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Memorandum by the Chancellor of the Exchequer

The pPriority items within our strategy exercise include a
number of proposals for fiscal action to encourage enterprise
and the growth of the small firms sector. These suggestion.s
have been considered by an interdepartmental group of Ofl?ic.lals
in two Treports, copies of which are attached. The first
Teport deals with the proposals as a whole; the second takes
8 more detailed look at one particular suggesticn - for tax
Telief for individuals investing in small firms.

2. The Group tried to assess the cost effectlvenesstzmt:e
Deasures pyt did not attempt to judge between';::m. o
budgeta.ry point of view my problems go much w1t1 .in i,
E tex shetere: B vel"yhcof‘ioZit}’. We are
*hich mignt pe regarded as deserving a hl%tai e N
oMmmitteq to easing the burden of the eaRk o
Present can be $o damaging to small busm:ssec;lpital i
"°%ain room o do something about that. ihzransfer hos

i Currently yields £600m a yeaT, capita P ng

“360n and the investment income surcharge A 934




On the ‘income tax, Simply to Testore ¢y, val i
thresholds and bands to theip Value g Year au: Of W
expensive - the 1977 Finance Act ndexatiop feq:;iim:r?ts i1

w
and revalorising the hig;ei
T £230m, gt the same tipe
lic Sector borrowing

cost about £2,200m in 4 full yearl
rate thresholds and bangs 5 furthe
we must go into 1980/81 witp a pub
requirement that looks both Credible apg compatible witp 0

money supply target: otherwise a1 our policies are at ri:;
Against this backgroung T Suggest that we s hould concentrate.
at this stage on compiling g Sensible ap
year or so. Whether it wil] be possible

or all of them in my next Budget must wait until the 1980/81
prospects are much firmer,

3e In any event the financial constraints I am likely to
face for some years ahead limit the Scope for experiment-ang
innovation. Moreover, while I accept that a narrow fiscal
incentive can be useful, if properly conceived, we must not
lose sight of the fact that the re2l obstacles to enterprise
80 much deeper, and centre around such factors as the
Performance of the economy as a whole, the pervasive
uncertainty of inflation, low profitability and even perverse
legislation in non-fiscal areas. For these reasons selective
measures we adopt would be best directed at this stage towards
Small firms, as opposed to the company sector as a whole.

If the measures are carefully chosen they may give a good
Teturn at reasonable cost to the revenue.

7L B8 bkadoinr such an approach might be the measures

ir report.
Considereq by the Working Group in paragraph 2.3 of their rep
Thel/ are:

! trading
(1) Abolish the rules for aprortioning tie h their
income of "close" comranies (under whic

i arged to
undistributed income can sorfxetlm:; be charg
tax as if it had been distributed).
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(i)

(iii) A reductio

n in the rat
e of cor orati
a
small companies tion tax for
R ——————

» from 42 pep cent to 40 per cent,

(iv) Videning of the circumstances iy which tax relief
is available for interest on loans o

taken out for

the purpose of investing in closely controlled
{usually family) companie

S,

(v) A new relief from stamp duty to assist the marketing
of unlisted companies,

Some of these changes have been pressed for by the CBI and others,
and I am sure that they would be widely welcomed.

5e That package is fine so far as it goes, but I recognise
that it would not contribute a great deal towards a business
revival. The measure which has attracted most attention would
be to provide an investor with relief against his income tax
for funds used to buy shares in small companies. The Working
Group discusses a possible scheme in a separate report. Another
possibility, less imaginative but still an innovation, would

be a scheme under which investors who sell their holding in

2 small company at a loss, or lose their investment entirely,
can set off that loss against their income tax liability.

6.  Both these schemes would be compleX.

(1) The losses scheme is the.less complicated, its cost

modest (£10-25 million 2 year) aud %t 3 re:.::z:ly
secure against abuse. Its purpose 1S :o ;:n AR
O ctonally reducing the risk elemt.ant'w S
funds to unquoted companies, both existing

et 938



(1i,) The eouity inves
imaginative,

tment s
In partic
objective of éncouragin
business, However

cheme ig ore radica] and
ular, jt focuses op the

€ the start_
y A% Taises g rea
cussed
it is hedged around wi

up of g new

1 dilemma, 1y

the basic fornm dis in the official
1 als

¥y cost at least
£1C0 million a year. Yet if we relax these restrictions

the whole thing becomes totally unmanageable and the
cost would be virtually open-ended.

7. Reluctantly, I have to conclude that the equity investment
scheme discussed in the report is not a runner, and I cannot
envisage that it is likely to be one in the future. The losses
scheme on the other hand is more acceptable, and I recommend
that we authorise the necessary legislation to be drafted, in
the hope that it can be included in the 1980 Finance Bill.

8. The report discusses a number of other proposals:

. (1) A new institutional measure - sometimes referred to
as a Small Firms Investment Comrany - to help
entrepreneurs with ideas to make contact with
individuals with venture capital.

VAT on

(i1) & proposal for the extension of relief from -
‘-.bad debts. An outside body is cgrrently evaluating

the present limited relief, but officials sz'xgges: .
that we should put in hand en immediate review ©

own.

of State for Industry

d of years for all new
but it

(111) 4 suggestion by the Secretary

for a tax holiday for a perio¢ ® B,
businesses. This is an attractiv '
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(iv)

(v)

An investment Treba
Secrctary of State

te scheme - Suggesteq by the

; for the Environment w
involve a systep of grants,

of being Very much Simpler tq Set up ang administer
than a tax incentive, "‘But at g time when we must
keep public expenditure unger tight control, I myst

rule out absolutely any new commitments which could
amount to up to £150 million,

hich woylg
It has the attraction

A scheme, also Proposed by the Secretary of State
for the Environment, under which companies whose

tax investment allowances exceed their profits, would
be awarded further allowances to pass on to the
individuals investing in them. I am afraid that

&n arrangement of that sort just could not be
fitted into the tax system, and I propose the

idea should be dropped. )

Recommendations
\“—

Selective tax measures can, in my view, make only a

limiteq contribution towards generating a more dynamic.economy.
Our broader tax policies and the elimination of %n‘ﬂatlon are
Very much more important in this respect. But 11m11.;ed measures,
8 reasonable revenue cost, could more than pay their way.

v hat:
For this reason, I invite colleagues to agree i

(1)

. . i d
We accept the list of small firms' measures describe

in paragraph 4, for possible early implementation;
’

and



(CONFIDENTIAD)

(ii) we accept in Principle g

losses Scheme, as
described in Paragraph 6(

i);
(iii) we ask officials to carry out further work

on proposals (i) ‘and (i1) in paragraph 8,

" G.H.

H.M. Treasury
Treasury Chembers
Parliament Street
LONDON SwW1
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REPORT OF THE INTERDEPARTMENT

AL GRO
FISCAL ASPECTS OF THE STRATEG iy

Y EXERCISE

ENTERPRISE PROPOSALS

1. INIRODUCTION
1.1 The Strategy Exercise includes a number of tax proposals

gome of these might be appropriate for early introduc

g tion, possibly
in the 1980 Budget and Finance Bill.

This Report of a Working
Group of officials which met under Treasury chairmanship and which

included representatives of a wide range of departments, the No.
10 Policy Unit, the Central Policy Review Staff ang the Bank of
England, has directed its attention towards measures to encourage
and help small firms and to promote investment. A separate paper
examines one of these measures in detail. A further set of
proposals, mainly relevant to longer term policy on the relation-
ship of taxation and savings, is being examined by a separate
Group.

1.2 The first issue is the possible components of a small firms
Package. These are dealt with in Section 2 of the Report, and fall
into the following groups:

(1) A number of specific measures to lighten the impact of the
pPresent tax system on small firms. Most ?f them hz}‘:e b:;?
pressed by the representatives of small firms pad {hod
employed. (para. 2.3)

i s s i 11 firms:
(1) Measures to encourage the take-up of equity in sma

n respect of losses incurred

(a) Income tax relief i (paras- 2-6

. firm.
following investment in & small

to 2.10)

i investing
(®) Income tax relief for dnddnaanaleisn

y apis 2t %0
directly in new enterpr“’e:'of(za:eparate report.
o 5 ubjec
2.13). This is the subJ ey

- 0
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o refers priefly to the possibility of

The report als
nnel funds from investop
S

tional device to cha

an institu
y coupled with some i
ncome tax

small firms,
(paras-

possibl

into
2,16 %0 2.18)

concession.

encourage the growth of the small firmg

(iii) A measure to
sector. The Secretary of State for Industry has pro-
posed a tax holiday to meet this purpose. (paras. 2.19

to 2.23)

examined in Section 3 of the Report, is the
directed towards encouraging expansion
There are two "accelerator

1.3 The second issue,
possibility of tax measures

s with a record of success-

by companie
rs developed from suggestions by the

schemes for encouraging winne

Secretary of State for the Environment:

(i) The transfer of tax allowances to investors in successful

companies - to attract a flow of external finance.

(paras. 3-2 to 35

e - to strengthen incentives

An investment rebate schem
ful companies.

to invest in physical assets by success
(paras. 3-6 to 3.11)

(ii)

p's recomnendation®

1.4 Section 4 of the Report contains the Grou

elerator and gmall firms

Ms dnthedir examination of these acc
easures

measures the Group agreed that as far as possible the M
should meet the following criteria:

The Grouw? v
articut
on~

(i) The revenue cost should not be excessive-
not in a position to judge how far the cost of P
proposals may be accommodated within the Budgetery .
straints likely to face the Chancellor of the
Nor was it able to define "excessive
sense. It was noted that revenue forgone b
schemes implies less available for other purposes'
including income tax reductions.

|

‘
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(ii) The measures should give A e
for money. The SOnable
judgement as to zroup was able tqo mairosPeCt of valye
the purposes as .ow far the neasureg € only a broag
st signed to them, p, Would succeeq ip
at if meg % T thig
Sures of Teason it {
adopted they shoul an experi -
to periodic revi d.be carefully monit Skl Jind e
iew in the light of ored and subject
experiencE

ﬁii) The measures
should be comprehensib]
to businessme
smen.

This is an. ar
gument i
against very complicated
pProvisions.

(iv)

The measures shi
ould not Tequire many additj
lonal staff.

2. SMALL FIRMS

2.1 The case f i

. isozoezzzzzjglng small businesses is taken as read

B 2 s ; the.tax environment for the small .

i F get income tax reductions have made an

e p%tal taxation is under review. The
this Report are more selective in their

impact but coul
; d contrib
objectives: ute towards the following specific

First, t

firms, ehe need to attract additional funds into small
» especially f indivi :

. e y from individuals, to help fill the

Seco

nd t . . . .

P » the provision of incentives to encourage
art ups".

Thirg

- th,Athe need to encourage existing firms - especially
ey are successful - to develop their success.

Final ’

ey ly, as in the company sector generally, the need

2 mprove profitability-.

2wy
ch

atructio,l °f the Group's effort has

°f a small firms package,

peen directed towards the con-
for possible announcenent

s
211
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E

prio
envisaged as & meas
in the equity of small firms.
"equity gap" which is sometimes referred to as the Aunt Agathg
problemn. The aim is to encourage jndividuals to invest in g "
pusiness of their own and tO stimulate a readier availability o¢
individuals with local or personal knowledge,

CONFIDENTIAL

A major component of such a package wg
s

r to the Budget-
hich would encourage individuals tgq i
Qvest

ure Ww.
This relates to the issue of th
e

equity finance from

The Group has examined two schemes.
mall firms.

The first involves income t
ax

relief for equity investment in s This scheme raigesg

a whole complex of difficult issu
The second scheme gives income tax relief

es which are examined in detai]

in a separate report.
for losses incurred in ‘e
has also considered a wide range o
These are examined in the next section.

quity investment in small firms. The Groy
f less far reaching but useful .
measures. The appendix

contains a brief account of some other relatively minor proposals

on which no action is recommended.
SPECIFIC MEASURES TO LIGHTEN THE IMPACT OF THE PRESENT SYSTEM

2.3 The following five proposals look genuinely promising, and
both cut the tax bills of small companies and increase the incentit
to put effort and cash into small businesses. Most members of the
Group recommend them as firm components of a small firms packsge:

(a) End the apportionment of trading ixmw/of_w

companies. which charge certail
undistributed income of close companies &8s though 1t bt

been distributed, were designed to deal with the 160053
ing income vié

The apportionment rules,

ment to avoid high income tax rates by hold

te
The reduction to 60 per cent i the top ™ o
pets rate and %

. les:
ation tax rates, and so reduces the need 0T such * ;
11 subde

Although the number of trading companies i : mpaC
apportionment is not now large, the Psychc’logical miel‘
of altogether removing this form of apportionment
(effectively) over 50 years will Dbe great-
impact means that management time is saved
to waste effort on these complications- i

a company.
of income tax narrows the gap between t

(v)

&t a cost of around £30 million.
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large.

of the apportionmen
t of ;
S Irading income of
COSt Of the chap close trading

exceed £5 million.

companies.

Some apportionment
rules will i
still be ne
eded

respect of the investm £ ‘
ent income o .
trading ¢

Ompanies.

Improvement i i

. lt in the retirement annuity relief
i . lef sch

E D nning their own business to mak s

. .slon for retirement or for prematu Mg i

ossible improvements would involve: po v

1) Raisn:.ng the ceiling (at present £3000) on
premiums ranking for full relief;

ii girane
(ii) Raising the percentage of earnings (at
15 per cent) i i oo
which qualify for relief;
(3349
" Allowing the carry forward
of unused relief for up to 6 years (at a cost
of "\LO additional staff) so that a self-employed
businessman can make up in later years for his
failure to make full use of his current
<relief.

::::i:: to tl‘le retirement annuity provisions would

P~ e a disadvantage that the self-employed have to

b compared with employees. In view of the substan-

rec°mm°5t of making changes in this area, the Group

Setii ends a minimun package - of incressing the

B8 4 nS.for relief to £6000, increasing the percentage
earnings which qualify for relief from 15 to 16 per

c
®0t, and extending the carry forward of unused relief
More generous

‘ ol




(c)

(d)

(e)

CONFIDENTIAL

hanges might be envisaged if the budgetary situation
c X
An increase in the rate of relief to, say,

rmits. : y
£ t an additional £35 million.

174 per cent would coOsS

ngmall companies" rate of corporation
points, from 42 per cent to 40 per
n increase in the limit for margina)
£110,000). This would bring the
ation tax back to the level

A reduction in the
tex, by 2 per centage
;;t (combined with &
relief from £100,000 to
small companies rate of corpor
originally proposed when the present system of corpor-

ation tax was introduced in 1972, and into line with the
other "preferential" rate of corporation tax for building
co-operatives etc. It would cost about £20

Some members think that the reduction

societies,
million a year-
in the rate would be cosmetic and unlikely to encourage
additional investment, and that the sum could be used

more cost-effectively elsewhere. But the majority view

ig that this change would be worth including in a small
firms package as & sign of the Government's awareness of

the need to improve post-tax rewards.

Interest relief for borrowing for investment in clos?
The proposal here is to relax the conditlons
for tax relief for interest paid on money borrowed for
a close company in which
Yy this means
shares):
gter

companies.

investment in, or lending to,
the borrower has a material interest (broadl
control of more than 5 per cent of the ordinary
At present he is required to have worked for the gre

r t con-
part of his time in the company's business. Thé

1d
The proposed change ok i
aventuin 8

1a probadty
1ending 408

dition could be abolished.
give some encouragement for a person to i
The revenue cost of the change wou
small. Any consequential increase in bank
be ignored as "de minimis".

firms.

Stamp duty relief for certain dealers wh
in the share of unlisted companies. TBe
encourage the build-up of the market in shares

CONFIIEQWTIAL

companies in order to make it y
to raise equity finance. X
would be negligible.

for sma1y firms

The »
eVenue cogt of the chap,
ge

VAT on bad debts
/——

o4 A relatively minor proposal which the g
e

recommend at this stage would be to Py t:I'cup is not able to

by a debtor
who hasg
In value terms thig covers

With standarg

: y rate at 1

there is a case for making relief on bad debts COH]prei Pe%‘ cent
ensive.

Representations have been made to thig effect

peen declared formally insolvent.
gbout half of all bad debts.

However, the

far) are being monitored and evaluated by an outside body. Th
Group recommends that, rather than wait for a report i‘rom.thi

: s
body, the case for extending relief be examined by Customs and

Bxei
cise, the Treasury and the Departments of Industry and Trade in
advance of that report.

e

RUITY FINANCE FOR SMALL BUSINESSES

2.5 The fi :
e five small firms measures described in the shopping list

ab:;tc:“zidmli)ll::.on. They would be relatively simple to administer.

Dportiony e implemented fairly quickly. And the ending of the

1elm ef:nt of trading income could have an important psycho-
ect. But Ministers will want, if possible, to provide

g 0UP
elp o |
aecondfrset losses incurred from investing in a small firm;
eq“ity’ 8 tax relief for funds directly invested in small firms'
! at 3 . . : .

J‘neem:i the start-up stage. The possibility of providing

Veg through an institutional framework has also been noted.

and,

abOVe ;
Tepresent reasonably good value. They would not cost a lot:

: : he reli
pad debts. Such %‘ellef is available at present lef from VAT on
is owed money, which includes a VaT lndihe only when a trader
b

existing scheme was introduced in October 1978 and its effects (
ects (so

a more p

Tent Powerful stimulus which could dramatically encourage invest-
1 small firms, both by proprietors and from outside interests.

has considered two possibilities here: first, a scheme to
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a. A ca ital losses scheme
__'__’__L___’_———‘——_

5.6 This scheme would give a new form of relief to an indivigyy

who subscribed to shares in an unquoted trading company angd yy,
suffered a loss either as a result of the shares becoming worth.
armslength sale of them. He would be able to get
for income tax purposes (POSsibly
of it being available only for
Losses incurred after the starting

less or on an
the loss off against his income

up to a limiting amount) instead
set off against capital gains.
date for the scheme would qualify regardless of the date of the
investment but there is a considerable element of risk that the
f would go on paper losses concealed in packages which,
The existing anti-avoidance

new relie
overall, would be profit making.

legislation against the creation o
losses would need to be applied and tightened.

f artificial capital gains

1 losses relief would provide partial cover against the
and so indirectly provide an incentive to investment.
The Government has improved the rewards for risk-taking, through
the reduction in the top rate of income tax. In the small firm
area, these rewards can be large. But the risks are very much
higher than is the case with most other forms of investment.
losses scheme would help to reduce this risk element, which is
claimed to be a formidable deterrent to investment in a small

2.7 Capita
risk of loss,

A

business.

how far a scheme of this 7P

2.8 It is not possible to quantify
t in small

would in practice lead to a higher level of investmen
firms. Some members of the Group doubt if there woul
cases in which the availability of tax relief would induce & o
businessman to invest in a project in which he would Otherwlseities!
an unacceptable risk of making a loss. Because of the uncertalt i
costing the proposal is difficult, but our best estimate 18 e
cost should mot be high - perhaps £10-25 million a Jye&r:

a be many

8,498
2.9 The Inland Revenue's advice is that, in the i’

. s he a
suitable definition of a small firm, and to ensure tbat wou®

: A eme
strative and compliance costs are not excessive: the 5o

--9.

CONFIDENTIA_L

pave O apply to unquotegd compani eg »
3 : x nera]

ell as the small Thls WO 4 a ly -t

W uld incly he large ones ag

de some vep

companies’ and to that extent would b

uited to its objective.

o Yy substantial
eful ang relatively

uns
| 5.0 In spite of these defects, gop
’
that the scheme would encourage iny etm
e
would sharpen up a small firmg Packas m
On the other hangd, -

emb

enJceirlsl of the Group believe
5 small firms, ang
o e wh'a relatively low revenye
e i 1ch hag ag its centrepiece

m
&y not look sufficiently

Osj tive.
.
3y 1se deta 3

If Ministers wish to g0
such as what limits should be place

) d o
available to any one person D the amount of peljes

» could be settleq in

further examination by the Inland Reven the light of
ue.

b. Tax 26! i i
ief for new lnves tment in the equ:.ty of s 1] o
= sma iI‘IﬂS

2.11 An alternativ
e scheme for encouragi i i
W : : ; aging equity investment -
- rzli ;re imaginative and experimental - would be to provid
ef for funds actually invested in a small firm ]

242 :
i staiessze;;;zntof this kind'was put forward by the Secretary
allowed to deductsfry. I.Inder his scheme, an individual would be
& specified limit) NI i VAR O 7 5
| — of %'my'new investment in the share capital of
Xamineg bhes llns within a suitable definition. The Group
these 1ineg usja s by the Department of Industry for a scheme on
described i;l t:lng the proposed "proprietary company" definition
enViS&Ged s e Green Paper on company law. .The Dep&:f‘tliﬂent
Ylould have 5 = schel‘ne’ subject to the following pI‘O"Ils:Lons?
u investmentsubstantlally beneficial effect in securing an increase
and activity by small firms:

limit

(1)
QuallfyiPS investment would be subject to an annual
set

0
tf.perhaps £10,000. An individual would be able to
hig investment in a firm fully within the scheme against

S personal income tax 1iabilitys;

S/

g
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o ‘10,
(ii) The benefit would apply only to genuine new additiong
1 '
to the firm's capital.
(iii) The cost should be 1imited to &50-75 million.
which the Group accepts, is that it

The Inland Revenue advice,
would not be feasible to construc
e able to meet the requ

t a scheme along these lines
hich would b ired provisions.
W.

ing a scheme of this sort is

2.13 The major problem in devis
to reconcile the aim of encouraging additional investment in gmall

with the need to avoid an unacceptable loss of tax
ecycling of funds purely for the purpose of securing
Any scheme would, therefore, need to have a
The features of a possible

businesses
through the r
a tax advantage.
number of important restrictions.
scheme have been devised by the Inland Revenue, and are examined

in detail in a separate report by the Group.

Relationship between a losses scheme and an equity investment schemne

2.14 Conceptually, both a losses gscheme and an equity investment

scheme could exist together, though at the cost of adding two very
complex schemes to an already over-complicated tax system. But an
investor could not have the benefit of both. The losses sch('?me
would apply over a much wider range of investment pogsibilitles

Where the investor had the option

than would an equity scheme.
quity investment

between the two, he would normally choose the e
relief for its certainty and immediacy.

d
however, there coul

2.15 For operational and legislative reasons,
e time:

be no question if implementing both schemes at the saml

(a) If Ministers decide to proceed with a losses scheme:
and authorise legislation to be prepared immediately
it should be possible to draft in time for the 1980
Finance Bill.

f S nt
(b) An equity scheme would pose problems of & dlfferzeme
3 3 . i c
order. If Ministers wished to proceed with & Srridin$ /

on these lines, work would have to be given °V°

T

e
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ik

| priority; and the pOSsibility of

J B o EERN bon a losgeg Scheme would
year. Even then
legislation in time fop the
could, in any event, be no q
for consultations ang discus

le to Prepare

11; ang ¢
o . here
stion of Providing tipe

Zlon of drarg legislation
'the Inlang Revenue would
10 a scheme of this king)

1980 Finance Bi

with outside interests (whj

normally regard as essential

c. A possible institutional framework for rel
relief

2.16 In view of the difficulties in providing ¢ .

to individuals putting money into small i ath;'elle'af directly
the equity investment scheme, it has been sugé;es;ed gzhghted in.
night be channelled through an institutional medium it any-r.ellef
a particular feature of the "equity gap" which woulé no: :ddltlon,
the present proposals is the difficulty which potential en:rl:ft -

preneurs may have in making direct contact with investors who have
the necessary venture capital.

5;1: sg:ziwiy of matc':hing.dema.md for funds with their supply could

5 Fima Ismall firms 1nst:‘Ltution, such as the proposal for

Ry s Tnvestment Companies (SFICs), referred to by the Wilson
- here are a number of variants here, ranging from

instityti A " i i
tutions operating on a national basis to small, local invest-
tent clybg,

121;13 cThe SFIC suggestion has a number of difi‘icult.problems', which
coulg 3i'efu1 examination, and the question of any f‘lscal re.allefs
im,_.,ed.a 50 be considered. The concept of a SFIC lies outside the
Wage but work on it has been put

in Scope of the present review,
s will be prepared.

» and, if Ministers wish, a separate report

Bico
VRAGEMENT FOR SrART-UPS: A TAX HOLIDAY FOR NEW BUSINESSES
19 g '
to newc&pital alloyances. and.atock Deliefsare.pexil
col"Dle manufact“rins concernsiandsingsomnescascs must ext
e any liability to tax for & number of years.

cularly helpful
inguish
The

o/
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f State for Industry suggests, however, that a e
tion from tax for a specific period for all
new businesses (whether manufacturing oT otherwise) would
represent a powerful stimulant to start-ups which many b“Sinessmen
might prefer to the availability of the capital allowances. The
scheme would allow companies to opt for one or the other systenm,

Secretary ©
and unequivocal exemp

e for a tax holiday of this sort is that
in and easily understood - there is no threat
if stock values unexpectedly fall. The
businessman just starting

2.20 Essentially the cas
it is simple, certa
of clawback, for examnple,

appeal would be to the unsophisticated

up.

parent simplicity of a tax holiday, in

2.21 In spite of the ap
fficulties, not so much of

practice there would be enormous di

ration but more associated with the economic consequences:

administ

It would produce a bias in tax treatment in favour of new

d with otherwise similar businesses

&9,
companies, as compare
already in existence.

Tt would also involve discriminatory treatment between
loyed) businesses

(ii)
incorporated and unincorporated (self-emp
in otherwise similar situations. The gelf-employed
builder, for example, would be taxed on the whole ©
profits up to his marginal rate of income tax, while his
competitor, who was operating as a company, could build WP
nis business out of untaxed profits, though he would stilt
bear tax on his personal remuneration. The DeP@‘I‘tment o
Industry view is that there can be no question of %%
holiday scheme exempting completely for several yeers allts,
new businesses of the self-employed - including 8°°°untanon
barristers, shopkeepers, window cleaners and pricklay
the lump - would be out of the question and would €° ¢8

beyond the present proposal because it would relieve

of taxation even on their personal remuneration- Tt.me

Inland Revenue believe that a distinction of this 1;1:6

ot

between companies and the self-employed could B

f his

/

i =

~s 425

CONFIDENTIAL

justifi o . ’
jus d s such g dlstinction w
fie ere made
)

? bax losses
ike £600 w1l

there woulqg
bulld]_ng up

lon a year.

be widespread incorporation. .
W

after a few years to SOmethi’n 1;
g

It woulc.i be difficult to P eveltigs
reorganising and recommencing in exi
the new business exemption, suc
very much larger amounts of p
risk, the tax holiday provisi

(iii)
sting businesses
b prac:i:ewaz as to obtain
s y herefore, 3.8
€ are not to pe put at
Ons would need to include

restrictiv isi i
€ Provisions designed to ensure th,
€ that it appli
plied

to genuine new businesseg

2.22 The Group was divided about this proposal

str?ngly that there was no case for a tax hol'd‘ s
env?sz.aged. .It'would seen to create serious pie:n:;zhe i
zzl;:;:.a]..tc'ilfflculties for Ministers arising out of th:n:io:lll(:m
e
2 . and, considered that a tax holid
Szilzrbzndhlfziz ;I;‘fective in helping to rejuvenate the priva‘czly

should not be ruled out as a possibility.

2,
b:zivzie::i::ﬁtagreement in the Group that the scheme should not
however, rec0m:1 ¥ for the’ porposed package: ks Group'does;
T, :Tfld tl:lat the ?roposal should be looked at again in
W further yo klme'ln tl'le‘llght of ex%)erience ga:}ned following
BBopER tr whlc‘:h Ministers may wish to set in halild on the
21 46 5 g ax relief for equity investment in new firms (paras.
sing) p y where a number of the conceptual problems are

» 88 well as in the light of budgetary conditions.

58

INCOURAGING WINNERS
3
i U ;
to 4 ® Secretary of State for Environment sees it as essential

e G ‘

b eff-°‘.,ernment's strategy that the minority ofi AU profitable

i e concerns - of whatever size - should be encouraged.
both profitable and

S
t .
: 5,~n Reretore proposed that firms which are
§ their investment should be rewarded. There are two legs
AR
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st would be directed towards encouragj
ol

The second would aSSiSt

8

The fir

to his propOSal. '
successful business.

those investing in a
successful businesses themselves.

Transfer of investment allowances

ped from a suggestion by the Secretary of

3.2 This scheme, develo
would bring together two objectives:

state for the Environment,
(a) An additional investment incentive for companies
designated as winners; and

Tax relief for equity jnvestment in such firms.

(»)

g small businesses whose tax
ause of the high level of their
It follows that those

3.3 Winners are defined as existin
exceed their profits bec

in physical assets and stock.
o taxable profits against which to offset
But, to satisfy the

itability would

allowances
investment
would have n
in respect ofagny new investment.
of the scheme,/underlying record of prof
If such a firm undertakes additional

lowances associated with

businesses
allowances
conditions
need to be demonstrated.
investment, a limited tranche of extra al
this investment would be transferable, under conditions and

limitations, to individuals making new equity investment in the

business.

viously effective
asg a means of
sed by &
Furthermorh
ith estab”

3.4 The Group preferred the simpler and more oD
grant scheme discussed in paragraphs 3.6 to By
helping "Winnerggﬁemgome of the complex problems ral
equity investment/would also apply to this scheme.
while this scheme is intended only to apply to firms W
lished profit records and investment, it would not in
apply to those who have taxable pro fits - which D&ys
a mark of success.

practice
indeed, D€

3.5. A characteristic of this proposal is to make a €O
St ieRe ey Bl lowence available to its sharenolders:

: 1
introduce a major new feature within the tax syste™ and WO

's
mpany. s would

— T

T ——

CONFIDENTTAY,

L5,

javolve & significant breach of -
€ ce

poration tax g stem e

‘ ‘ 3 Undament i

nora | y ntal 1mplicationg and
res® tion to secure a tax adVantage would be multiplieqd
p ipula ie

- ;
quity 1nvestment scheme

ris
over and above those foreseen ip th
- : € e
availabl
the time ve, the Group wag not ap)
general observations. However, the j € to go beyong -
) im e

r scheme mi . plicati i
transfe might be included in Poitig Ozs of introducing g
studies if Minj
nisters

In

50 wished.

Investment rebate scheme

3.6 The SecretaIy of State S proposal here 1s for an experimental
che t . |

s me , o eward all manufacturing firms Whi. h .
T ch have

able and which are expanding their investment ARG s

pake the cash i : i The aim
available quickly in the faith that iy fivtould be to
rus would

use the ext i

investment rzoze:::rces 1.:0 lr'lcrease their market share and their
but over a’period e;?arlly :,Ln the year in which the cash was paid
profits set signié. irms which had schieved a target rate of
industry over the icartltly sbover aveChgR IR HEY et
o ast three years would be eligible for cash to
. Shi ;ent of that.: part of their investment in pro-
i ch was more in real terms in 1980-81 than this
P e, and that at paras. 3.2t 3.5 above, would both

proposed expenditure limit of £150 million.

3.7 Th
e D :
of the @ epartment of the Environment agree with the general view
Toup that these objectives could not be met for the larger

of gI‘amtough the tax system, and are best achieved through a system
s.

5.8 m
h
ere are a number of important practical difficulties and

Polie v
Y Questions raised by the scheme. In the interests of admini-

Strat.

ive &1 Ty ; ;
Woulq be simplicity, and with the aim of naking early payments, it
apply i some rough justice between
cants ang which were not winners

Could

W

"oulq nell qualify for grants, and others with better prospects
F. If grants were paid out on the basis of intentions, 1%

H0u1
d be 5
Necessary to have arrangements to claw them back if in the

sary to accept, and defend,
the risk of abuse. Some firms

.
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ed investment did not go ahead. It would be

event the propos : :
necessary to defen ainst comparison with other
es of selective assistan
er value for money.

kely to point out that the grants woulg

d the scheme ag
ce and against the charge that it

schem
did not demonstrably off
commentators would be 1i
be in aid of a good deal o
out anyways; and would pay for most
ssurance on how much, if any,

An alternative approach,
d could meet the objective of rapidly

would be a selective scheme of the
dustry Act.

In particular,

f investment which firms were carrying
or all of that investment with
e further investment will be

stimulated.
these difficulties an

stimulating new investment,
nventional kind under the 1972 In

which would avoid some of

more CO

3.9 In deciding what priority to give to the Secretary of State's

objective of encouraging the e
ider the following factors:

fficient minority of firms, !Ministers
would need to cons

Whether the prospects for new investment have changed
sufficiently to Jjustify the introduction of new grants
to industry, soon after the decisions to reduce the
level of public expenditure generally, and of assistance

(1)

to industry in particular.

If so, and bearing in mind the points summarised in the
preceding paragraph, whether the proposals for grants

of this type are the best way forward, and in particular
how such a scheme could be reconciled with the Governm@nt'F
revised regional policy and its overall attitude to

(GLED)

industrial subsidies.

How to find the public expenditure provis
proposed as up to £150 million) for any new scheme,
additional staff (estimated at 100) to run it.

(GLED)

= 0 4osucs viich should be eXPIo™
ed

evise & revéw

gtion i

pl

5510 ’:Ehe Group believes it would be possible to d
Selective Investment Scheme, geared to securing acceler

L

“!.!'—F'

il

public expenditure savingg P y)
ere

peeting the Secretary of Iy e
would provide for grants to e Ject
wditional investment ssful

)

qualifyj
fying éxpenditure haq

incurred.
e 8 eme y ever mark l‘eVe[‘sl() .0 a
d y I'K g
h Cc n to

linited interventionist approgep

3.11 The Group considers that o
would be justified only if Ministergener
swiftly to those firms ey ths'fel

eir i

i
tl investment rebate schen
. e
1t essential to pay grant

s

to defend the manifest nvestment
st rough justice » and were willj

of such g ing

scheme.

4. RECOMMENDATIONS

Small firms

a. SDelelc measures to llghten the impact of the present system

4,
1 The Group recommends:

(1) Engj
i .
trad?g apportionment of trading income of "close"
ing companies.v Cost: about £5 million.

(i1
L) Im?rOV?ment in the retirement annuity scheme, by
a) increasing the ceiling for relief, from £3000
- to £6000,
(b) increasing the percentage of earnings which
() qualify, from 15 to 16 per cent,
allowing the carry forward of unused relief for up
Bt ;0 6 ?ears.
: £30 million annually and 40 additional staff.
(g S W5t
taxe:uctlon in the small compsnies rate of corporation
margizom 42 to 40 per cent, snd an increase in the
o £100,000 to £110,000.
! £20 million annually. (A minority of the Group

S/
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d to this measure on the grounds that the

were Oppose
elsewhere.)

money could be better used

(iv) Interest relief for porrowing for investment in close

companies- Cost: negligible.

(v) Stamp duty relief for dealers acting as brokers in

shares of unlisted companies- Cost: negligible.

tmental examination of a proposal

(vi) Further interdepar
VAT on bad debts. Cost:

to extend the relief from
probably small.

b. Equity finance for small businesses

4.2 The Group has discussed two possibilities for a measure in

the 1980 Finance Bill to encourage equity investment in small

business:

er which individuals in

(a) A capital losses scheme, und
tax relief for capital

small firms would get income

losses on this investment.
(b) A scheme for giving individuals tax relief for direct
investment in small firms equity (as described in the

Group's accompanying report).

4.% The losses scheme would be less complicated than the equity
scheme, less open to manipulation, and less expensive (£10-12
million a year). It could be prepared in time for the 1980 Finen®®
Bill. It would not be possible to introduce a 10SSeS schene &%
equity scheme at the same time, but if it were decided to give
priority to an equity investment scheme, there would be 2° e p
about announcing the Government's intention to introduce & 10s8?

scheme in a future year.
4 an o3
.4 An equity investment scheme would be far more comple* on 8

more open to manipulation simply to gain the taX advantaé®’

Ml

) 4 e AT
CONFPIDENTT L S

o5 19

other ha:i; iztwo‘:}d break ney ground ang

i k?ep it PO¥eRFALy Sonp i acce : Look much more imagi

Lillion) it would need to be confineg ioa:tl:e linits (about ;f;gative_
art- i

of restrictions. Some of these - ups - which Minigterg

qulnerable to pressure for widening ric

mlght find difficult to resint: g the

s d make the scheme
y age, which Minister
: s

X :e feasible to relax one

he exclusion of working

. 3 it
of the restrictions - that concern dwoul
ed wit

ital - but .
capital - DUt at a cost which it is not possiy
sible to y
® A quantify.
4.5 Even if it is decided to give priopit
i At
scheme, it may not be possible to compl Y_to an
for the 1980 Finance Bill. plete itg

equity investment

It would preparation in time

an intention . not be feasi

to introduce an equity scheme at : ble to announce
ome future date -

this would ten i
8 1 d to hold up investment in n i
U pepy ew firms until the

4.6 Ihe GI‘Oup was dlvlded on the relaClVe deslrablllty,

ability and risk :
of avoidance in
for Ministers are: these two schemes.

practic-
The questions

(l) Whether eit t h
a0l heI‘ or both of the schemes should be deVelOped'
2

(ii) If'boil:h schemes are to be developed, which is to have
Priority, and which left for a later year;

(iii

) iea:h:guity im'/estment scheme is to be developed, what

SR t;r reactions to the questions posed in paragraph

e e Report on Tax Relief for New Investment in
uity of Small Firms?

4.7

. The

Dossibil-GrouP recommends that further work be carried out on the
In ity of new institutional measures, such as Small Firms

\{
——8tment Gompanies.

c
*_Furth
er encouragement for start-ups
o a tax holiday

sideration be

4.8
*® The (Balaey
3 Group recommends against giving priority t
s that further con:
' oo/

Oy
Rew byad
Usinesses, but recommend

L . L
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BEalanye year or so. The potential cost coulg

- to the PTOP : ;
given unless the scheme ig carefully devised.

pe consid erable,

d. Encouraging winners

4.9 The Group recommend
ture,
he light of experience gained with an equity

g against & transferable allowances schepme

for the jmmediate fu but believes the possibility might be
looked at again in i"

scheme is introduced.

scheme if such a

both for and against direct aid to

4.10 The Group sees argunents
sters wished to give such aid, and

successful companies. If Mini

the necessary public expenditure provision could be accommodated,
a scheme developed from the existing

This could involve commitment of up
but with the actual expenditure

the best course would be
Selective Investment Scheme.
to £150 million in the first year,
spread over the PES period, and about 100 additional staff. Faster
aid to successful companies
much rougher justice.

would imply a scheme which resulted in

Total Costs

—_— e ——

on which Ministers

4.11 The costs of those items, discussed above,
e 1980 Budge?

are invited to decide for possible introduction in th

are:
&mn
1. Specific measures to help small firms 52
2. Losses scheme 10-22
3. Equity scheme confined to start-ups 100
(rough guess)
150

4. Investment rebate scheme

Treasury Chambers,
Parliament Street,
LONDON SW1
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APP;
ITEMS REJECTED FROM THE SPEC el
IFIC

IMPACT OF ME
THE FRESENT SYsTRM ASURES 10 LiGHTEN T35

Tax relief f
Or company tradin, losses ainst gh,
| areholders' §
The proposal is that the individya] sh; P
ar

company should be able to elect t
0 set th

1.
eholders of 5 small trading

ainst i § e
o their own income for tax purpos €OmPany's trading losses
es, e

years before the start of the

trade by the compan
pany. The proposal is similar to a sche
me in existence in

the US.

2. j i
The ob]ectwe would be to increase Qllﬂty investm

in small companies. ent by individuals

It would do this b :
3 Yy providin, §
relief g a cushion of
where the company makes losses. The cushion wouldo(a;’ ok
reduce the

investor's risk of loss and ( unds wi whi bo.
b) put him in fi
th ch to Ister the

3% In practi i
practice, it would be necessary to confine the relief to companies

starti busi sure eci
s ng new inesses. Consequently, the mea would be especially
Rl ot 3
ul in giving relief to shareholders for start-up losses.

4. 1
The problems with a scheme along these lines are:

(i) It would breach the distinction between a company and its
shareholders which is fundamental both in company law and to
corporation tax.

(i) A definition of a "small" company which is both suitable and
workable would have to be found. No such definition exists at
present.

(iii) Relief would open the door to tax avoidance in a number of

*  ways at the cost either of 2 considerable loss of revenue or of
many pages of complex legislation.
Aunual accounting for VAT es
5.
The proposal would enable small traders to furnish annual, rather

Quarterly, VAT returns and to make quarterly advance payments on

2 ‘ i
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& ' unts. The proposal is not n
e basis of the previous year's acco s

th scussions with trade bodies op 0

Customs and Excise had full di
advantages and disadvantages less than two years ago.
v

unanimous view then was against it,
orm requirements have since been made for the benefjt i

The Group agreed that the proposal should not be pursued,

The almost
and other changes in VAT accounting

and return f

small firms.

VAT Licence System for Small Traders

6 The proposal would allow small firms to purchase a VAT licence at 5

t equivalent to the anticipated net revenue raised from the trader
cost eq

under the normal VAT system.
along the lines of the French "forfait" system. The proposal was

The licence fee would be individually

assessed, : '
sidered when VAT was being introduced in 1973 and rejected because it

con

was felt that it would not relieve the burden of VAT on small traders and

because it would have been costly to administer. Nothing has happened

since to alter this assessment.

7 Vocerden 1979

My e

22

"

|

CUNE Lurive g,

F THE INTERDEPARTMENTAL Grogp o

7 O N FIs
gZ?OR STRATEGY EXERCIgg AL ASPECTS op THE

oy RELIEE FOR NEW INVESTMENT IN THE pourey op SMALL Frgy
; s

The interdepartmental report of officialg on the Ent
nterprise

Ncourage the take-
incentives o

considers the

P;0P°5315 refers briefly to a scheme designeq to ¢
w of equity in small firms by offering incope B
Ipappons- FRis. ‘report bythedanog describes ang
scheme in detail.

3, Since the emphasis is on encouraging relativel
poney into small firms, the group did not Jeiir s
the Loi Monory - which is essentially concerned wit
(£500 per household) in large firms.

4 13Ige sums of
he French scheme -
h small investment

In any case, the Possibility of
introducing a Loi Monory scheme is being examined by a separate group.

3, The problem of any scheme designed to give tax relief for equity
investment in small firms is to avoid a vast loss of revenue from
vhat the group described as the "re-cycling" of money between
individual companies, between companies and their proprietors, and
between self-employed businesses and the corporate sector, simply
for the sake of a tax advantage, even though there is little or no
"ev investment in the small business sector as a whole. Apart from
the huge Exchequer cost - potentially many hundreds of £ million -
this kind of exploitation would discredit the tax system and perhaps
Sovernment strategy more generally. At the same time, the group
iccepts that some risk would have to be taken if a scheme is to be

!Mficiently attractive to achieve its purpose.

5

heme of
th 0 other country has yet succeeded in developing a s¢
is

ound.
Kind ang the group has, therefore, been breaking lile: f:hough
- [2lang Revenue, however, have undertaken an inten:h : L HPER
cessarily Preliminary) study, which has identifii;l L
o in their V.
of bed more fully in the Appendix, which

th
'* king would need to reflect.

lg




CONFIDENTIAL
have to X 4
(i) The scheme would/be onfined to "start-ups". To alley
relief for jnvestment in shares of existing companies, or Pon

o takeover existing businesses, could be

up ¥
involving tax losses of

companies set

highly cost ineffective - perhaps

upwards of £1,000min a year (representing much of the

present corporation tax yield from small companies, and a
sent income tax yield from the

significant slice of the pre
self—employed). This is because there is no way within the
existing tax system by which the Revenue could distinguish

new investment in a scheme of this kxind from the artificial
re-cycling of capital.

would be defined as a bona fide trading

(ii) A "start-up"
usiness for less than 3-5 years,

company which had been in b

y an old business in new clothes.

1d be limited to strictly
t be available for

and which was not merel
This means that the relief wou
new business ventures - ie it would no

take-overs, for incorporation of existing business or for a

new company started up by a businessman (whether gself-employed

or a company director) in the same line as his existing
business.
al on new physical

as defined under the
this would

(iii) The relief would be condition
investment or on investment in stocks,
current stock relief scheme. Broadly speaking,

exclude financial assets and working capital

other than stocks.

of equity

(iv) The relief would apply only to new issues
sting share®

capital and would not cover the purchase of exi
or the provision of loan finance.

aly

(v) Income tax relief would be given at the in"eswr's o
marginal rate up to a limit of say £10,000 to £20,00 4
subject to an overall limit for each investor of e %
£50,000. The maximum tax relief for any indiVidual' 1
existing tax rates, would be £37,500.

irectly f p:
indi y 'rom the business o tapital direetly o
the company's capital investme thln. Say, five o bog
nt wa, TS, or if

s g
" 1t 1d 10t maintaineq
vii wou .
the scheme aPPly only to investment ;
w
§ ere extended to diiaass 10 companjes, If
(ie the self-employed) the R Porated businesses
w

Y in his oy

n busin
: ess.,
.mployed would argue that th
d.
ch they woulg have to meet ¥

(On the other hand, the self

too need working capital, wp

out of taxed income.) :
(viii) Quoted i

B companies (and their subsidiarj
quoted companies, would be excluded il By

ed.
All this w
ould have to be backed up by a host of detail
ailed

provisions bef
b e 5 efore the broad outlines in (i) to (viii)
ed into a legislative scheme e Pl

5% A schem ¢

It would be :oZZl:Z:::dhn?s’ however, poses serious difficulties.

It would be expensiv i W1t}.1 PSUXSME. et ERncisiation:

the ordinary § e to administer, and it would be tricky for
nvestor to understand. Even so, it would be narrow

in 8co
Pe - i i
in particular because it would exclude:
(a) m
vestm i i i
i ent in working capital (as distinct from physical
(b)

it
o exnvestment where a businessman starts up a new company in
isting line of activity.

(e
) The self-employed.
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usions the scheme might be expecteq "
0

6 Even with all the excl
: tors and so lead to additional inyegy
Stomeny

erest some eligible inves
i so encourage invest
in new small firmsS. It should al g one whiy

decided to set up a new firm to raise their sights and increage
the size of their initial investment. On the other hand, there
can be little doubt that, as with most tax incentives, the
greater part of the relief would go to investors who would
have invested in any case. Moreover, this relief would be in

addition to the allowances avai
that the revenue cost could be
But, so long as the scheme attracted th
intended, the full restrictions listed in paragraph 4 would keep
year or so within a total of say

int

lable for fixed investment, so
higher than the investment generateq
e kind of investment

the revenue cost for the first

£100m.

e The effect of the restriction for working capital - (a) above
_ would be significantly to reduce the attraction of the scheme
for many small companies in the services sector, as well as many
in areas of high technology, such as micro-electronics where much
of the capital is not in physical assets but to pay the salaries
of highly qualified staff for a period until companies begin to
make profits. To waive this restriction would allow a man to geb
tax relief for transferring his private fortune to be held in the

name of the company. How serious this problem would be in
Some members of the groupP

practice is open to some dispute.
at since to exploit

argue that the problem would not be that gre
the loophole, certain conditions would have to be satisfied - B8
example, the individual concerned would have to demonstrate that
the investment was in a genuine new trading company. The Hulate
Revenue believe, however, that where the opportunities existeds
the scope for exploitation would be obvious and the scale of
potential tax losses would be large.

ns in (b) and (c) 2

8. To go further and drop the restrictio o 50

paragraph 5 above would substantially alter the nature ©

>
r. e —

¢ would Chan?e the scheme from one gyre

Jhere tax relief was available for any tc'ted to start ups to ope
new OF not. The cost of that sort of scipe °f investrment, whether
open—ended- Yet the restriction in (b) weme Would be enormoys and
geserving cases - including some of 2fis p:\Jll)d Tule out ObViOusly‘
sources of growth in the small business Se:table Main potential
electronics engineer already in business i Or "= such“as”the
jxisting bpsiness, or to set up another'bus: SPIE8 £0 develop his
he problem is that it has not proveg u b Ness in the same 1ine;

] sible to "
qeen the genuine new business and the AT hdistlnguish bet-
an existing business so arran where the owne
ges matters that h r of
is busine

or partly transferred into a "new" one, Ss is wholly

: Without
there are two obvious avenues of abuse ut the restriction,

pusinessman could claim tax relief for fezzirsl;'ei: existing

assets to a new company. Second, he could in pra :Eing business

tax holiday on the profits of his existing bus;.'le(s: oy Vol

channelling them into a new company. ness, by similarly

9, Bef

omihpugperisse

report on Enterprise Pro S0, 28 Bot Guc s e i e

view on the merit i posals, Ministers will need to come to a

cribed in this as of an equity investment scheme of the kind des-

e ees Seriou: Zer. I.f they feel that a scheme of this sort

starting - :Zsideration, they will need to accept that the

The "Orking e Uh have to be the framework set out in paragraph.4.

Sl i didp as not felt able to put forward for discussion a
not incorporate the kind of restrictions referred

to the
. r
. e, and which would cover all investment in small firms.

10
. Th o .
© questions for Ministers, therefore, are:

d to accept a narrowly-drawn

(a
) First, would they be prepare
by no means

s
Cheme, as set out in paragraph 4 - which (though
Proof against exploitation) seeks to ensure that at least the

i
- f
1“1): of the Exchequer cost would pe in respect of genuine |

uld be very difficult ‘

'

i and, if so, would they be able to resist the

ine
Vitable pressures to extend it?

233
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d- 'would they favour a scheme which relaxed the
(b) se::‘:n'on phySical investment and stock - (a) in

The dropping of that restriction would not
£ the scheme, but would expose it to
Even without this restrictiop

restric

paragraph B
affect the structure O
anipulation.
ind would still exclude the kinds of ney

£ them obviously desirable -

greater risks of m
a scheme of this k

i - many ©

business investment m o

ibed in paragraph 8 and Ministers will similarly need
descr

nsider whether they L e Rt r g
to co

H M Treasury
Parliament Street
London SW1
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APPENDIX
INCOME TAX RELIEF FOR EQUITY INVESTMENT L
SMALL FIR Mg

1. This appendix describes in detaj] S0me of the my
the JnlsndiRevanusst dentify as G main features which

an equity j
directed towards start-ups, Sy investment scheme

"Start ups"

2.  The relief would be for investment in new issues of equity sh £
: 3 i i

bona fide trading companies in the United Kingdom within (say) 3 % of

years o

the trade commencing, (The possibility of problems with the EEC by
excluding foreign companies has not been considered.)

3. It would need to be provided that the purchase of new shares was not
offset by, for example:

- Repayment or sale of existing equity shares

- Repayment of loans from the investor to the company

- Extending of loans or informal credit by the company to the investor
- Meeting of investor's obligations by the company

- Transfers of assets between the investor and the company at an

over-value or under-value.

Defining a "start-up"
4 There are a number of transactions which may in form but not in
substance, represent new business investment:

- A new company may dopt anew letterhead and make just sufficient

cosmetic changes in an existing business to be able to claim, as a

matter of law, that it is carrying on a new trade.
existing company, into which the

- A ide an
new company set up alongs ssively transferred

trading assets of the former company are progre ol coa it
(ie enough ‘new' investment in the ineiOTRRT SR

eliminate the annual tax liability of the proprietor).

part of an existing business. '

" vide
N nservice company" - may Pr
A new company- typically 2 ; which the business originally

services for an existing hoitmenty
Provided for itself. : 254

7/ e ———— e

= The simple takeover of the whole of
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Many other possibilities can be envisaged.

5 The Inland Revenue believe that the only way of containing (though
. e . |
major loss of revenue through tax planning of this kind

not eliminating) 2 : -
relief to an investor who puts his money into a new

would be to deny b .
company in the same line of business as his existing business or company,

into a new company which does a significant amount of its business
or

with an existing business or company controlled by the investor or his
associates. There are various ways this restriction might be defined, but

proadly it is likely to confine the relief primarily to employees etc
starting up new businesses of their own, rather than businessmen already

engaged on their own account.

The self employed

6. The scheme would be confined to companies and would not apply to
the unincorporated business (the self employed). This would obviously be a
source of complaint and pressure to extend to the self employed could be
expected. In practice, if this were to be accepted the revenue cost of the
scheme would be very large indeed. However, it is a continuing complaint
from the self-employed - in particular from the professions, such as the
Bar Council - that they have to provide for working capital out of income
taxed at a top marginal rate of 60 per cent, whereas companies can add to
their capital free of tax (to the extent of stock relief), or after the small

companies rate of 42 per cent.

Eligible securities

7. Relief would apply only if the company had one class of equity
shares carrying all the usual rights, and there were no conditions attached
to the shares involving an accompanying "arrangement” to dispose of e

shares, or the underlying rights in them or the business of the company-

Associated persons
-that
his

8. The scheme would treat as one the investor and his associates
is, including his close relatives (in particular husband and wife)
business partners, trustees of settlements and so forth.

CONI-‘IDENTIAL
9.  There should b inimi
& € a de minimig exclusion (sa:
an upper limit- £10,000 o £20,000 in o e o
overall. i

with & £50,000 imi

0. The relief i

1 . ief would be available at the invest,

limited to the basic rate - carried forwarg or b Wipiag it
from the date of the investment, ack for a 5year period

Use of the funds

11. So as to limit the scope for an investor sett;
financial company to hold his portfolio, ie a ¢

umbrella for financial investment,

U8 Up no more than a
rading company as an

and carrying the tax advantages,

qualifying investment would need to be matched by 4

g ) evidenc
investment either in fixed assets or stocks i

Clawback

12. If within, say, five years before or after the original investment the

shares were sold, funds were withdrawn, the physical capital not
maintained, or transactions incurred which conflicted with the qualifying
requirements, the relief would be (as appropriate) denied or clawed back.

Beyond five years the investor would be free to withdraw his money
without tax penalties.
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