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Professional Level — Options Module, Paper P6 (UK)
Advanced Taxation (United Kingdom) June 2009 Answers

1  Notes for meeting with Frank Coltrane

(@

(i)

Capital gains tax liability
Sale of the Alto business (2009/10)

£
Capital gains 420,000
Entrepreneurs’ relief (£420,000 x 4/9) (186,667)
233,333
Less: capital losses (155,000)
Net gains 78,333
Less: annual exemption (9,600)
Taxable gains 68,733
Capital gains tax at 18% due on 31 January 2011 12,372
Sale of the Tenor plc shares (2012/13)
£
Proceeds (assumed) 1,400,000
Less: cost (£1,350,000 — £200,000) (1,150,000)
Gain 250,000
Less: annual exemption (9,600)
Taxable gains 240,400
Capital gains tax at 18% due on 31 January 2014 43,272

Gift of shares in Tenor plc to wife

No gain or loss would arise for the purposes of capital gains tax.
The gift would be exempt for the purposes of inheritance tax.
The gift would not be subject to stamp duty.

When the shares are sold on 31 July 2012, the total gains of Coltrane and his wife would still be £250,000 (as above). This
is because Mrs Coltrane will hold the shares with a base cost equal to Coltrane’s base cost.

If Mrs Coltrane has not used her annual exemption, the total capital gains tax due would fall by £1,728 (£9,600 x 18%).
This strategy will only work if the gift of shares is absolute with no requirement for Mrs Coltrane to pay the sales proceeds to
her husband.

Taxation position of Soprano Ltd

Taxable period

Soprano Ltd will pay corporation tax in respect of its accounting period.

This will normally be the same as the period for which it prepares its accounts (known as a period of account), i.e. the
12 months ending on 31 July each year, unless the company changes its accounting date.

If a set of accounts is prepared for a period of more than 12 months, it will be necessary to prepare two corporation tax
computations; one for the first 12 months and one for the balance of the period of account.

Rate of corporation tax
The rate of corporation tax payable by Soprano Ltd depends on the level of its taxable profits.

The trading profits of Soprano Ltd for the year ending 31 July 2009, as reduced by trading losses brought forward, are
expected to be between £15,000 (£80,000 — £65,000) and £45,000 (£110,000 - £65,000).

The rate of tax payable on its taxable profits by Soprano Ltd will be:

—  The full rate of 28% if its taxable profits exceed £42,857 (£1,500,000/35).
—  The full rate less marginal relief if its taxable profits are between £8,571 and £42,857. Marginal relief will be 7/400 x
(£42,857 — taxable profits).
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(iii)

Due date for payment of corporation tax

The due date depends on the rate of tax paid by Soprano Ltd.

If Soprano Ltd pays corporation tax at the full rate in both this year and the previous year, its liability will be payable quarterly.
One quarter of its corporation tax liability for the year ending 31 July 2009 will be due on each of the following dates.

— 14 February 2009
- 14 May 2009

— 14 August 2009

— 14 November 2009

Interest will be charged on any amounts paid late and will be credited in respect of any overpayments.

If Soprano Ltd does not pay corporation tax at the full rate (in either this year or the previous year), its liability will be payable
on 1 May 2010 (nine months and one day after the end of the accounting period).

Pricing of services

Rules exist to prevent companies under common control using non-arm’s length transfer prices to obtain a tax advantage. The
rules apply to companies in the Tenor plc group because the group is large. If the prices charged to Soprano Ltd were to be
increased in the manner proposed, the company would have to adjust the prices back to arm’s length amounts in its
corporation tax computation. Accordingly, the strategy would not succeed.

Value added tax (VAT)

Accounting for VAT

Soprano Ltd makes zero rated supplies. This means that it does not charge VAT on its sales but can recover its input tax. It
will therefore always be in a repayment situation.

It is accounting for VAT monthly (rather than quarterly or annually) in order to obtain the repayments of its input tax as fast
as possible.

It would not be beneficial for it to account for VAT on a cash basis as this would delay the recovery of its input tax until it
paid its creditors.

Group position
A group of companies is not automatically treated as a single entity for the purposes of VAT.
A decision must have been made not to include Soprano Ltd in a VAT group with other Tenor plc group companies.

This may be because Soprano Ltd makes zero rated supplies and therefore accounts for VAT monthly whilst the other group
companies account for VAT quarterly.

Purchase of raw materials from South America
Soprano Ltd will have to pay output tax at the standard VAT rate when it brings the raw materials into the UK.

It will then reclaim the same amount as allowable input tax on its next VAT return.

Letter
A& B Co
High Street
Birmingham
Mr C Dance
2 The Avenue
Birmingham
1 June 2009

Dear Charleston

Thank you for coming to see me last week. | set out below my findings following my review of the inheritance tax calculations
prepared by Lindy, my comments on your plans and some further advice to help you reduce your tax liability.

(

Inheritance tax

In respect of the gift on 1 July 2002, the nil band available will not be reduced by the value of the gift on 1 November 1999
as the latter gift was a potentially exempt transfer that took place more than seven years prior to death.

In respect of the death estate, the Balboan inheritance tax should be deducted from the UK inheritance tax due and not from
the value of the investment properties.

| am pleased to tell you that the correction of these errors results in a reduction in the inheritance tax due of £111,520 as
set out in the appendix to this letter.
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(i)

(iii)

Investments and pensions
Venture capital trusts

| appreciate that you do not wish to invest in enterprise investment scheme shares due to the level of risk involved. However,
you may wish to consider investing in venture capital trusts (VCTs). VCTs are quoted investment companies, which hold
investments in unquoted trading companies, thus spreading the risk over a portfolio of companies.

Your income tax liability would be reduced by 30% of the amount you invest in a VCT in any tax year up to a maximum of
30% of £200,000. This relief would be withdrawn if you were to sell the shares within five years.

There is no tax on the dividends received from a VCT and no taxable gains or allowable losses arise on the sale of VCT shares.
Pension contributions

You and Betty can each make tax allowable pension contributions up to the higher of £3,600 and your relevant earnings.
Relevant earnings consist of employment income, trading income and income from furnished holiday accommodation.
Furnished holiday accommodation is property situated in the UK that satisfies the following conditions.

— ltis furnished and let on a commercial basis as holiday accommodation.

— ltis available for such lettings to members of the public for at least 140 days per year and is let for at least 70 days per
year.

—  Long-term occupation of the property (continuous occupation by the same person for more than 31 days) is limited to
no more than 155 days per tax year.

At present, neither you nor Betty is in receipt of any relevant earnings. However, if you were to purchase property in the UK,
rather than in Balboa, and ensure that it satisfied the above conditions, you would be able to make additional tax allowable
pension contributions.

Income tax planning

Ownership of quoted shares and government stocks

You are a higher rate taxpayer due to the level of your rental income and bank interest. If the quoted shares and government
stocks are owned personally by you, your annual tax liability on the income received would be £16,050 as set out below.

£
Tax on dividend income (£21,000 x 25%) 5,250
Government stocks (£27,000 x 40%) 10,800
Total tax suffered 16,050

If the investments are transferred to a company, the company would pay corporation tax on the interest income (but not on
the dividends) at the rate of 28% regardless of the level of its profits. This is because it is a company controlled by you that
does not carry on a trading activity. A calculation of the annual total tax payable using this structure is set out below.

Corporation tax Dividend
computation payable to you
£

Dividend income (exempt) - 21,000
Government stocks 27,000 27,000
Profits chargeable to corporation tax 27,000
Corporation tax at 28% 7,560 (7,560)
Profits paid as dividend 40,440
Income tax liability (£40,440 x 25%) 10,110
Total tax liability (£7,560 + £10,110) 17,670

It can be seen from the calculations above that it is more tax efficient for the investments to be owned by you personally.
Tutorial note: the effective rate of tax on dividend income that falls within the higher rate band is 25% ((32-5% — 10%)/0-9).
Transfer of assets to family members

You could reduce the tax due on your investments by making an absolute gift of some of them to Betty (or your children).
Betty will pay no income tax on her first £6,035 of income and will pay tax at a maximum of 20% on the next £34,800
whereas you are paying income tax at up to 40%.

The same savings would be available if you were to transfer income generating assets to your adult children (on the
assumption that they have no other income).
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Tax avoidance schemes

Tax avoidance involves arranging one’s affairs in such a way as to minimise one’s tax liabilities and is perfectly legal. However,
the promoter will provide details of the scheme to HM Revenue and Customs and may be issued with a reference number.
You will need to include this reference number in your income tax return.

The rental income is taxable in the UK because you are a UK resident. Any tax suffered in Balboa can be deducted from the
UK liability but this cannot lead to a repayment of the Balboan tax. Failure to disclose the rental income arising on the Balboan
properties would amount to tax evasion, a criminal offence.

Please call me if you require any further explanations or advice.

Yours sincerely

Tax manager

APPENDIX: inheritance tax computation on death of father on 1 April 2009

Gifts of cash during father’s lifetime

£
1 July 2002 (£370,000 - £6,000) 364,000
Nil band (312,000)
52,000
Inheritance tax at 40% 20,800
Tapered (£20,800 x 20%) 4,160
Death estate
Per Lindy’s calculation 3,484,000
Add: Balboan inheritance tax 160,000
Chargeable estate 3,644,000
Inheritance tax at 40% 1,457,600
Relief for Balboan tax (less than UK tax at 40% on the Balboan properties) (160,000)
1,297,600
Total inheritance tax due (£4,160 + £1,297,600) 1,301,760
Per Lindy’s calculation 1,413,280
Reduction in inheritance tax due 111,520
Simone
(@) (i) Share of the taxable trading loss for the year ended 5 April 2009
Ellington Simone Basie
£ £ £ £
Tax adjusted trading loss 90,000
Capital allowances
Additions in the year within AlA limit 21,200
Writing down allowance 700
111,900
6 April 2008 — 28 February 2009
Tax adjusted trading loss (£111,900 x 11/12) (102,575)
Salaries (£15,000/£11,500/£13,000 x 11/12) (36,209) 13,750 10,542 11,917
Balance (3:2:2) (138,784) (59,478) (39,653) (39,653)
1 March 2009 - 5 April 2009
Tax adjusted trading loss (£111,900 x 1/12) (9,325)
Salaries (£14,000 x 1/12) (2,334) 1,167 1,167
Balance (1:1) (11,659) (5,830) (5,829)

(111,900) (50,391) (33,773) (27,736)

Tutorial note: the unrelieved expenditure on the general pool is less than £1,000 and can therefore be claimed in full.
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(i)

(iii)

Alternative strategies
The following alternative strategies are available to Simone in respect of her share of the taxable trading loss.
Offset against her general income for the current year (2008/09) and/or the previous year (2007/08).

Following a claim against her general income in 2008/09, the remaining loss could be offset against her capital gains
of that year.

Any losses not used as set out above will be carried forward for offset against her share of the taxable trading profits of
Ellington & Co in the future.

Advice
Offset against future profits of the same trade

Assuming an annual taxable trading profit of £25,000, Simone’s share of the budgeted profit of Ellington and Co in
2009/10 and future years will be £12,500 (£25,000 x 1/2). The profit from her new business is budgeted to be
£10,500 (£1,500 x 7) in 2009/10 and £18,000 (£1,500 x 12) in future years. Accordingly, Simone will be a basic
rate taxpayer and the tax saved via the offset of the loss will be £6,755 (£33,773 x 20%) (note).

Note: the tax saved will be £2,500 (£12,500 x 20%) in 2009/10 and in 2010/11 and the balance of £1,755 (£6,755
- (2 x£2,500)) in 2011/12.

Offset against net income and capital gains in 2008/09

Simone’s only income in 2008/09 is dividend income of £10,800. Offsetting her loss against this income will not save
any tax as the dividend tax credit is not repayable in cash. However, having offset the loss against her net income in
2008/09, Simone would then be able to offset the remaining loss of £21,773 (£33,773 - (£10,800 x 100/90)) against
her capital gain. The capital gains tax saved would be £3,919 (£21,773 x 18%).

Offset against income in 2007/08

Simone’s original income tax liability in 2007/08 is set out below.

Total Trading Dividend
£ £ £
Trading income 48,200 48,200
Dividend income (£12,600 x 100/90) 14,000 14,000
Less: Personal allowance (6,035) (6,035)
Taxable income 56,165 42,165 14,000
£
Tax on trading income
£
34,800 x 20% 6,960
7,365 x 40% 2,946
42,165
Tax on dividend income
£14,000 x 32:5% 4,550
14,456

Simone’s liability in 2007/08 following the offset of the trading loss is set out below.

Total Trading Dividend
£ £ £
Trading income 48,200 48,200
Dividend income (£12,600 x 100/90) 14,000 14,000
Less: Trading loss (33,773) (33,773)
Less: Personal allowance (6,035) (6,035)
Taxable income 22,392 8,392 14,000
£
Tax on trading income
£8,392 x 20% 1,678
Tax on dividend income
£14,000 x 10% 1,400
3,078
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The tax saved via the offset of the trading loss would be £11,378 (£14,456 — £3,078).
Conclusion
Simone will save the most tax by offsetting the loss against her income of 2007/08.

Tutorial note: The offset of the losses would also have implications for Simone’s liability to class 4 national insurance
contributions. Credit was available for reference to this point.

(b) VAT registration

Simone is required to register for VAT when her cumulative taxable supplies (standard and zero rated), excluding supplies of
capital assets, exceed £67,000 in the previous 12 months. She must notify HM Revenue and Customs (HMRC) within
30 days of the end of the period in which the limit is exceeded. She will be registered and must charge VAT from the first day
of the month beginning one month after the end of the period in which the limit is exceeded.

(a)

The fact that Ellington and Co is VAT registered is irrelevant when considering Simone’s position, as Simone and Ellington
and Co are separate taxable persons.

Fitzgerald - gift of shares

(M

(i)

Availability of gift relief

The shares qualify for gift relief because Jay Ltd is an unquoted trading company.

For gift relief to be available, Pat must be either resident or ordinarily resident in the UK.
A claim for gift relief would have to be submitted by 31 January 2016.

The claim must be signed by Fitzgerald and Pat.

Capital gains tax saved

Fitzgerald's capital gain

£
Deemed proceeds — market value 127,500
Cost (32,000)
Capital gain 95,500
Gift relief (£95,500 x £900,000/£1,150,000 (note)) (74,739)
Gain after gift relief 20,761

If a gift relief claim is not made, Fitzgerald’s gain would increase by the amount of the gift relief and his capital gains
tax liability would increase by £13,453 (£74,739 x 18%).

Note

Chargeable Chargeable business

assets assets
£ £

Premises 740,000 740,000
Plant and machinery 160,000 160,000
Quoted company shares 250,000 -
Motor cars - -
Net current assets - -

1,150,000 900,000

Tutorial note: entrepreneurs’ relief will not be available as Fitzgerald has not owned the shares for 12 months.

Pat’s capital gain

£
Proceeds 170,000
Cost (£127,500 — £74,739) (52,761)
Capital gain 117,239
Entrepreneurs’ relief (£117,239 x 4/9) (52,106)
Gain after entrepreneurs’ relief 65,133

If a gift relief claim is not made, Pat's gain would fall by the amount of the gift relief multiplied by 5/9 (due to the
availability of entrepreneur’s relief) and his capital gains tax liability would reduce by £7,474 (£74,739 x 5/9 x 18%).

The tax saved as a result of the claim is £5,979 (£13,453 — £7,474).
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(b)

(iii)

@

(ii)

Tutorial note: proof of the tax saving

Claim No claim
£ £
Fitzgerald'’s gain 20,761 95,500
Less: Annual exemption (9,600) (9,600)
11,161 85,900
Capital gains tax at 18% 2,009 15,462
Pat’s gain — gift relief claimed 65,133
Pat’s gain — no gift relief claimed
((£170,000 - £127,500) x 5/9) 23,611
Less: Annual exemption (9,600) (9,600)
55,533 14,011
Capital gains tax at 18% 9,996 2,522
Total capital gains tax 12,005 17,984

The capital gains tax saved as a result of making the claim is £5,979 (£17,984 — £12,005).

Candidates who recognised that the tax saving could be calculated by reference to the gift relief as £74,739 x 4/9 x
18% = £5,979 received full marks.

Availability of business property relief
The shares qualify for business property relief because Jay Ltd is an unquoted company.

There is no need for Fitzgerald to have owned the shares for two years prior to the gift to Pat provided the shares were
eligible for business property relief when he inherited them from his mother .

However, for business property relief to be available, Pat must either still own the shares when Fitzgerald dies or must
have reinvested all of the sales proceeds in qualifying business property within three years of any sale.
Potentially exempt transfer

The potentially exempt transfer is calculated by reference to the fall in value of Morrison’s estate.

£

Value before the gift
— two paintings (£70,000/(£70,000 + £25,000) x £120,000) 88,421
Value after the gift
— one painting (£25,000/(£25,000 + £25,000) x £70,000) (35,000)
Fall in value 53,421
Less: Marriage exemption (5,000)

Annual exemption (current and brought forward) (6,000)
Potentially exempt transfer 42,421

Tutorial note: the painting owned by Morrison’s wife is related property. Accordingly, for the purposes of inheritance tax
Morrison’s painting(s) must be valued as a proportion of the value of the whole of the related property when determining
the fall in value of his estate as a result of the gift.

Capital gain and gift relief
The gain, computed by reference to the market value of the painting, will be £16,700 (£25,000 — £8,300).
A painting is not a qualifying asset for the purposes of gift relief.

Tutorial note: The gifts by Morrison to his wife and daughter are not linked transactions for the purposes of capital gains
tax because they did not occur within six years of each other.
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5 Band plc group

(@) (i) Reliefs available
Trading loss
The trading loss brought forward must be offset against the next available profits of the same trade in Clarinet Ltd.

Tutorial note: Candidates were not expected to demonstrate an awareness of the possible restriction on the use of the
loss due to the deemed change in ownership of Clarinet Ltd but credit was given to those who did.

Non-trading loan relationships deficit

The non-trading loan relationships deficit brought forward can be offset against the non-trading income and gains of
Trumpet Ltd. The company can choose to offset some or none of the brought forward deficit in the year.

(ii) Dividend payable by Trumpet Ltd to Band plc

Trumpet Ltd will pay a dividend equal to its taxable trading profit and dividend income as reduced by its corporation tax

liability.
£
Trading profit 40,000
Dividend received from Flugel Inc (W1) 134,320
Dividend received from Clarinet Ltd (W2) 86,000
Less: Corporation tax liability (W3) (11,200)
Dividend payable by Trumpet Ltd 249,120
Workings
1 Dividend received from Flugel Inc
£
Trading profit 182,500
Less: Corporation tax in Jazzerra (£182,500 x 20%) (36,500)
146,000
Less: Withholding tax (£146,000 x 8%) (11,680)
134,320
2 Dividend received from Clarinet Ltd
£ £
Taxable trading profit 107,000 107,000
Less: Trading loss brought forward (32,000)
Profit chargeable to corporation tax 75,000
Corporation tax at 28% (21,000)
86,000
3 Trumpet Ltd — corporation tax liability
£ £
Taxable trading profit 40,000
Dividend income from Flugel Inc (W4) 182,500
Less: Non-trading loan relationships deficit brought forward (W5) (10,429)
172,071
Profit chargeable to corporation tax 212,071
Corporation tax (£212,071 x 28%) 59,380
Double tax relief — lower of:
UK tax on the foreign income (£172,071 x 28%) 48,180
Foreign tax on the foreign income (W4) 48,180
(48,180)
11,200
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(b)

4 Taxable dividend income from Flugel Inc

£
Dividend including withholding tax 146,000
Add: Underlying tax (£146,000/£146,000 x £36,500) 36,500
Taxable dividend income 182,500
Withholding tax 11,680
Underlying tax 36,500
Total foreign tax 48,180

5  Use of non-trading loan relationships deficit against dividend income from Flugel Inc

£

Total foreign tax 48,180

Provided the UK corporation tax on the taxable foreign dividend income equals £48,180, the whole of the foreign
tax can be offset via double tax relief.

Accordingly, the taxable foreign dividend income should be reduced to £172,071 (£48,180/28%).
This can be achieved via an offset of £10,429 (£182,500 — £172,071) of the non-trading loan relationships
deficit brought forward.

Overseas trading operation

Overseas branch

A branch would be an extension of Band plc. Accordingly, provided the overseas operations do not amount to a separate trade
carried on wholly overseas, the loss made in the first year of trading can be offset against Band plc’'s income and gains or
surrendered to other group companies via group relief. This will save UK corporation tax at 28%.

Overseas subsidiary

A subsidiary company resident in Swingerra would be a separate legal entity and its losses would be subject to the tax regime
of Swingerra.

The trading loss of the first year of trading will be carried forward and deducted from the company’s future trading profits
arising out of the same trade. This will save tax in Swingerra at 34%.

Advice

An extra 6% (34% — 28%) tax saving can be achieved by using a subsidiary in Swingerra rather than a branch. However, if
the losses are carried forward, tax relief will not be available until the second year of trading. The management of Band plc
will need to decide whether they wish to wait a year in order to achieve the extra tax saving.
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Professional Level — Options Module, Paper P6 (UK)
Advanced Taxation (United Kingdom)

1 @M

(i)

(iii)

Alto business
Entrepreneurs’ relief
Capital losses and annual exemption
Tax and date due

Tenor plc
Cost
Annual exemption
Tax and date due

Potential gift to wife
Capital gains tax
Inheritance tax
Stamp duty
Tax saving
Gift must be absolute

Taxable period
Basic rule
Period of account of more than 12 months
Rate of corporation tax
Taxable profits
Full rate company
Marginal company
Due date for payment of corporation tax
Quarterly if large company
The dates
Interest
Marginal company
Transfer pricing
Rules apply with reason
Evaluation of proposed strategy

Accounting for VAT
Repayment position
Reason for monthly accounting
Reason for accruals basis
Group position
VAT group is not automatic
Reason for excluding Soprano Ltd
Purchase of raw materials from overseas
Account for output tax
Recover as input tax

Appropriate style and presentation
Effectiveness of communication
Logical structure

Total
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Available Maximum
(i) Identification of errors
Potentially exempt transfer 2

Balboan inheritance tax 2
Correction of errors
Potentially exempt transfer 2
Balboan inheritance tax 2
Effect on total inheritance tax due 1
8
(ii) Venture capital trusts
Suitability 2
30% reduction in tax liability 1
Maximum 05
Withdrawal of relief 1
Dividends received 05
Gain or loss on sale 1
Pension contributions
Maximum 1
Relevant earnings 1
Furnished holiday accommodation
|dentification of possibility 1
Conditions 3
12 10
(iii) Ownership of investments
Investments owned personally
Higher rate taxpayer 15
Calculations 1
Investments owned via a new company
Explanations 2
Calculations 2
Conclusion 05
Transfer of income generating assets to family members
Rationale 2
Assumption re children 1
Tax avoidance schemes
Legality 1
Reporting 1
Rental income from Balboan properties
Taxable with reason 15
Double tax relief 1-5
Reference to tax evasion 1
16 15
Appropriate style and presentation 1
Effectiveness of communication, including correct use of appendix 2
Logical structure 05
3-5 3
Total 36
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(a)

(b)

(a)

(b)

(i) Capital allowances
6 April 2008 to 28 February 2009
1 March 2009 to 5 April 2009

(ii) Against net income of 2008/09 and/or 2007/08
Against capital gain in 2008/09
Against future profits of the same trade

(iii) Evaluation of offset in 2008/09
Evaluation of offset in 2007/08
Evaluation of offset against future profits of the same trade
Calculation of maximum tax saving

Taxable supplies exceed £67,000 in the previous 12 months
Exclude capital assets

Notify within 30 days

Date of effective registration

Relevance of Ellington and Co being VAT registered

Total

(i) Unquoted trading company
Need to determine status of donee
Date
Signatories

(ii) Tax saved by Fitzgerald

Gain before gift relief
Gift relief
No entrepreneurs’ relief
Capital gains tax saved

Additional tax payable by Pat
Capital gain
Entrepreneurs’ relief
Additional tax

Total tax saved

(iii) Unquoted company
Ownership period
Pat still owns the shares

(i) Fall in value
Exemptions

(ii) Capital gain
Availability of gift relief

Total
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1-5
2
2

55

— =

Maximum

H
00 | W

&)
00 | N



Available Maximum

5 (a) (i) Offset of trading loss 1
Offset of non-trading loan relationships deficit 2
3 3
(ii) Dividend payable by Trumpet Ltd
Trading income 0-5
Dividend from Flugel Inc 1-5
Dividend from Clarinet Ltd 2
Corporation tax liability of Trumpet Ltd
Trading income 05
Gross dividend income — Flugel Inc 15
Use of non-trading loan relationship deficit against dividend income 1
Calculation of offset to preserve foreign tax credit 2
Calculation of liability 15
10-5 9
(b) Use of branch 3
Use of subsidiary 3
Advice 2
8 6
Total 18
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