of the
company will be in the hands of others – potentially third parties controlling the company could mean that
Sam and Paula would not be able to run the company in any way they wish.
Both financing costs are affordable from within the pre tax profits of Alco plc of £50 million. However, these
profits can be subject to fluctuation, whereas the financing costs of debt will remain constant.
I would advise Sam and Paula to use debt to finance the business to preserve their ownership of the
company and to manage the costs of the financing of the business.
Total possible marks
Maximum full marks

7
5

3.
IHT
You and Paula appear to have a UK domicile currently. As such, IHT will apply to your worldwide assets,
regardless of your residence.
However, you can break your domicile by severing ties with the UK and establishing a Guernsey domicile.
UK domicile will remain in place for 3 tax years after breaking UK domicile under general law.
If you were to become non-UK domiciled individuals, IHT would apply to UK located assets only. As BD
plc is registered in the UK, its shares will be classed as UK assets. It will therefore remain under the UK
IHT net regardless of your domicile.
A transfer during life will constitute a PET, and would suffer no IHT immediately, but would be chargeable
at 40% if you did not survive for seven years following the transfer. Taper relief would reduce the IHT
charged by 20% for every year after three years you survive after the transfer. BPR would not be available
as the company is quoted and you do not have control.
A transfer on death would attract 40% IHT as above, without the availability of taper relief.
For IHT, it would be better to transfer the shares as early as possible, as this will increase the chance of
surviving 7 years and therefore avoiding IHT. There would also be potential CGT consequences, see
below.
CGT
Residence is determined using the SRT. Individuals who are not UK resident generally fall outside the
scope of UK CGT. We would need to ensure that working for BD plc, remotely, does not contravene the
full-time work in the UK statutory residence tests, and render Sam and Paula UK resident.
Therefore, if you gift your BD plc shares whilst not UK resident the disposal would not be charged to UK
CGT. You would need to obtain Guernsey tax advice as there may be tax to pay there instead.
However, because you have been UK resident for at least four of the last seven tax years any gain
avoided on a disposal while you are not UK resident would become chargeable if you become UK resident
again within five calendar years. If you plan to give your BD plc shares away while not UK resident it is
important that you remain non-UK resident for at least 5 years to avoid these gains crystallising in the tax
year of your return.
You can avoid becoming resident again by ensuring you meet the statutory residence automatic overseas
test. You should be in the UK for less than sixteen days (assessed at midnight) in a tax year or obtain full
time work abroad (although this is not likely to be relevant to your situation).
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Should you gift your shares while you are UK resident (or fall foul of the temporary non residence rules
above), the gain would be calculated as the difference between market value at the time of the transfer
and cost. This would be taxed at CGT rates of 20%, but an election for BADR (business asset disposal
relief) would apply to the first £1 million, reducing the tax rate to 10% on £1 million of the gain.
I assume that the annual exempt amount of £12,300 would be an insignificant reduction to the tax due,
given the size of your estates.
Alternatively, the gain could be avoided altogether through making a Joint election for gift relief with your
children, given the shares are in a quoted company and you have more than a 5% holding. Whilst this
would remove any CGT liability for you at the time of the transfer, it would reduce the base cost of the
shares in your children’s hands meaning a large gain for them when they sell them in the future. As the
values are so large, your children’s involvement in the business and their future plans will be key to
deciding whether this is a good idea.
Shares transferred in your estate on death would be exempt from CGT. IHT at 40% would apply.
I would recommend gifting assets now rather than keeping them till death. If you are UK resident when a
gift was made, a Joint gift relief election would be possible, or if you intend to move to Guernsey
imminently, wait until you are not UK-resident and then make sure you stay away from the UK for at least
five years.
Total possible marks
Maximum full marks
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Question 3
Total Marks: 30
Scenario:
This question considers the differences between starting in trade as an unincorporated business or as a
company. In particular, R&D costs and trading losses are considered. The impact of R&D costs and
trading losses on the choice of business structure are considered.
A secondary issue is that funding for the business is to be provided by an individual and the impact of the
business structure on the tax position of investment returns and the tax breaks available for such
investments needs to be considered.
An overall recommendation, following on from the calculations and discussion is required, to advise the
client on the most tax efficient course of action.
Examiner’s comments:
This question was generally well answered, with most candidates attempting calculations to show the
difference between operating as an unincorporated business and a company. Most candidates were also
able to identify that the main difference was in the availability of the research and development allowances
available to SME companies. However, only a small number of candidates went on to discuss the
availability of the tax credit for R&D where a loss is made; this should have been very apparent given the
business was loss making in the first few years.
The lower scoring answers just copied from the learning materials and produced very generic answers on
the differences between unincorporated businesses and companies focussing on how profit was
calculated, the class of NIC payable and payment dates.
Many of the poorer answers also tried to copy from the answers to past exam questions, which were not
relevant as the scenarios differed substantially; in past exam questions the deciding factor was the use of
losses in opening years, and how the rules differ between companies and unincorporated businesses.
This question negated the loss issue by the way it was constructed and so the relevant issues were the
allowances to be given for R&D expenditure and also the differences between the taxes on extraction of
profits.
Most candidates were able to identify that an equity investment by Yi-Ling’s investor would probably
qualify for SEIS and/or EIS and this was a topic candidates were clearly expecting as answers on the
operation and the conditions for each scheme were very thorough.
1
(a)

Yi Ling can choose between setting up her business as an unincorporated business or a company.

In both cases the basic taxable profits or losses will be as follows:
W1

Revenue
Less: expenses:
Marketing and rented premises
costs
Interest on loan finance
(assumption, loan made on 1 April
2022) £350,000 x 8%
Adjusted (loss)/profit

Year ending
31 March
2023
£’000
0

Year ending
31 March
2024
£’000
500

Year ending
31 March
2025
£’000
750

(35)

(75)

(175)

(28)
(63)

(28)
397

(28)
547

Unincorporated business:
If Yi Ling started her business as an unincorporated business, she would be taxed on all taxable profits,
regardless of the amounts she withdraws from the business and pay Class 2 and 4 NICs.
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She would be able to deduct 100% of the research and development revenue expenditure incurred (staff
costs and sub-contractor fees) and 100% of the capital expenses (computer hardware) as AIA from the
taxable profits of the year ending 31 March 2023. There would be no additional R&D tax deduction, as
there is for companies.

Adjusted Loss – per working above
Less: AIA on computer hardware
Less: 100% of R&D expenditure
Tax adjusted loss

Year ending
31 March
2023
£’000
(63)
(150)
(150)
(363)

This loss could not be carried back to previous tax years, because Yi Ling did not have any taxable
income in previous years. Yi Ling would have no taxable income in the 2022/23 tax year, because she has
no profits in that tax year. The loss of the year ending 31 March 2023 will therefore be carried forward to
the tax year 2023/24 to be used to reduce future trading profits.
This would reduce the profits in charge to tax to £34,000 in the 2023/24 tax year.
The use of these losses would reduce the tax due on Yi Ling’s business profits:
For 2023/24 the tax and NICs payable would be:
£
159
4,300
2,205
6,664

Class 2 NICs
Income tax (£34,000 - £12,500 x 20%)
Class 4 NICs (£34,000 - £9,500 x 9%)
Total IT and NICs due for 2023/24

For 2024/25, the income tax and NIC due would be:

Class 2 NICs
Class 4 NICs (547k – 50k x 2%) + (50k –
9.5k x 9%)
Income tax (547K – 137.5k x 45%) + (100k
x 40%) + (37.5k at 20%) No personal
allowance
Total IT and NICs due for 2024/25

£
159
13,585
231,775

245,519

The total tax and NICs due for all three years would therefore be: £252,183.
Company:
If Yi Ling were to incorporate her business, she would be able to claim R&D tax relief against the profits of
the year ending 31 March 2023. As she is likely to qualify as an SME for R&D tax purposes (less than 500
employees, and either annual turnover not exceeding £100 million or an annual balance sheet total not
exceeding £86 million).
The first difference in the calculation of taxable profits is the ability to deduct an additional 130% of
qualifying R&D expenses from taxable profits.
Qualifying revenue expenditure would amount to:

Staff costs
Sub-contractor fees (65% x £50,000)
Total qualifying R&D expenditure
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Therefore, an additional deduction from profits of 130% x £132,500 (£172,250) can be made under SME
R&D relief.
Yi Ling would also be able to deduct 100% of the capital expenditure on computer hardware of £150,000,
as a first-year allowance against her profits.
Yi Ling’s dividends would not be a tax-deductible expense.
The adjusted trading loss for the year ended 31 March 2023 would be:
£’000
(63)
(150)
(172.25)

Trading loss per W1 above
100% of R&D revenue costs
130% of qualifying R&D costs (132,500 x
1.3) as an SME deduction
FYI on R&D capital expenditure
Salary
Secondary Class 1 NICs (estimate)
Revised adjusted loss

(150)
(12)
(0.345)
(547.595

This loss can be c/fwd under s37 CTA 2010 against future profits of the accounting periods ending 31
March 2024 and 31 March 2025.
Assuming corporate tax rates remain at 19%, corporation tax payable in the first 3 accounting periods
would be:
Year ending
31 March
2023
£

Year ending
31 March 2024
£

Year ending
31 March
2025
£

0

0

77,625

CT due on taxable profits after loss
relief

Instead of carrying the loss forward under S37 CTA 2010, an SME company can claim an R&D tax credit
in respect of its surrenderable losses.
The R&D tax credit would be calculated as:
•

14.5% of any surrenderable loss.

The surrenderable loss is:
•

The lower of the loss (there are no current year loss relief uses) of £547,595 and 230% of the
qualifying R&D expenditure of £132,500, that is £304,750.

This would provide a repayment of 14.5% x £304,750 = £44,189. However, the loss available to carry
forward would be reduced by the loss used to generate the repayable tax credit. The loss carried forward
would be £230,500. This could all be set off against the profits of the year ending 31 March 2024.
Corporation tax payable in each accounting period would then be:

CT due on taxable profits after loss
relief
Repayment of R&D tax credit

Year ending
31 March
2023
£

Year ending
31 March 2024
£

Year ending
31 March
2025
£

0
(44,189)

31,635

103,930

Net tax payable for all three years would then be £91,376. This is an increase in CT due of £13,751,
however, although using the loss to create a repayable tax credit produces a lower return for the use of
the loss, there is a timing advantage. Using the surrenderable loss to generate a repayable tax credit
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generates a repayment to support the business at an earlier stage. This may be preferable for Yi Ling,
given she says she has cash flow issues in the first accounting period.
I need to discuss the pros and cons of these two decisions with Yi Ling, but, if she were to opt for a
company as her business vehicle I could suggest the surrender of R&D losses to generate the tax credit
repayment, in order to improve the cash flow of her business in the first year.
Comparison of the tax liabilities of an unincorporated business and a company:
To recommend the most appropriate business vehicle to Yi Ling, the comparison between the tax payable
in each year under each option is as follows:
Unincorporated business:
As Yi Ling is taxed on the profits of the business, not the amount she withdraws, the tax payable for each
year would be:

Unincorporated business: tax payable

Year ending
31 March
2023
£
0

Year ending
31 March
2024
£
6,664

Year ending
31 March
2025
£
245,519

This is a total of £252,183.
Company:
If Yi Ling incorporates her business the tax payable would depend on whether she opted for the R&D tax
credit repayment or not. Assuming she does the tax due would be:

Company: tax payable
R&D tax credit repaid to company
Tax payable on dividend paid to Yi Ling

Year ending
31 March
2023
£
0
(44,189)

Year ending
31 March
2024
£
31,635

Year ending
31 March
2025
£
103,930

£12,000/£50,000/£100,000 - £12,500£2,000 = £0/ £35,500/£85,500
Dividend tax due
£35,500 x 7.5%
£85,500 - £35,500 x 32.5%
Total tax payable/(repayable)

0
2,663
(44,189)

34,298

2,663
16,250
122,843

This is a total of: £112,952.
Note: This assumes that there are sufficient distributable profits to pay the dividends Yi-Ling has
requested.

2.
Given that tax payable as a company is lower than tax payable as an unincorporated business, in the
three accounting periods, Yi Ling should consider a company as her business vehicle. In addition, R&D
tax relief is only available to companies. Given her investment in R&D in the first tax year and the
possibility of expending further cash on R&D in the future, this relief could save the company tax.
However, she would also pay tax on any further dividends or salary she took from the company, paid out
of the first three years of profits, whereas there would be no further tax to pay on the first three years of
profits for an unincorporated business.
Companies require a higher level of administration than unincorporated businesses.
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Overall, I would recommend that Yi Ling consider using a company to set up her new business.

3.
If Yi Ling incorporates her business, then she could issue shares to Professor Thomas in exchange for his
investment of £350,000 in her business.
Dividends paid to Professor Thomas would not be a tax-deductible expense for the company – unlike loan
interest – so corporation tax payable would increase.
However, the company may not have the funds or the distributable profits to pay dividends for at least the
first two years of business. So, Professor Thomas might not see any return on his investment for at least
two years.
His return would then be in the form of dividend receipts. In addition, it would be difficult to guarantee an
8% return on investment – given that dividend rates need to be determined based upon distributable
profits and, unless separate classes of share capital are used, the same dividend should be declared for
all shareholders.
The first £2,000 of dividends received are taxed at 0%. The rate of tax payable as an additional rate
taxpayer on any remaining dividends would be 38.1%.
However, there are other potential tax advantages for his initial investment if he invests in shares in the
company. The company may qualify as an EIS / SEIS company because:
It is small enough
It is a trading company
It is not engaged in an excluded trade
It may use the cash invested immediately
Professor Thomas is not employed the company
It could be arranged that his holding is less than 30% of the shares
Professor Thomas can claim an IT reducer of 50% up to a maximum of £100,000 under the SEIS scheme,
thereby reducing his IT liability by £50,000 in the tax year of the investment or the prior tax year.
The equivalent IT reducer using the EIS scheme is 30% up to a maximum investment of £1m, therefore
the whole of his investment would attract relief if using this scheme instead. His IT would reduce by
£105,000 in the tax year of investment and / or the prior tax year. Given the size of this reducer, he is likely
to need to spread the relief over both tax years and will therefore receive a refund of IT paid in respect of
the prior tax year.
If he holds his shares for 3 years, the IT relief will not be repayable.
There are also exemptions from gains on disposal of the shares if he holds them long enough (3 years
required), and if he sold any capital assets within 1 year before and 3 years after his investment in Yi
Ling’s company, he can either exempt 50% of the gain, up to a maximum of £50,000 if he uses the SEIS,
or defer up to 100% of his gain up to a maximum of the £350,000 invested if he uses EIS.
As he intends to invest more than £100,000, EIS is recommended.
If he is prepared to wait until year 2 for dividends, then EIS is recommended
Total possible marks
Maximum full marks
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