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1 The interaction between accounting standards and tax
treatments
1.1  Introduction
The main purpose of this course is to establish as precisely as possible what the
relationship is between accounting standards and tax treatments so that the tax advisor
can be confident what the tax impact will be of particular accounting policies and
practices. Almost invariably when some new accounting development or standard is
introduced, the first question raised is what will the tax impact be? This is not always
obvious! There is also significant diversity of understanding about the tax impact of
existing accounting issues
In the past there were very significant differences between accounting treatments and
tax treatments but for a variety of reasons these have diminished over time.
As an illustration of this consider the ICAEW Faculty of Taxation Technical Release
TAX 10/95 which was a guidance note stating the Inland Revenue position and
practice in a number of areas. Among other areas included were:
e Provisions
o Warranty claims
o Closure costs
o Disputed legal claims
o Foreseeable losses on long term contracts
¢ The adoption of alternative accounting policies
s The “capitalisation” of what is otherwise revenue expenditure
o The profit or loss of unincorporated businesses
e Changes of accounting policies
In a very small minority of the cases above the tax position remains the same as then
but in most areas it has now changed, either because of (numerous and significant)
subsequent changes in UK GAAP, changes in the Finance Act, or changes in the
Revenue’s interpretation.
Most tax advisors refer regularly to HMRC’s Business Income Manual and on several
occasions this manual is referred to in these notes.
1.2  Case Law

Out of large number of cases arguably the following 4 cases (references below) can be
summarised by the following general statements:

a An accounting treatment which is not in accordance with generally accepted
accounting principles will not be permissible for tax purposes (see Threlfall v
Jones, Gallagher v Jones 1993 (STC 337));

b Where there are alternative treatments each of which is a generally accepted
accounting principle, the courts may seek to determine whether one is more
acceptable for tax purposes than another, although they may decide that more
than one treatment is acceptable for tax purposes (see Johnston v Britannia
Airways 1994 (STC 763));
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Where the treatment does comply with generally accepted principles, it will, in
the absence of specific legislation, or judge made rules, be acceptable for tax
purposes (see Herbert Smith v Honour 1999 (STC 173)).

Correct accounting in accordance with GAAP (eg FRS 15 on TFAs and SSAP
on Stock) may even lead to a surprise such as not having to add back all the
depreciation for the period in calculating tax profit (HMRC v William Grant &
Sons Distillers Ltd; Small v Mars Ltd 2007)

1.3  Finance Act developments

a

Background

Recent years have seen numerous changes in legislation bringing tax treatment
into line with accounting standards. Earlier examples included foreign
exchange, rent and loan interest.

Finance Act 1998

Section 42 of the Finance Act 1998 required that the profits of a trade or
vocation “must be computed on an accounting basis which is true and fair,
subject to any adjustment required or authorised by law in computing profits for
those purposes.”

Note that there is no requirement on unincorporated entities to prepare true and
fair accounts, merely that the profit figure included in the self assessment is
computed on a true and fair basis.

This section applied to accounting periods beginning on or after 6™ April 1999.
The effect of this is that sole traders and partnerships in calculating taxable
profits are required to follow the accounting basis of accounting standards,
including the FRSSE.

There is a specific exemption in the Finance Act to the effect that the
disclosure requirements of the Companies Act are not required. It is only the
basis of computation of profits which must be true and fair and therefore must
follow the accounting principles of the Companies Act.

1t therefore follows that the accounts of sole traders and partnerships will not be
required to follow the disclosure requirements of accounting standards or the
FRSSE.

Finance Act 2002

- Tax relief on intangible fixed assets
For the first time tax relief was made available in certain circumstances on
the amortisation of intangible fixed assets to the Profit and Loss Account

and this availability has had some impact on accounting treatments
adopted, particularly on estimates of useful economic life.

+*2
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The relief is available on goodwill and intangible fixed assets where the
accounting treatment adopted complies with relevant GAAP. This will
basically be through compliance with either FRS 10 or the FRSSE, both of
which require capitalisation and amortisation, and also an impairment
charge where appropriate.

Relief was only available on goodwill and other intangible assets
(genuinely) purchased by companies from 6 April 2002 (ie new assets not
existing assets) and would not for example be available either on goodwill
acquired by unincorporated businesses or on goodwill arising in
consolidated accounts.

The normal accounting principles obviously apply of using fair values
(using the principles of FRS 7) for separately recognised purchased
intangible fixed assets and also for deriving the goodwill figure itself. The
intangible/s should then be depreciated over their useful economic lives.
Frequently a period of 20 years has been used in the past as an estimate of
the useful economic life (and the maximum allowable under the FRSSE).
The possibility of receiving tax relief may have encouraged a more accurate
estimate, frequently significantly less than the previous norm of 20 years.

- Changed treatment for the tax effect of prior year adjustments

Another change introduced by the Finance Act 2002 concerned the tax
impact of a prior year adjustment resulting from a change in an accounting
policy. As with the previous section only a broad outline of the issue is
given here and the following is very simplified.

The previous tax treatment derived from the Finance Act 1998. It said that
where there was a tax impact as a result of a change in accounting policy
(for example a provision had been receiving tax relief but that provision
now has to be reversed because of a change in UK GAAP eg FRS 12 or the
FRSSE) HMRC will require the tax relief previously received to be
reversed. Until now this would have happened by treating the amount as
taxable income arising on the first day of the period for which the new
basis is adopted. On occasion this had a significant (and previously
unexpected) adverse effect on cash flow.

The position changed for accounting periods ending on or after 1 August
2001. Where tax relief has been received on an item which is now reversed,
the effect of the reversal of tax relief will now typically be spread over a
longer period of time, HMRC will now treat the actual expenditure as a
disaliowable.

A simple illustration is as follows:

A Company had charged a provision of £100,000 each year for 2 years and
had received tax relief on this amount. This provision now has to be
reversed by a PYA of Dr Provision and Cr P&L Reserve £200,000 on the
first day of the current year.

Old tax effect: the whole £200,000 would be treated as taxable income on
the first day of the year when the PYA is put through. Future actual
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expenditure (say £50,000 for each of the next 4 years) would though
receive tax relief,

New tax effect: no direct immediate impact on tax but the actual
expenditure of £50,000 each year for the next 4 years will be treated as
disallowable. The overall impact will generally be the same but the cash
flow impact should be favourable.

d Finance Act 2004

Research and development (R&D) expenditure

In 2000, an R&D tax credit was introduced for small and medium-sized
companies (SMEs) but not unincorporated businesses. This enabled SMEs
to claim tax relief on 150% of qualifying R&D costs or, for loss making
companies, to surrender the relief for a cash repayment from the Revenue
(equal to 24% of the expenditure). The scheme was extended to large
companies in 2002 enabling them to claim tax relief on 125% of qualifying
R&D costs but with no option to surrender the relief for a cash repayment.

Subsequently the large company relief was increased to 130% for
expenditure incurred on or after 1 April 2008, and the SME relief increased
to 175% from the same date.

Some companies faced difficulties in determining whether their
expenditure qualified for the relief. The government therefore:

o  published revised guidelines which replaced the previous
requirements for ‘novelty’ and ‘innovation’ with the need to show an
‘advance in science and technology’

. introduced a new category of qualifying costs to include software,
water, power and fuel.

Revised guidelines
The basic definition can be stated as follows:

. R&D for tax purposes takes place where an overall project seeks to
achieve an advance in science or technology;

. all of the individual activities which directly contribute to achieving
this advance in science and technology through the resolution of
scientific or technological uncertainty are R&D;

. certain qualifying indirect activities related to an overall project are
also R&D. Activities other than qualifying indirect activities which
do not directly contribute to the resolution of scientific or
technological uncertainty in an overall project are not R&D.

The phrases that have been highlighted are defined in more detail. The
basic concept of an advance in science and technology is looking at an
advance in overall knowledge or capability rather than in the specific
lmowledge within a company. Simply using science etc to create something
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is not sufficient - there must be an advance either by creating something
which is new to the field or appreciably improving something.

A direct contribution is an attempt to resolve an element of the scientific or
technological uncertainty associated with achieving the advance.

Qualifying indirect activities which are specifically listed are:

. scientific and technical information services, insofar as they are
conducted for the purposes of R&D support;

*  indirect supporting activities such as maintenance, sccurity,
administration and clerical activities, and finance and personnel
activities, insofar as undertaken for R&D activities;

»  certain ancillary activities essential to the undertaking of qualifying
R&D (eg taking on and paying staff);

. training required to directly support an R&D project;

. research to devise new scientific or technological testing, survey or
sampling method feasibility studies to inform the strategic direction
of a specific R&D activity.

Consumable stores

This is currently defined by reference to accounting practice, but will be
replaced by a statutory definition which will ensure that:

. materials consumed or transformed, and
. water and fuel (including electricity and gas)

which are employed directly in R&D will qualify.
Software

The legislation introduced a simple definition of bought-in software as a
new qualifying cost. There is no requirement that the sofiware is
‘advanced’. Instead it is the purpose and use of the software which will
determine whether it qualifies as a cost which attracts R&D tax credit.

- IASs

Companies (and other entities) using International Accounting Standards
(IAS) to draw up their accounts are now allowed to use those accounts for
tax purposes. This applied for accounting periods beginning on or after 1
January 2005. Previously tax legislation only allowed accounts drawn up
using UK Generally Accepted Accountancy Practice (UK GAAP) to form
the basis of a tax computation.

Rules were also introduced to prevent companies within the same group
from gaining a tax advantage by the use of IAS by one company and UK
GAAP by another.
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The standard on intangible assets is different from UK GAAP and therefore
some changes were made in this area. Also, IAS 21 covers foreign
currency accounting and this differs from SSAP 20.

A further provision gave immediate relief where a company adds R&D
expenditure to the cost of an intangible asset in accordance with IAS or UK
GAAP. Previously, relief could only be given as the cost of the asset was
amortised through the profit and loss account.

e Finance Act 2005

- Impairment losses - trade debts

A number of changes were made to existing legislation to reflect the
‘impairment loss’ terminology used by International Accounting Standards
to describe debts that are unlikely to be paid.

The changes only affected companies and had effect for periods of account
beginning on or after 1 January 2005.

S74(1)(j) ICTA 1988 provided that no deduction may be allowed for any
debts except:

. a bad debt (proved to be such);

. a debt or part of a debt released by the creditor wholly and
exclusively for the purposes of his trade, profession or vocation as
part of a relevant arrangement or compromise;

. a doubtfiil debt to the extent it is estimated to be bad.

This has been replaced by a new S88D(2). In determining the profits of a
company’s trade, no deduction is allowed for trade debts owed to the
company other than for:

a by way of impairment loss; or

b to the extent that the debt is released wholly and exclusively for the
purposes of that trade as part of a statutory insolvency arrangement.

Similar changes are made to the other legislation in ICTA 1988 for bad
debts such as debts deducted and subsequently released (S94) and post
cessation adjustments for bad debts and recoveries.

- Intangible assets

A number of changes to the legislation that deals with companies’
intangible fixed assets were proposed. These are mainly anti-avoidance
measures and were introduced with effect from 16 March 2005, They are
concerned with transfers to or from close companies and transfers between
related parties which take place other than at market value.

- International Accounting Standards

Prior period adjustments
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IFRS! on the First-time Adoption of International Financial Reporting
Standards sets out the way in which a company must prepare its accounts
on first adopting IAS. It produces results which would mean that any prior
period adjustments would not fall within the requirements of S64 FA 2002
(which deals with the taxation of prior year adjustments).

The provisions were amended to ensure that a prior period adjustment
arising on a change of accounting basis from UK GAAP to IAS is treated in
the same way as an adjustment arising from a change of basis within UK
GAAP.

Anti-avoidance - deferment of transitional adjustments

Legislation was introduced to prevent groups from realising losses on loan
relationships and derivative contracts that would otherwise be deferred on
transition to FRS 26 and IAS 39 until the first accounting period beginning
on or after 1 January 2006, by transactions entered into on or after 14
December 2004 with the sole or main purpose of securing an immediate tax
deduction.

f Finance Act 2006

g

Long funded leases

The Finance Act changed the tax treatment for lessors and some lessees of
plant and machinery where the lease is essentially a financing transaction.
Leases of less than 5 years, and in some cases 7 years or more, will not be
affected.

It aligns the treatment of leased plant and machinery with that of plant and
machinery acquired with other forms of finance,

Spreading in connection with UITF40

As described later in the course, the spreading provisions were in the
Finance Act. 2006

Finance Act 2007

Inereases in R&D Tax Relief

The rates were increased for expenditure on or after 1 April 2008 as
described earlier.

Leases of plant or machinery
New rules were introduced to counter avoidance involving the leasing of
plant or machinery in connection with sale and finance leaseback,

mismatched lease chains, and lease premiums and other capital payments.

Abolition of IBAs/ABASs
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1.4

The main effect here was that any provision for deferred tax in respect of
IBAs, which had been a requirement of FRS 19, had to be released back to
P&L Account.

HM Revenue and Customs Business Income Manual (BIM)

On the Revenue and Customs website (www.hmre.goc.ul/manuals/bimmanual) there
is what is called the BIM where the Revenues interpretation and understanding of a
number of issues can be found.

The introduction says “This manual is to help people compute trading profits for tax
purposes or check computations. It supplements the basic guidance in the tax return
and help sheets, It is an expanded and updated version of material previously in the
Inspectors Manual.

It is written primarily for HMRC staff but it will also assist customers and their
professional advisers™.

Table of contents

BIM10000 Introduction

BIM20000 Trade and scope of trade

BIM30000 Measuring the profits (general rules) - Accountancy and Tax,
Capital or Revenue, Wholly and Exclusively

BIM40000 Measuring the profits (specific rules & practices) - receipts and
deductions

BIMS50000 Measuring the profits (particular trades)

BIM70000 Computing the amount to assess

BIMS80000 Case VI

Section on Relationship between Tax and Accountancy

BIM31000 The Relationship between tax and accountancy

BIM31001 Tax and accountancy: overview

BIM31002 Tax and accountancy: general charging provisions

BIM31003 Tax and accountancy: the approach to ascertaining the profits
for tax purposes

BIM31004 Tax and accountancy: computation of profits of trade,
profession or vocation: FA98/S42

BIM31005 Tax and accountancy: true and fair view, the Companies Act
requirement and EC Directives

BIM31019 Tax and accountancy: need to conform to tax law

BIM31020 Tax and accountancy: what are generally accepted accountancy
practice (GAAP) and ordinary principles of commercial
accountancy

BIM31025 Tax and accountancy: International Financial Reporting
Standards and International Accounting Standards

BIM31026 Tax and accountancy: International Financial Reporting
Standards and International Accounting Standards: what are
they?

BIM31027 Tax and accountancy: International Financial Reporting
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Standards and International Accounting Standards: relevance

before 2005

BIM31029 Tax and accountancy: UK GAAP

BIM31030 Tax and accountancy: ‘fundamental accounting concepts'

BIM31031 Tax and accountancy: accruals and prudence

BIM31032 Tax and accountancy: development of accountancy concepts
and new objectives

BIM31035 Tax and accountancy: relevance of audit

BIM31040 Tax and accountancy: post balance sheet events

BIM31045 Tax and accountancy: materiality: an accountancy concept

BIM31046 Tax and accountancy: materiality: whether or not information is
material

BIM31047 Tax and accountancy: materiality: relevance for tax

BIM31050 Tax and accountancy: FRS5: reporting the substance of
transactions

BIM31055 Tax and accountancy: FRS3: taxation implications

BIM31060 Tax and accountancy: FRS15: tangible fixed assets

BIM31065 Tax and accountancy: FRS135: renewals accounting

BIM31070 Tax and accountancy: the transition to FRS15

BIM31080 Tax and accountancy: timing of income and expenditure

BIM31090 Tax and accountancy: timing of receipts and expenditure:
general principles derived from case law

BIM31095 Tax and accountancy: timing of receipts and expenditure:
accountancy practice and case law developments

BIM31100 Tax and accountancy: timing of receipts and expenditure:
anticipation of loss

BIM31105 Tax and accountancy: when to recognise profits: source is
important :

BIM31110 Tax and accountancy: recognition of deposits and compensation

BIM31115 Tax and accountancy: timing of income and expenditure: UK
GAAP

BIM31120 Tax and accountancy: timing of receipts and expenditure:

recognition of income during rent free periods

An example of the relevance of the content of the BIM is an exiract concerning the
need for profits to conform with correct accounting treatment if they are to be
acceptable for tax law. This is what statement 31019 says:

“Profits computed in accordance with UK generally accepted accounting practice
form the starting point for the computation of taxable profits. Adjustments to those
profits may, however, need to be made to conform to tax law. As well as those
required by specific statutory principles adjustments may also be needed to give
effect to more general tax principles, best seen as being derived from the need to tax
the "full amount' of the profits of the trade, laid down by the courts, See BIM34000+.

In recent years the courts have been increasingly reluctant to override generally
accepted commercial accounting practice. See the judgement of the Court of Appeal
in Threlfall v Jones [1993] 66TC77, Johnston v Britannia Airways [1994] 67TC99
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and, specifically on the timing of receipts, Symons v Lord Llewelyn-Davies’ Personal
Representative and Others [1982] 56TC630. In particular:

. they have emphasised that the taxable profits should not be computed on a basis
divorced from the principles of commercial accountancy (see the passage at the
end of Nolan LJ's judgement in Threlfall v Jones),

. they have been especially unready to override accounting treatment, which in
commercial terms is the only acceptable treatment (see the observations of the
Master of the Rolls in Threlfall v Jones - 66TC at page 23).

There may be cases where it may appear that the commercial accounts take an
unrealistically conservative view. In worthwhile cases of this nature you should seek
local accountancy advice at an early stage on the following points:

. whether the accounting treatment is commercially acceptable (if not, the
starting point for the tax computation should be accounts drawn up on an
acceptable basis, see Threlfall v Jones 66TC77);

. whether there is an alternative commercially acceptable treatment and if so
what it is;

. whether, and how, the treatment actually adopted can be justified in terms of
‘earning’ and “matching' or whether, rather, it is only justified by overriding
considerations of prudence (see BIM31031);

. how any alternative treatment is to be analysed in terms of these concepts.

If in the light of the accountancy advice you consider that there is a case for arguing
that profits should be recognised on a less conservative basis for tax you should put
the point to the taxpayer or his agent and debate it accordingly.”

Working Together project

In April 2000, CIOT, ICAEW and the then Revenue together launched an important
initiative intended to strengthen local liaison between practitioners and Revenue
offices and improve the operation of the tax and NICs system. During the following
year representatives of ATT, ACCA, ICAS, AAT and CCAB in Northern Ireland
joined the group. The scheme builds on established links and provides fast track
mechanisms for the identification, and wherever possible anticipation, of the sorts of
national problems and issues which typically become visible first at local level. Key
objectives of the scheme are to improve two way communications, support the
Revenue's efforts to become an enabling organisation which is more responsive to its
customers' needs, and provide greater transparency around the actions it takes to
resolve issues identified in this way.

The Steering Group, which comprises representatives of the Revenue and the
professional bodies, meets quarterly to monitor and review progress.

They created a Register of Issues to track and communicate progress on these
national issues identified through regular informal meetings between local Revenue
offices and practitioners. The Register is available on the Revenue website and will
be updated regularly as new issues are identified, and existing issues are resolved or
taken forward.




Mercia Group Limited The Interaction Between Accounting Standards and Tax

1.6

The publication "Working Together", issued free of charge to practitioners, provides
feedback and practical guidance on issues identified as being of national interest.

The formal Agreement between CIOT, ICAEW and the Revenue signed on 26
November 1999, contains more information about the Initiative as well as the
commitments made by the Revenue and the professional bodies.

In May 2001 the name was changed from Working Together Initiative to Working
Together to recognise that Working Together is no longer an initiative but is part of
the Revenue core business, a part of its service delivery.

On several occasions HMRC have used the mechanism of Working Together
publications or meetings to give feedback to the profession on areas where they
believe accounting may regularly be deficient such as accounting for provisions for
stocks and work in progress and for post balance sheet events. This feedback has been
integrated into this course.

HMRC Tax Bulletins (replaced in January 2007 by online publication
HMR&C Brief)

The contents of Tax Bulletin gave the views of the Revenue’s technical specialists on
particular issues. The information published was reported because it may be of
interest to tax practitioners. Publication was normally six times a year, and the
programme included a cumulative index issued on an annual basis. There were
occasional Special editions such as the recent edition on the “Single Payment
Scheme™.

Some of the Bulletins included articles on for example the relationship between
accounting profits and taxable profits though the number of such articles seems to
have diminished since the appointment of a significant number of well qualified
accountants by the Revenue,

Bulletin 58 where the Revenue explained the role and use of Revenue Accountants
and an extract is reproduced here:

Extract from Bulletin 58 - Revenue Accountants

In Tax Bulletin Issue 47 (June 2000) we explained that we had recruited over forty
accountants for deployment on compliance work. This article gives further
information on the current position. We now employ approximately ninety
accountants mainly based in the Area Offices, Large Business Office (LBO) and
Special Compliance Office (SCO). They are there to advise inspectors on
accountancy and related commercial matters. In particular they advise on whether
accounts comply with UK generally accepted accounting practice (GAAP) and show
a true and fair view.

The accountants who have been recriited are all members of ICAEW, ICAS, ICAl or
ACCA. They have a number of years experience in practice and have worked for a
range of firms from the small practice to the top five. Many of them have worked at
senior manager or partner level prior to joining the Revenus. They are recruited
because of their wide audit and accounting experience, and as such they are not tax
specialists, ' '
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The work they do covers all situations where the tax liability depends on the
accounts. At one extreme this could be because amounts may have been omitted from
the records and the accounts based on them. At the other extreme it could involve
highly technical issues on the correct application of accounting standards. The
Revenue accountants deal with all of the accountancy profession from the top five
firms to sole practitioners and also unqualified agents.

A senior local inspector generally manages the area accountants and SCO
accountants. The LBO accountants are managed centrally by a senior accountant.

Accountancy queries are referred to the Revenue accountants by inspectors at various
stages in the selection and enquiry process. In the majority of these referrals they are
able to assure the inspector that no further enquiries are required. This is seen as an
important finction of their work in that it saves valuable inspector time and further
saves time and money for the taxpayers and their agents in dealing with what might
otherwise have been fruitless enquiries. On occasions, however, they do have to make
further enquiries in order to establish the facts before they can be satisfied that the
accounts have been prepared in accordance with UK GAAP. Sometimes the
explanations provided prolong the enquiries. As a simple example a tax pattner
explained that a stock provision was justified under FRS 12. Further enquiries
established that the provision was indeed correct but of course it had nothing te do
with FRS 12.

In some cases there may be a dispute as to what is correct accounting practice in the
particular circumstances and facts of the case. Accountancy is not an exact science
and occasionally it is possible for different accountants to come to different
conclusions, both of which are within the bounds of UK GAAP. However the advent
of FRS 18 should reduce the number of occasions on which this occurs, as preparers
of accounts are now required to choose those policies and estimation techniques that
are most appropriate to the particular circumstances. In these difficult areas it will be
necessary for the Revenue accountants to establish all of the facts and to ensure that
both sides have considered the alternatives before they are able to come to a
conclusion one way or another, If they conclude that the accounts have been prepared
on a tenable basis in accordance with FRS 18 then they will not try to substitute an
alternative basis that they may prefer. Where they do not feel that the accounts have
been prepared in accordance with UK GAAP they will pursue the matter.

In reaching their conclusions the Revenue accountants have to follow certain
procedures. They are encouraged to discuss more complex or difficult accounting
issues with their accountant colleagues at an early stage. They are required to submit
the case to the Board's Advisory Accountant, based in HMRC’s Solicitor's Office, at
the earliest possible stage of the enquiries, where a matter is potentially contentious.
Naturally it would be premature to submit the case for a formal decision before all the
facts are known. However, informal discussions can take place with the Board's
Advisory Accountant at any time.

It is in the Revenue's interest that it should make best use of its accountancy resource.
Thus, a further quality assurance/quality control procedure has been set up whereby
senior accountants in the region will review other Revenue accountants’ work and be
available to give advice at an early stage in proceedings. This will ensure that we get
the best use of our accountants so that all cases are tackled in the most efficient
manner to the benefit of both taxpayers and the Revenue.
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The Revenue accountants will not normally be corresponding direct with
practitioners. Accountancy aspects will be dealt with by inspectors with relevant
input from the Revenue accountant, in the course of dealing with all the tax aspects of
a case. However, if the practitioner feels that a meeting with the Revenue accountant
would help to resolve the matter more efficiently then the Revenue accountant will be
happy to take part in such a meeting. Indeed on occasions they will suggest that such
a meeting is the best way forward

HMRC and International Accounting Standards

As a result of the Finance Act 2004 acceptance of IAS GAAP as a starting point for
taxable profits, HMRC produced a comprehensive document on the UK Tax
Implications of adopting IASs. This can be found at the address of
www.hmre.gov.uk/practitioners/int_accounting.htm

The following is what the relevant page currently shows as an introduction:

The Finance Act 2004 and the two Finance Acts of 2005 included measures to ensure
that companies choosing to adopt International Accounting Standards (IAS) to draw
up their accounts receive broadly equivalent tax treatment to companies that continue

to use UK GAAP (UK Generally Accepted Accounting Practice).

These notes give further details about the legislation.

‘. Introduction

. Background on IAS/UK GAAP and why they are relevant for tax. This section
gives details on why tax departs from the accounts and where IAS may lead to
changes in the way items are accounted for, in particular the increased use of
fair value accounting.

. Table of comparisons between IAS and UK GAAP. This includes detailed
notes on the tax implications for companies adopting IAS and on areas where
there is no change to the current position — for example pensions and share
schemes.

What is GAAP?

2.1

GAAP and accounting standards

In practice accounting standards will be the starting point for determining what is
GAAP. For most clients other than listed companies we are referring to UK GAAP.

For this purpose, accounting standards includes SSAP’s, FRS’s and UITF statements.
See 2.3 below for the position of small companies who wish to follow the FRSSE.

Where there is no accounting standard, it may be appropriate to have regard to
International Accounting Standards, Exposure Drafts or industry standards, but the
Inspector (and accountant) would be likely to take some convincing if you wish to
rely on something other than the FRSSE, a SSAP, FRS or UITF abstract.

* 13
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2.2

FRS 18 gives guidance on the status of Exposure Drafts. They can be seen as GAAP
if there is no extant accounting standard. However where there is an existing standard,
it cannot be overruled until formally replaced.

When is GAAP effective?

Accounting standards have an effective date, although early adoption is almost always
encouraged (there are occasions where it is prohibited however).

HMRC could argue for early adoption on the grounds that this is best practice but
whether they have a right to do so is questionable. We would argue that if a policy
was acceptable in the past, it remains acceptable until the effective date of the
standard.

On the other hand, it can be argued that HMRC are unable to prevent a taxpayer from
adopting a standard early since the standard encourages it.

This appears to be a win-win situation for the taxpayer and HMRC may seek to take a
case forward to get clarification.

Early adoption, or delaying adoption, will for the most part be a matter of the timing
of the tax (or relief) rather than the amount, although changes in rates may affect the
absolute amount of the tax (relief).

However, the cash flow advantage may be sufficient to justify the early adoption (or
delay). In a period of falling tax rates, there may also be some savings of tax to be
made.

This is an area which may require close scrutiny in the relatively near future as it is
anticipated that there may be extensive changes to UK GAAP involving a number of
different areas of accounting policy or measurement techniques when the move is
finally made to full adoption of International Accounting Standards. There is a
possibility of such a move in 2011 or 2012 when we may adopt what is currently
lmown as IFRS for Non Publicly Accountable Entities and when the FRSSE may be
substantially revised to be compatible with IFRSs. Most of the following examples
are from a period several years ago when the last major changes were made.

Example 1
FRS 12 became effective for periods ending on or after 23 March 1999.

Consider the implications on 2 separate companies with 31 December 1998 year end
in relation to the adoption of FRS 12:

a Company A wishes to make a provision for warranties on the sale of goods. It
has never made such a provision in the past as it feared that it would be

challenged as anticipating a loss;

b Company B carries a provision for future overhaul costs which were acceptable
under Britannia Airways but are not acceptable under FRS 12.

Comments on Example 1

Company A

* 14
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2.3

This provision is acceptable under FRS 12 since early adoption was encouraged.
Therefore it should be allowable for tax purposes in 1998 accounts.

Under Herbert Smith rules on forseeability of losses etc probably would have been
allowable if adopted without FRS 12 anyway.

Company B

The Inspector may seek to argue that should have made the change in 1998 accounts
since standard was published at date of signing accounts.

We consider that there was no need to do and therefore there is no requirement to
prepare the accounts on the basis of FRS 12.

Relief should therefore continue to be available in 1998 accounts.

GAAP and the Financial Reporting Standards for Small Entities (FRSSE)
What is the FRSSE and who can use it?

The FRSSE may be adopted by a small company or an entity which would have
qualified as small if'it had been a limited company.

The limits for a small company are as follows (for periods commencing on or after 6
April 2008 the figures in brackets apply under the CA 2006):

Turnover £5.6m (£6.5m)
Balance sheet £2.8m (£3.26m)
Imployees 50

Currently the differences between the FRSSE and the accounting standards are
predominantly tax neutral. To qualify the entity should meet 2 of the 3 criteria for 2
consecutive years.

For example, FRS 10 assumes that goodwill and intangible fixed assets have a usefiil
life of 20 years or less, but permits an entity to carry goodwill and intangible fixed
assels forward permanently in certain circumstances. The FRSSE requires them to be
written off over a period of 20 years or less.

As the FRSSE develops it is important to consider the taxation implications, if the
FRSSE adopts an alternative generally accepted accounting principle to the main
standard. It may be that the tax implications drive the decision whether or not to adopt
the FRSSE, which is rather illogical! Very few such examples have occurred in the
last few years but again these are likely in say 2011/2012.

One can imagine HMRC’s reaction in such a situation and they might even be
tempted to seek judicial interpretation. They have however explicitly recognised the
potential effect on tax profit.

The implementation of the existing accounting standards into the FRSSE can be
summarised as follows:
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FRSSE SSAPs and FRSs Effective date of Effective date of
version implemented SSAP /FRS FRSSE
1 SSAPs1-24 Various Immediately on issue
FRS3,4,8 of FRSSE (November
UITF 6,7,12,14 1997)
2 FRS 9 23 June 1998 23 March 1999
FRS 10 23 December 1998
FRS 11 23 December 1998
UITF 20 23 December 1998
UITFE 21 23 December 1998
3 FRS 12 23 March 1999 23 March 2000
FRS 15 23 March 2000
4 FRS 16, 23 March 2000 22 June 2002
FRS 17, Various
FRS 18, 22 Jume 2001
FRS 19 23 January 2002
5 FRS 21 From I Jannary 2005 | From 1 January 2005
6 Minor - From 1 January 2007
7 CA 2006 Years from 6/4/2008 | Years from 6/4/2008

24

Note the difference in timing of the implementation of some of the standards.

For example, the FRSSE provisions on FRS 12, Provisions, did not become effective
until periods ending on or after 23 March 2000, a full year after the implementation of
FRS 12.

Throughout these notes references to acceptability under an FRS should be read to
include acceptability under the applicable provisions of the FRSSE.

Apparent conflicts between FRSSE and FRSs and UITF abstracts

FRSs and UITF abstracts usually include the following statement “Reporting entities
applying the Financial Reporting Standard for Smaller Entities curently applicable
are exempt from this [Abstract] [FRS]”. The most recent example of this is the
infamous UITF 40 on Revenue Recognition.

The question therefore is what happens when there is an apparent conflict between the
FRSSE and the relevant FRS.

Although not part of the FRSSE, Appendix IV, the development of the FRSSE,
includes the following statement: : _

“e preparers and auditors should have regard to SSAPs, FRSs and UITF abstracts,
not as mandatory documents, but as a means of establishing current practice.”

The effects of this statement for a company which has chosen to adopt the FRSSE, are
as follows:
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2.5

a The FRSSE must be adopted in full, and specific guidance should be followed
unless the true and fair override is to be used.

As indicated above, FRS 10 asswmes a maximum useful life of 20 years for
amortisation of an intangible fixed asset. This can be rebutted in certain
circumstances, provided that an impairment review is carried out on an annual
basis.

The FRSSE imposes a maximum uvseful life of 20 years, with no oppertunity of
rebuttal.

A small company which wishes to adopt a useful life of more than 20 years may
only do so if it follows the true and fair override provisions of the FRSSE.

b Where an FRS has been issued but the FRSSE has not yet been updated there is
no requiremnent to follow the FRS, but it could be argued that the FRS is best
practice. This was the case with UITF 40 though there were doubts about the
relevant date from which small entities had to comply.

c Where the FRSSE implements an FRS, but the FRSSE does not deal with a
specific matter dealt with in the FRS, there is no obligation to follow the
guidance in the FRS. However, that guidance may be followed as indicative of
best practice.

In practice HMRC will look to their accountants (and the taxpayer’s agents) in

determining how far they wish to push a UI'TF / FRS in the absence of guidance in the

FRSSE.

This was a particularly pertinent argument in the case of Employee Benefit Trusts
(see below) when the issue was active.

Example 2

Company B in example 2 above is eligible to use the FRSSE.

Discuss.

Comments on Example 2

Under the FRSSE the company does not appear to be required to drop its Britannia
Airways provision untii its first year end after 23 March 2000 and therefore should be

able to retain the provision at 31 December 1999.

They should therefore be able to claim tax relief on an increase in the provision for
the year to 31 December 1999,

Note that if the company were ineligible to use the FRSSE, it would lose the
provisions (and related tax relief) at 31 December 1995.

Unincorporated Entities

542 of the Finance Act 1998 (for periods beginning after 6/4/99) said:
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2.6

“for the purposes of Case I or Case II of Schedule D the profits ... must be computed
on an accounting basis which gives a true and fair view, subject to any adjustment
required or authorised by law in computing profits ....”

This does not require the accounts to be prepared in compliance with the Companies
Acts and does not impose any particular disclosure requirements but does require
true and fair view to be considered.

The Finance Act 2002 amended $42 and substituted the words “generally accepted
accounting practice” for the original “true and fair view” though this was not intended
to change the meaning in any significant way.

A revision to ICTA 1988 S836A (made at the same time) described “generally
accepted accounting practice™ as follows:

. With respect to accounts of UK companies that are intended to give a true and
fair view

. And has the same meaning in relation to
o  Individuals
o Entities other than companies
o  And companies that are not UK companies

Arguably the “correct” accounting to follow to demonstrate generally accepted
accounting practice could be summarised as using:

. Commercial accountancy principles and giving

. True and fair view which is
o  Complying with relevant legislation
o Complying with relevant accounting standards and
o Complying with GAAP

Broadly the accounting profit to be used for taxation purposes of unincorporated
entities should be prepared using appropriate accounting standards, either the FRSSE
if qualified (which would overwhelmingly be the case) or the full standards. There
would be no ohligation to prepare other elements of a set of financial statements.

The ICAEW’s Audit 01/05 on “Chartered Accountants’ Reports on the Compilation
of Historical Financial Information of Unincorporated Entities” refers to compiling
financial information:

. Enabling profits to be calculated such as to meet the requirements of Section 42
of the Finance Act 1998, as amended by the Finance Act 2002 and

. Which provides sufficient and relevant information to enable the completion of
a tax return

Impact of International GAAP

S50 of the Finance Act 2004 redefined *“generally accepted accounting practice™ to
include both EC adopted IAS and UK GAAP for periods beginning on or after 1
January 2005. This amendment applies to both companies and other entities preparing
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accounts using IAS and the effect is to make IAS as acceptable for tax purposes as
UK GAAP.

It also takes into account that some UK companies may adopt the full version of IAS
39 on Capital Instruments (rather than the carved out version adopted by the EC).

There has also been an announcement that transitional arrangements for UK
companies adopting TAS 39 (or FRS 26) are likely to have the effect of spreading the
impact over 10 years.

These issues are not dealt with in any detail directly in these notes but examples of
areas where there may be some potential impact on tax from using IASs include the
non-amortisation of goodwill in IAS (though only goodwill arising in individual
accounts is likely to be relevant for tax) and the obligation to capitalise more IFAs
under IASs. The Finance Act 2004 specifically introduced measures to ensure that
UK companies capitalising the (allowable revenue) cost of IFAs under IAS which
would have been written off under UK GAAP would not be disadvantaged.

A particular area which may lead to widespread concerns when the UK in effect
adopts JASs through the amendment of UK. GAAP is what is referred to as Biological
Assets. IAS 41 requires certain agricultural assets to be valued at fair value. To quote
HMRC they are “continuing to discuss the implications of IAS 41 with interested
parties though there are no plans to prevent fair values being used for tax where the
herd basis (a statutory departure from the accounts) is used”.

3 Selecting and changing accounting policies
3.1  Selecting accounting policies

Accounting policies were previously covered in SSAP 2, “Disclosure of Accounting
Policies”, UITF 14 “Disclosure of changes in accounting policies” and UTTF 7 “True
and fair override disclosures” but these were replaced by FRS 18,

FRS 18 was effective from accounting periods ending on or after 22 June 2001. The
FRSSE version of FRS 18 was effective for periods ending on or after 22 June 2002,

Accounting policies are defined as:

“Those principles, bases, conventions, rules and practices applied by an entity that
specify how the effects of transactions and other events are to be reﬂected in its
Sfinancial statements through

i recognising,

ii  selecting measurement bases for, and

iii  presenting

assets, liabilities, gains, losses and changes to shareholders’ funds. Accounting
policies do not include estimation techniques.

The objective of FRS 18 is to ensure that for all material items:

a an entity adopts the accounting policies most appropriate to its particular
circumstances for the purpose of giving a true and fair view;
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b the accounting policies adopted are reviewed regularly to ensure that they
remain appropriate, and are changed when a new policy becomes more
appropriate to the entity’s particular circumstances; and

c sufficient information is disclosed in the financial statements to enable users to
understand the accounting policies adopted and how they have been
implemented.

Example 3 (pre impact of Finance Act 2005)

Company E spent £500,000 on development expenditure in the year to 31 December
2004.

The expenditure qualifies as development expenditure under SSAP 13 and the FRSSE
and may therefore be deferred and amortised over its expected useful life of 5 years

or written off to profit and loss account as incurred.

The expenditure also qualifies for the 50% tax uplift as it comprises remuneration and
consumables.

The company qualifies as small under CA 1985.
a Discuss the implications for accounts preparation and the tax computation.
Comments on Example 3

Following the Herbert Smith principles and in the absence of an alternative tax law,
the accounting treatment will be that used for tax purposes.

See also Tax Bulletin 53 and the notes below.

Assuming that the expenditure is written off to profit and loss account
immediately.

The whole of the £500,000 would be charged to profit and loss account in the year to
31 December 2004 and therefore £750,000 would be available for tax relief in the DI
computation.

Given that it is the first year of trading there may be no taxable profits against which
to set the £750,000 but there would be a tax credit.

The accounts would of course look sick with a debit balance on profit and loss
account and possibly net liabilities!

Assuming that the expenditure is deferred and amortised over 5 years

There would be no charge to profit and loss account (and therefore no tax relief) in
the year to 31 December 2004.

In each of the years to 31 December 2005 — 2008, a charge of £100,000 would be
made to profit and loss account and tax relief of £150,000 would be available.

* 20
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3.2

Note that over the 5 year period the same tax relief would be available under both
options, but immediate write off has cash flow benefits (assuming that there are
taxable profits and taking into account the tax credit).

There might also be the impact of changing tax rates to consider.
Which policy should be chosen and can HMRC challenge it?

FRS 18 and FRSSE effective une 2002, require that an entity should adopt
accounting policies that enable its financial statements to give a true and fair view.
Those accounting palicies should be consistent with the requirements of accounting
standards, Urgent Issues Task Force (UITF) Abstracts and companies legislation.

Where it is necessary to choose between accounting policies each of which would
give a true and fair view, an entity should select whichever of those accounting
policies is judged by the entity to be most appropriate to its particular circumstances
for the purpose of giving a true and fair view.

The objectives against which an entity should judge the appropriateness of accounting
policies to its particular circumstances are:

a Relevance

b Reliability

c Comparability

d Understandability

The constraints that an entity should take into account in judging the appropriateness
of accounting policies to its particular circumstances are:

a the need to balance the different objectives set out above; and

b the need to balance the cost of providing information with the likely benefit of
such information to users of the entity’s financial statements.

In selecting the policy the above factors should be considered.

It is probable that HMRC could ask for confirmation that the policy was most
appropriate in the circumstances, or evidence to support the reasons behind the
adoption of the policy.

As a result of the changes in the Finance Act 2005, the tax treatment will now be the
same for periods beginning on or after 1 January 2005. Relief will now be received
in the year of expenditure. -

Changing accounting policies
Under FRS 18, an entity’s accounting policies should be reviewed regularly to ensure

that they remain the most appropriate to its particular circumstances for the purpose of
giving a true and fair view.

* Where it is no longer the most appropriate, the policy should be changed.
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Note that a policy may not be changed unless the original policy is no longer the most
appropriate. This is in line with the previous guidance in UITF 14, “Disclosures of
changes in accounting policies™ and FRS 3 and the FRSSE.

Example 4

Company F is a property developer and has previously recognised income on
exchange of contract.

The company has taken on a new finance director who has suggested changing the
policy to that of his previous company, on completion.

a Discuss;

b Would it make any difference if the company was seeking to change from
recognising income on completion to exchange of contract?

Comments on Example 4
Change from exchange of confract to completion
Accounting treatment

To justify the change in the accounts, it would be necessary to demonstrate that
recognising income on exchange of contract was no longer most appropriate.

This would probably be difficult given that many companies in the property sector use
that policy.

Tax treatment

The tax treatment follows the accounting treatment and the Inspector (and his
accountant colleague) would need to be convinced that the original policy was no
longer most appropriate.

Given that this is primarily a timing issue, the overall tax position will not change and
that the same income is taxable overall, this may not be too difficult.

However, the new policy recognises income and therefore tax later than the current
position and HMRC are therefore likely to challenge the treatment in the tax
computation.

Change from completion to exchange of contract

In theory there is no difference in the accounting or taxation arguments but the
HMRC are unlikely to be as concerned as in the previous example as the new policy
accelerates income recognition and therefore collection of tax!

It is interesting to note that when the rules for sole traders and partnerships changed
such that the profits in the transitional period were critical, HMRC might have taken a
different view!

* 22
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3.3

34

Estimation techniques
FRS 18 and FRSSE effective June 2002 define estimation techniques as:

“The methods adopted by an entity to arrive at estimated monetary amounts,
corresponding to the measurement bases selected, for assets, liabilities, gains, losses
and changes to shareholders ' funds.

Estimation techniques implement the measurement aspects of accounting policies. An
accounting policy will specify the basis on which an item is to be measured; where
there is uncertainty over the monetary amount corresponding to that basis, the amount
will be arrived at by using an estimation technique.

Estimation techniques inciude, for example:

a methods of depreciation, such as straight-line and reducing balance, applied in
the context of a particular measurement basis, used to estimate the proportion of
the economic benefits of a tangible fixed asset consumed in a period;

b different methods used to estimate the proportion of trade debts that will not be
recovered, particularly where snch methods consider a population as a whole
rather than individual balances.”

The reason that the distinction between accounting policies and estimation techniques
is so important is because of the implications of changes.

How is a change in accounting policy accounted for?

Under FRS 18, FRS 3 and FRSSE, a prior period adjustment is required where there is
a change in accounting policy.

The accounting treatment of a prior year adjustment involves the following stages:

a Prepare the accounts for the current period on the new policy or the correct
basis;

Restate the comparative figures for the preceding year as if the new policy had
been used in that period or the error had been corrected;

Compute the prior period adjustment for the current and previous year;

Adjust the opening balance of reserves for both the current and previous years for
the cumulative effect of the adjustment;

Note the cumulative effects of changes at the foot of the statement of total
recognised gains and losses, or in the absence of a statement of total recognised
gains and losses, at the foot of the profit and loss account;

State the effects of the change in accounting policy on the previous year where
practicable;

State the effect of the change in accounting policy on the current period in
addition to effects on previous year as required by f above. Where the effect is
similar to the previous year a simple statement to that effect will suffice. If it is

+ 23



Mercia Group Limited The Interaction Between Accounting Standards and Tax

3.5

not practicable to give the effect on the current period, state that fact and the
Teasons.

How is a change in accounting policy taxed or allowed?
Effect of Finance Act 2002

The current rules (from the FA 2002) are designed to deal with a change in basis as
follows :

There is a change in the basis of computation of profits for tax purposes from one
period to another, and

. that change is from a previous basis that accorded with law OR practice for the
period before the change, and

. the new basis accords with both law AND practice after the change.

The change in basis will arise either from a change in accounting approach — which
the legislation describes as a “relevant change in accounting approach™ or a change in
tax adjustments applied. It is intended to deal with situations where there has been a
change in accounting policy (normally brought about by a change in the requirements
of accounting standards) resulting in a prior period adjustment, or there is a change in
the tax adjustments relating to a particular item, normally arising from a decision of
the courts. The legislation therefore replaces section 44 and Schedule 6 of Finance
Act 1998.

It does not apply where there is a prior year adjustment made to correct a fundamental
error in the previous accounts. It is also not applicable where there is a change in tax
law not applicable to the previous period of account.

The way in which adjustments is taxed is fairly simple, and is set out in the Schedule
to the legislation in stepwise fashion:

. First compute the extent to which, comparing the two bases, profits were
understated or losses overstated on the old basis;

. Deduct amounts representing the extent to which, comparing the two bases,
profits were overstated or losses understated on the old basis; This amount may
not be deducted in computing the profits of the period of account.

. If the net result is a positive adjustment it is chargeable to tax.

- Under Income Tax it is taxed under Schedule D Case VI and arises on
the last day of the first period of the new basis. It is net relevant earnings
for pension contribution purposes.

- When charged to Corporation Tax it arises on the last day of the first
period under the new basis and is treated as a receipt of the trade,
profession or vocation.

. If the net effect is a negative adjustment it is allowed in computing the profits,
and is treated as arising on the last day of the first period of account on the new
basis.

* 24
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3.6

3.7

Note that the major difference between this approach and that under previous
legislation relates to the timing of the adjustment (the last day of the period whereas
under S 44 and schedule 6 it was the first day) and the charging basis (for companies
it is now a receipt of the trade, profession or vocation and not chargeable under DVL.)

HMRC changes in basis ending on or after 1 August 2001 — “general®
Expenses previously brought into account

As referred to earlier, this is the area of significant change. The step approach above
is not applied and the approach is as follows:

a The prior year adjustment is not now taxed or allowed in the year it arises in the
accounts;

b The expenses to which the provision relates have already been allowed in the
accounts. Actual expenditure under this heading is disallowed in the tax
computation in future years until the amount previously allowed has been fully
disallowed.

Once the full amount has been disallowed, subsequent expenditure is allowed as
incurred.

¢ Note that it will be necessary to maintain a memorandum record of the expenses
initiaily allowed and not yet disallowed.

Deferred tax

Under FRS 19 (and FRSSE effective June 2002), it will be necessary to include a
deferred tax adjustment as part of the prior period adjustment which will reverse as
the charges are disallowed in the tax computation.

How is a prior year adjustment arising from the correction of a
fundamental error accounted for and taxed?

As with a change in accounting policy the correction of a fundament error requires a
prior year adjustment.

In such circumstances, the change will not be from a valid basis in both GAAP and
tax law, and notwithstanding that the new basis is valid under GAAP and tax law,
may not be taxed under the rules discussed above.

Such adjustments will be dealt with under the normal error and mistake rules.

How is a revision of an accounting estimate accounted for and taxed or
allowed?

A revision of an accounting estimate is allowed or charged in the period it arises,
unless it is the correction of a fundamental error, or required by an accounting
standard or a UITF abstract.

It must be remembered that the revision of an accounting estimate which is not the
correction of a fundamental error is not a prior year adjustment.

* 15
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The adjustment is charged or credited to profit or loss account in the year in which it
is identified.

As such it will be taxable or allowable for tax purposes in the current year’s taxation
computation.

Example 5

In the 2007 accounts company M made a provision of bad and doubtful debts
amounting to £50,000.

In preparing the 2008 accounts it was noted that the company’s principal customer
had gone into liquidation after the accounts had been approved. The amount
outstanding at 31 December 2007 was £300,000 and had proved to be irrecoverable
Discuss.

Comments on Example 5

Accounting

The accounting policy is to carry debtors at net realisable value and has not changed
between 2007 and 2008.

The following questions need to be considered in relation to the failure to provide for
the debt of M Limited at 31 December 2007.

a Based on the evidence at the date of approval of the accounts (including post
balance sheet events review) should the debt have been provided at 31
December 20077

b If not, the accounts were true and fair and the additional provision is made in
the accounts for the year to 31 December 2008 as the revision of an accounting
estimate;

c If provision should have been made, i.e. there was an error in the accounts, was
that error fundamental?

d If the error was not fundamental, a prior period adjustment is not required, and,
again, the additional provision should be made in the year to 31 December
2008.

e If the error was fundamental, the previous year’s figures should be restated.

The debt brought forward should be removed from the opening balance sheet
and the opening reserves.

Taxation
Assuming that it is decided that this is not the correction of a fundamental error

The bad debt will be charged in the accounts to 31 December 2008 and allowed in the
DI computation for that year.
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Assuming that it is decided that this is the correction of a fundamental error

This will now be treated under the normal error and mistake rules. The questions
which need to be considered include:

a Can the taxpayer insist on reopening the previous year’s accounts?
b Will the taxpayer wish to reopen the previous year’s account?

In this example, it is to the taxpayer’s advantage to reopen the previous year’s
accounts. Will HMRC be prepared to reopen?

If it were to HMRC’s advantage the question of interest and penalties would also
arise. The HMRC will almost certainly reopen!

4 Particular areas of
difficulty
4.1 Events after the Balance Sheet Date

One area which is very important, and perhaps misunderstood, is the treatment of
adjusting post balance sheet events as dealt with in FRS 21.

Adjusting events are events which provide additional evidence relating to conditions
existing at the balance sheet date.

FRS 21 requires adjusting events to be adjusted for. Therefore tax relief will be
available (or tax chargeable) as the item is recognised in the accounts.

FRS 21 also requires the disclosure by way of note of non-adjusting events.

Non-adjusting events are events which arise after the balance sheet date and concern
conditions which did not exist at that time. Consequently they do not result in changes
in amounts in financial statements. They may, however, be of such materiality that
their disclosure is required by way of notes to ensure that financial statements are not
misleading.

As indicated above, the financial statements are not adjusted for non adjusting events
under FRS 21, Tax relief on these items will not therefore be available unti! next year.

The disclosure requirements of FRS 21, in particular those in relation to non-adjusting

events are not required for sole traders and partnerships accounts a true and fair view
under the Finance Act 1998 and can therefore be ignored.

Example 6
The accounts include a provision for bad and doubtful debts of £120,000 in relation to
a company which is in administration. After the year end, but before the accounts are

signed off, the debtor pays.

Discuss.

*
%)
3
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4.2

Comments on Example 6
Accounting treatment

Under FRS 21 the receipt of monies from a debtor after the year end is normally seen
as an adjusting event and therefore the provision should not have been made in the
accounts.

Tax treatment

The Inspector would be justified in denying tax relief since the accounts have not
been prepared in accordance with GAAP.

Failure by taxpayers and their agents to properly take account of post balance sheet
events is a criticism commonly made by HMRC accountants.

In the Revenue’s BIM Manual they include an illustration of an acceptable post
balance sheet event and contrast it with one which would not be acceptable.

Revenue Example (from BIM31040)

A farming company had one of its crops destroyed, after the balance sheet date but
before the accounts were completed, by a disease which was present, albeit
undetected, in that crop at the balance sheet date. In the financial statements being
prepared it would be entitled to write that stock down to its nil net realisable value as
that would be an adjusting event.

On the other hand the destruction of a crop by fire, after the end of the accounting
period but before the accounts were completed, would be a non-adjusting event. It
would not justify writing down that stock to a nil net realisable value in the financial
statements being prepared. However it may require a note to explain what has
happened.

In discussions with the ICAEW Tax Faculty, the Revenue have also specifically
mentioned the following as being typical regular issues:

. Excessive stock obsolescence provisions which have the effect of valuing stock
at a figure below the net realisable values actually achieved

. Specific bad debt provisions in cases where the actual debts are recovered in
full

. Excessive provisions of £1m for claims where the amount settled in the post
balance sheet period was £400,000.

Bad Debt Provisions

Historically, in almost all cases general provisions such as those against debtors and
stock have been disallowed for tax whereas specific provisions (subject to their
“accuracy™) have been deductible.

* 28



Mercia Group Limited The Interaction Between Accounting Standards and Tax

4.3

Several developments have given rise to doubis about this position such as the
outcome of the Herbert Smith case and the consequent withdrawal by the Inland
Revenue of SoP 3/90 prohibiting the anticipation of future losses. Until the Finance
Act 2005 though, the Revenue would have argued the position was unchanged.

The Revenue BIM has an interesting comment about what they call a “general
reserve”. It says (BIM42701) “A general reserve, for example, one calculated as a
percentage of total debts or of total sales, should not be admitted as a deduction if
made without regard to the circumstances of the particular debtors™.

The FA 2005 had to be amended to reflect the terminology used by IASs which talk
about assets being written down to recognise any impairment (already in UK GAAP
for TFAs and IFAs in FRS 11) which arguably is what a general bad debt provision is
attempting to do.

For companies for periods beginning on or after 1 January 2005, relief will therefore
be available for any impairments adjusted for though the Revenue will no doubt insist
on these adjustments being sufficiently accurate, not prohibited by any tax rule and
only allowable if revenue in nature. At present this does not appear to apply to
unincorporated entities so strictly relief may only be available for partnerships and
sole traders on specific provisions!

Stock Provisions and Long Term Contracts

As with bad debt provisions, specific stock provisions would generally be deductible
and if a general stock provision is an accurate attempt to reflect stock being valued at
the lower of costs and net realisable value (as per SSAP9/FRSSE) then it too is likely
to have been acceptable.

What HMRC made quite clear however back in TAX 10/95 was the non-deductibility
of foreseeable losses calculated in accordance with SSAP 9. Extract said “The
Revenue would regard the SSAP9 treatment .... as anticipating a loss. This would not
normally be acceptable for tax purposes. SoP 3/90 remains an accurate statement of
the Revenue’s practice™.

Not any more as SoP 3/90 prohibiting the anticipation of future losses was withdrawn
after the Herbert Smith case.

There is now a very strong argument that any loss calculated on a long term contract
in accordance with SSAP9 (and possibly in accordance with FRS 5 Application Note
G and also UITF 407) should be fully deductible for tax purposes, subject to any
exclusions such as remuneration not paid within 9 months of the year-end.

Indicative Example

The company is carrying out a long term contract and by the year end has established
the following: : :
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£
e Total expected value of contract 230,000
o (oststo date 95,000
e Expected future costs 175,000
e Invoiced to date 110,000
s Received to date 65,000
¢ Remuneration included in costs to date 33,000
e Remuneration included in future costs 75,000
(of which 2/3 should be paid within 9 months of
year-end)
Probable accounting
Profit and Loss Account for year
Turnover (possibly?) 110,000
Costs for period (including Provision) 150,000 (95+55)
Loss for period (40,000) (230-95-175)
Balance Sheet
Debtor 45,000 (110-65)
Provision for foreseeable losses (55,000)
Taxable loss
As per accounts 40,000
Less remuneration provided for
but not paid within 9 months (25,000)
Possible taxable loss 15,000

Again some issues which have been discussed between the ICAEW Tax Faculty and
HMRC are:

. Stock provisions not supported by the facts.

. Long term contracts not identified and accounted for as such.

. Stock and work in progress valued at net realisable value on the theoretical
basis that it would have to be sold as an emergency sale in its current condition,
rather than being sold in the normal course of business.

. Work completed before the year-end but invoiced after the year-end —
incorrectly accounted for on a cash basis rather than on an accrnals basis.

Provisions

Tax Bulletin 44 (December 1999) summarised HMRC’s view as to the allowability of
a provision in the accounts for tax purposes.

a The provision should be in respect of allowable revenue expenditure (and not,
for example, in respect of capital expenditure);

b 1t should be required by UK generally accepted accounting practice (GAAP) i.e.
FRS 12 or the FRSSE;
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C It should not conflict with any specific tax rule governing the time at which
expenditure is allowed; and

d 1t should be estimated with sufficient accuracy.

In general therefore, the position is now:

a If the provision is permitted by FRS 12 (or the FRSSE), it i; allowable for tax;
b If it is not permitted by FRS 12 (or the FRSSE), it is not allowable for tax.

To be permitted by FRS 12, the following conditions must apply:

a An entity has a present obligation (legal or constructive) as a result of a past
event;

b It is probable that a transfer of economic benefits will be required to settle the
obligation; and

c A reliable estimate can be made of the amount of the obligation.

Any provision that satisfies the above should be recognised unless a reasonable

estimate of the amount cannot be made. An estimate is always possible where a

reasonable range of possible outcomes can be determined and the guidance in the FRS

states that only in extremely rare cases will it be genuinely impossible to make a

reasonable estimate.

In applying these principles the following definitions are relevant:

Legal obligation

An obligation that derives from:

a A contract (through its explicit or implicit terms);

b Legislation;

c Operation of law.

Constructive obligations

An obligation that derives from an entity’s actions where:

a by an established pattern of past practice, published policies or a sufficiently
specific current statement, the entity has indicated to other parties that it will

accept certain responsibilities; and

b as a result, the entity has created a valid expectation on the part of those other
: parties that it will discharge those responsibilities.
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Once the principle has been established and HMRC accepts that the conditions of
FRS 12 have been met, they are therefore likely to challenge the basis of the
calculation. Provided that a reliable estimate can be made it will be allowable and the
Inspector will not be able to argue that the provision is a general provision and
therefore disallowable.

Experience indicates that HMRC will require convincing that each of the tests
referred to above have been met, and that it is insufficient to assume that just because
you have made the provision it must comply with FRS 12 and be allowable. The
Revenue have also regularly referred to provisions which do not comply with UK
GAAP.

It must be remembered that FRS 12 does not deal with provisions which reduce the
value of assets such as provisions for obsolete stock, bad debts etc or provisions for

losses on long term coniracts under SSAP 9.

Experience indicates that many Inspectors {and accountants in practice!) do not
understand this distinction and that it is important to eliminate any misunderstanding.

Example 7

You have included a provision for redundancy costs in the accounts to 31 December
2007. The redundancies were not announced publicly until the last week in January
2008 and are expected to take place over a twelve month period finishing by the end
of December 2008.

a Is such a provision valid in the accounts?

b Is such a provision allowable for tax; and

c What disclosures would you make in correspondence accompanying the
accounts?

Comments on Example 7
Accounting treatment

The important thing is to demonstrate that there was a constructive obligation at the
year end.

Tax treatment

If the Inspector agrees that the provision is allowed under FRS 12, it will be tax
deductible on the normal tax rules basis.

Note that since the provision relates to remuneration, to be deductible for tax purposes
the provision should be payable within 9 months of the end of the year ie. 30
September 2008.

That element of the provision due between 1 October and 31 December 2008 would
be disallowable.
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Disclosures

The HMRC will not accept that just because your firm has put an audit opinion on the
accounts that they are prepared in accordance with GAAP, and in particular with FRS
12.

You will need to provide evidence to support the points above.

The tactical question is how much should be disclosed in the letter accompanying the
accounts and how much should be withheld until the Inspector asks!

Other areas likely to be relevant are providing for onerous contracts (which is
essentially what Herbert Smith was about) and dilapidations of leases (where FRS 12
frequently feels unsatisfactory). Provisions must be made where FRS12%s
requirements are met but must not be provided if they are not met.

Unsurprisingly the Revenue’s BIM describes these as “Dilapidations are works of
Tepair or re-instatement for which a lessee is liable if the lease provides that:

. the lessee is responsible both for repairs, and

. for delivering up the leased property at the end of the lease in the state in which
it was at the beginning of the lease”

and indicates they will be allowed for tax providing they are not dilapidations of a
capital nature. The bigger problem lies in determining whether there is an
“obligation™ (as per FRS12) to the lessee at any individual balance sheet date, as
distinct from at the expiry of the lease. The nature of the dilapidation will need to be
considered.

In Appendix VII of FRS 12 the ASB said “in some operating leases the lessee is
required to incur periodic charges for maintenance of the leased asset or to make good
dilapidations or other damage occurring during the rental period. The principles
established do not preclude the recognition of such liabilities once the event giving
rise to the obligation under the lease has occurred”.

Once again referring to the discussions between the ICAEW Tax Faculty and the
Revenue the following points were referred to:

. provisions incorrectly made for recurring periedic expenditure on assets owned
by the entity

»  excessive provisions made for onerous leases, in particular where no account is
taken of expected rental income or surrender or sale of the lease

. provisions made where the facts show that there is no real likelihood of having
to pay, for example, where the creditor company has already been wound up
and the liquidator has decided not to pursue the debt

. provisions made to smooth profits.
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Revenue recognition

One area which frequently gives rise to increasing problems is the recognition of
income, Given that the tax treatment of provisions became far more certain with the
adoption of FRS 12 and the FRSSE, income recognition became the next major
battleground, especially in the light of changes deriving from the introduction of the
ASB’s Statement of Principles (which is not itself a standard).

On this subject there is also an IAS (IAS B), FRS Application Note G and the
infamous UITF 40. Both the latter have been reflected in the FRSSE since 2007.

Chapter 5 of the Statement of Principles says the following:

. If a transaction or other event has created a new asset or liability or added to an
existing asset or liability, that effect will be recognised if:

a sufficient evidence exists that the new asset or liability has been created
or that there has been an addition to an existing asset or liability; and

b the new asset or liability or the addition to the existing asset or liability
can be measured at a monetary amount with sufficient reliability.

. In a transaction involving the provision of services or goods for a net gain, the
recognition criteria described above will be met on the occurrence of the critical
event in the operating cycle involved.

. An asset or Liability will be wholly or parily derecognised if:

a sufficient evidence exists that a transaction or other past event has
eliminated all or part of a previously recognised asset or liability; or

b although the item continues to be an asset or a liability, the criteria for
recognition are no longer met.

In addition to the Statement of Principles, the Accounting Standards Board also issued
a Discussion Document on Income Recognition.

The key proposals were as follows:

a In the context of a business operating cycle, revenue arises as a result of benefit
being transferred to a customer through the seller’s performance under a
contract.

b Where contractual performance is incomplete, revenue should be recognised to
the extent that the seller has performed and that performance has resulted in
benefit accruing to the customer.

c ‘Where there is a right of return, 2 alternative proposals are included in the
Discussion Document: ' '
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Proposal 1 — Expected sale approach

Where goods are transferred along with a right of return, revenue should be
recognised on the transfer of benefit, with an appropriate adjustment to reflect the risk
of return

Proposal 2 — Accounting policy approach

Where goods are transferred along with a right of return, an entity should select and
consistently apply whichever of the following accounting policies is most appropriate

to its circumstances:

. revenue should be recognised on the transfer of benefit, with an appropriate
adjustment to reflect the risk of returns

or
. revenue should be recognised on the expiry of the right of return.
Example 8

You are advising a new company which is a bed-shop.

The company takes orders, and immediately places them with suppliers.

The company’s policy is to hold display stock only and no stock is held for direct
purchase by customers.

On average delivery is 3 months after order.

Many customers are currently buying beds on a one year interest free credit basis —
buy now and pay nothing for 12 months.

What is the critical event in the operating cycle? When should income be recognised?
Comments on Example 8

Both order and delivery could be argued to be the critical event, and were acceptable
bases on which to recognise income under the Statement of Principles.

Since there is no specific tax law prescribing an alternative basis of recognising
income, both should be acceptable for tax purposes.

Example 9
Your client services central heating systems.

At the year end you are given the following information about contracts which were
uninvoiced at the year end:

a 200 contracts had been completed at the year end:
b 150 contracts work was in progress and substantially complete; and
c 50 contracts had just started. '
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Comments on Example 9

Work has been completed on the 200 items and therefore they should be in sales and
debtors.

SSAP 9 defines long term contracts as a contract which straddles 2 accounting
periods.

Therefore the 150 substantially completed contracts should be included under SSAP 9
including an appropriate profit element.

Those contracts just started should be included at cost.
Current UK GAAP
Introduction

Although the recognition and measurement of revenue are of fundamental importance
to proper financial reporting, there was no relevant accounting standard in the UK
other than SSAP 9 “Stocks and long term contracts” which is restricted to a
consideration of long term contracts only.

However, the ASB acknowledged the need to set out best practice and published an
Application Note G to FRS 5 “Reporting the substance of transactions’ which was
effective for accounting periods ending on or after 23 December 2003.

Scope of Application Note

The note focused on the basic principles of revenue recognition and addressed five
types of arrangement which give rise to turnover and have been subject to differing
interpretations in practice. These were long term contractual performance, separation
and linking of contractual arrangements, bill and hold arrangements, sales with the
right of return and the presentation of turnover as principal or as agent.

In addition, the ASB highlighted that this standard will assist the transition to IFRS as
its principles and specific requirements are consistent with IAS 18 “Revenue”.

However, confusion reigned over the interpretation of the application note. It has
proved to be open to a wide variety of different interpretations. In particular, there
was considerable controversy within the accounting profession concerning the rule
for revenue recognition for professional services firms.

Basic principles of Application Note G

Recognise revenue when you obtain the right to consideration in exchange for
performance. At the same time, recognise a new asset, usually a debtor.

Recognise a liability when you receive payment in advance of performance.

You may obtain a right to consideration when some, but not all, contractual
obligations have been fulfilled. Where only part of contractual obligations have been
performed you recognise revenue to the extent that you have obtained the right to
consideration, through your performance.
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Revenue should be measured at the fair value of the right to consideration (contract
price, net of discounts and VAT).

Where effect of time value of money is material to reported revenue, the revenue you
recognise should be the present value of cash inflows.

If there is a significant risk that there will be default on the amount of consideration
due, and the effect is material, an adjustment to the price in the contract will be made
to arrive at the amount of revenue to be recognised.

Adjustments to a debtor due to changes in time value of money and credit risk should
not be included within revenue.

Definitions
. Performance

The fulfilment of the seller’s contractual obligations to a customer through the
supply of goods and services.

. Right to consideration

A seller’s right to the amount received or receivable in exchange for its
performance. This right does not necessarily correspond to amounts falling due
in accordance with a schedule of stage payments which may be specified in a
contractual arrangement. Whilst stage payments will often be timed to coincide
with performance, they may not correspond exactly. Stage payments reflect
only the agreed timing of payment, whereas a right to consideration arises
through the seller’s performance.

Long term contracinal performance

The application note provided additional guidance on the recognition of turnover
derived from long term contracts but did not amend the requirements of SSAP 9
*Stocks and long-term contracts’.

Where a seller’s performance under a contractual arrangement with a customer falls
into different financial periods, the seller should recognise changes in its assets or
liabilities, and related turnover, that represent the accrual, over the course of the
contract, of its right to consideration.

For all contracts, the guiding principle is to consider the stage of completion of the
contractual obligations, which reflects the extent to which the seller has obtained the
right to consideration.

The amount of turnover recognised should be derived from the proportion of costs
incurred only where these provide evidence of the seller’s performance and hence the
extent to which it has obtained the right to consideration.
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Separation and linking of contractual arrangements

A single contractual arrangement may require a seller to provide a number of
different goods or services {or ‘components’) to its customers. These components
may be unrelated and capable of being sold individually; alternatively, two or more
components may be so closely related that their individual sale is not commercially
feasible from either the seller’s or the customer’s perspective.

A contractual arrangement should be accounted for as two or more separate
transactions only where the commercial substance is that the individual components
operate independently of each other.

Where various components are to be unbundled, the seller should normally be
capable of attributing a reliable fair value to each of them by reference to individual
transactions. If various components are combined and sold at a price less than the
total fair values of the individual components, the reduction should be allocated to
each component pro rata to their fair values.

Tlustrations in the application note include:

. sales of software and related maintenance service;
. inception fees;
. vouchers redeemable against future purchases.

Bill and hold arrangements

Under a bill and hold arrangement, a seller enters a contractual arrangement with a
customer for the sale of goods where there is transfer of title but actual delivery is
deferred to a later date.

The issue is when to recognise turnover and a right to consideration and when to
continue to recognise the goods as stock.

The seller obtains the right to consideration when the seller transfers to the customer
access to the significant benefits relating to the goods and exposure to the risks
inherent in those benefits.

The risks and benefits are used to determine whether the substance of the transaction
is that the goods represent an asset of the customer or an asset of the seller.

Sales with rights of return

The terms of contractual arrangements may allow customers to return goods that they
have purchased and obtain a refund or release from the obligation to pay.

Rights of return may be included explicitly or implicitly within the contract.

Rights of return give rise to a contractual obligation on the part of the seller to
transfer economic benefits to its customer and in some cases oblige the seller to defer
recognition of the sales transaction so long as substantially all of the risks associated
with the goods are retained.
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The seller’s recognition of its right to consideration and contractual obligation to
transfer economic benefits to its customer in respect of rights of return are linked
transactions. In consequence, changes in the seller’s assets or liabilities should reflect
the loss expected to arise from the rights of return. Turnover should exclude the sales
value of estimated returns.

In some cases, the risk of return may be so significant that substantially all of the
risks associated with the goods are retained by the seller and accordingly the seller
does not have the right to consideration.

A seller should record changes in its assets or liabilities, and turnover, to the extent
that its performance has earned it the right to consideration, taking account of the
expected loss.

Presentation of turnover as principal as an agent

A seller may act on its own account when contracting with its custorners for the
supply of goods in return of the right to consideration. In such transactions the seller
is frequently referred to as a principal.

Alternatively, a seller may act as an intermediary, earning a fee or commission in
return for arranging the provision of goods or services on behalf of a principal. In
such transactions, the seller is frequently referred to as an agent.

In order for a seller to account as principal, it should normally have exposure to all
significant benefits and risk associated with selling price and stock.

In contrast, where a seller acts as agent it will not normally be exposed to the majority
of the benefit and risks associated with the exchange transaction.

Where the substance of a transaction is that the seller acts as principal, it should
report turnover based on the gross amount received or receivable in return for its
performance under the contractual arrangement.

Where the substance of a transaction is that the seller acts as agent, it should report as
turnover the commission or other amounts received or receivable in return for its
performance under the contractual arrangement. Any amounts received or receivable
from the customer that are payable to the principal should not be included in the
agent’s turnover. '

Tustrations in the application note include:

. building contractors;
. on line holiday retailers;
° concessions in department stores.

UITF 40 - Revenue recognition and service contracts

In response to requests the UITF published an abstract on revenue recognition.
Although many of the requests related to the services rendered by accountants and
solicitors the UITF believed the same principles apply for all service contracts and
therefore it does not differentiate.
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The guidance covers 2 main areas:

) When is the contract for services a long term contract and how it should be
dealt with.

. How revenue should be recognised on contracts for services that are not
accounted for as long-term contracts.

(General matters:

. Where there are distinguishable phases of a single contract it may be
appropriate to account for the contract as two or more separate transactions,
provided the value of each phase can be reliably estimated.

. Contracts vary enormously and therefore specific examples cannot be given.
Entities must develop their own policies to deal with individval contracts or
groups of similar contracts.

. The Abstract repeats the principles of Application Note G ie the seller
recognises income as it obtains the right to consideration through performance.

. The treatment required by the UITF abstract should be adopted for periods
ending on or after 22 June 2005 but earlier adoption is encouraged. Where
applicable, corresponding amounts should be restated.

Long term confracts

. Contracts for services should not be accounted for as long-term contracts unless
they invelve the provision of a single service, or a number of services that
constitute a single project.

. A contract for the ongoing supply of services should not be not be treated as
long term.

. The definition of long term contract in SSAP 9 is repeated. If the contract is for
more than one year it is a long term contract.

° A contract for services should be accounted for as a long-term contract where
contract duration is less than one year but activity falls into different
accounting periods and it is concluded that the failure to reflect turnover and
attributable profits would distort turnover, results or any other financial
information.

. The UITF takes the view that when judging materiality the aggregate effects of
all such contracts should be considered. '

. Revenue and profit should be recognised on long term contracts in accordance
with SSAP 9. Application note G provides further guidance on the calculation
of attributable profit etc.

. An entity should apply its policy for determining which contracts are accounted
for as long-term contracts consistently to all similar contracts and from year to
year.
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Other contracts

. All contracts for services should be accounted for in accordance with the
principles of Application note G. The overriding consideration is whether the
seller has performed, or partially performed, its contractual obligations. If it
has, it is required to recognise revenue to the extent that it has obtained the
right to consideration through its performance.

. Where the substance is that the seller’s contractual obligations are performed
over time, revenue should be recognised as the contract activity progresses to
reflect the seller’s partial performance of its contractual obligations. The
amount should represent the right to consideration by reference to the value of
the work performed.

o The guidance states that this will be the case where either:
i the services of staff are provided; or

ii the seller uses its skills and expertise over a period of time even when the
output is encapsulated in a document such as a report.

In the first example revenue will be recognised based on time spent and in the
second based on the proportion of the fair value of the contract.

L Where the substance of the contract is that a right to consideration does not
arise until the occurrence of a critical event, revenue is not recognised until that
event occurs. The guidance states that this only applies where the right to
consideration is conditional or contingent on a specified future event or
outcome, the occurrence of which is outside the control of the seller!

. The amount of revenue recognised should reflect any uncertainties in the
contract,

. The policy should be applied consistently to all similar contracts from year to
year.

FRSSE (effective January 2005)
The 2005, 2007 & 2008 FRSSE include the requirements of Application Note G.

They repeat the basic principles of the Application Note set out above. In FRSSE
2005 Appendix 3 included the guidance relating to bill and hold arrangements, sales
with rights of return, presentation of turnover as principal or as agent and revenue
recognition and service contracts. FRSSE 2007 onwards includes an entire section on
Revenue Recognition combining FRS 5 ANG and UITF 40 together.

The guidance on revenue recognition repeats the consensus statements in UITF 40
word for word. It states:

“Where the substance of a contract is that the right to consideration does not arise
until the occurrence of a critical event, revenue is not recognised until that event
occurs”™,
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Unfortunately (and misleadingly) it does not include the additional guidance in UITF
40 which refers to the critical event being “outside the control of the seller”.

Also, because it only includes the UITF 40 consensus itself, without the supporting
guidance it does not include the statement regarding the fact that revenue should be
accrued as the seller uses its ‘skills and expertise over time, even when the output is
encapsulated into a specific document such as a report’.

At first reading the FRSSE appears to make the position less clear, however, the
FRSSE repeats the requirements of Application Note G and UITF 40 and it is

inconceivable that it could have a different meaning! The text is now directly in
FRSSE 2007.

Introduction date and extent of application
a Entities not following FRSSE

Application Note G was mandatory for periods ending on or after 23 December
2003. As such it ought to be applied to revenue recognition from that date.

However the publication of UITF 40 has been taken to mean that the revenue
recognition requirements for service contracts are not mandatory until periods
ending on or after 22 JTune 2005.

b Entities applying FRSSE
The FRSSE states that where it is silent on a topic, users should have regard to
other pronouncements to determine GAAP necessary for a true and fair view. It
could be argued therefore that UITF 40 also applies from June 2005 year ends.
This is the public line which was taken by the HMRC.
An alternative opinion is that the requirements of Application Note G and UITF
40 were not mandatory for small entities adopting the FRSSE until December
2005 year ends.

¢ Unincorporated entities and others not required to produce True and Fair
accounts

Accounts submitted to HMRC for tax purposes must show a profit prepared in
accordance with GAAP. The requirements regarding revenue recognition should
therefore be applied to these entities at the same dates as (a) and (b) above.

Identifying clients affected

The key criteria are: |

o Provision of contracted for services over a period of time

e Materiality of such contracts coliectively

= Presence of conditions that make completion and/or value contingent on external
factors outside the control of the seller.
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4.12

4,13

These clients will include:

Accountants, architects, barristers, builders and related trades, dentists, designers,
doctors, repair shops, estate agents, farmers, independent financial advisors, insurance
brokers, IT consultants, letting agents, marketing consultants, printers, solicitors and
SUrveyors.

Approach to calculation

How to arrive at the “value” of the right to consideration earned to date will vary
from client to client. However, some practical method will have to be devised for
each client.

‘Where WIP is currently recorded on a time basis the following approach might be
appropriate.

1 Exclude all balances which are either;
- contingent on factors outside client control
- not subject to any contract (ie. speculative work).

il Write off any remaining balances that are irrecoverable.

iii Assess the stage of completion - perhaps by reference to hours to date over total
expected hours. Probably better for assessing the “fair value™ of the work to date
would be costs to date (at full charge out rate) over total anticipated costs. This
reflects more accurately the value of the time spent.

iv  Arrive at a best estimate of the expected total revenue from the contract.

- v Calculate the amount due under each contract based on the above.

vi Exclude the amounts of WIP relating to these contracts and include the figure at
v) in sales and debtors.

vii This exercise should be done for the opening balances and included as a prior
year adjustment. In subsequent years the amounts will be prepared on this basis.

Steps ii) to v) above may be very time consuming to undertake for each individual
contracts (ie. WIP balance) in a client with a large number of individual assignments
in progress. An alternative is to apply the businesses normal recovery rate to the
aggregate value of the WIP at full charge out rate. '

Change in partners
A major consequence involves the relationship between partners particularly where

there is a change in partners. Partnerships will have to reach agreement on how
revenue is recognised for the purposes of payments to outgoing partners.

Taxation consequences

The prior year adjustment will be treated as “adjustment” income. This would
normally result in a one off additional tax payment for that year.

The rules for income tax are that any increase in profits arising as a result of a change
in the accounting basis that has not aiready been brought into account for tax
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purposes is subject to income tax. The increase is treated as ‘adjustment income’
rather than as an addition to the trading profits. The detailed steps for calculating the
adjustment income are set out in 231, ITTOIA 2005. The charge is treated as arising
on the last day of the first period for which the new basis is adopted.

The rules for corporation tax are that any increase in profits arising as a result of a
change in the accounting basis that has not already been brought into account for tax
will be subject to a charge to corporation tax as a trading receipt. The detailed steps
for the calculations are set out in Schedule 22 FA 2002. The charge was treated as
arising on the last day of the first period for which the new basis is adopted.
However, 581, FA 2005 amended this rule so that for accounting periods beginning
on or after 1 January 2003, the charge is now treated as arising on the first day of an
accounting period.

It was announced in Finance Act 2006 that relief would be available allowing the
additional tax to be spread over three years (with a possible maximum spread over six
years) but that this would not be available for entities who adopted UITF 40 early.

The calculations are relatively complex and it was generally worth developing or
acquiring software to calculate the effect.

The basis for spreading

Businesses needed to calculate the adjustment income and one-third was taxed in the
first year i.e. in relation to the first accounting period ending after 22 June 2005 and
one third in each of the next two years, but subject to a firther test that could extend
the spreading period for up to six years.

On each occasion, the one-third of the adjustment income must be compared with
one-sixth of the taxable income for the particular year, and the exira taxable income is
restricted to the lesser amount, but there will be a sweep up of any amount not yet
charged at the end of the six-year period. '

So in practice the adjustment income will be taxed over a minimum of three years but
this could extend to six years if the taxable profits are low relative to the adjustment
income.

Examples

1 A business with a 31 December year end has adJushnent income’ of £30 00¢ and
has taxable profits as follows:

£
31 December 2005 100,000
31 December 2006 o 100,000
31 December 2007 100,000

One third of the adjustnent income is £10,000 and, as this is less than one sixth
of the taxable income in each year, will be added to the £100,000 taxable
income in each of the three years.

2 A company with a 31 March year end has ‘adjustment income’ of £80,000 and
has projected taxable profits of £120,000 for 31 March 2006 and subsequent
years.
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One third of the adjustment income is £30,000 but the additional taxable
income each year is restricted to £20,000, being one sixth of the taxable profits.
As a result the adjustment income will be spread as follows:

Original Adjustment Revised
£ £ £
31 March 2006 120,000 20,000 140,000
31 March 2007 120,000 20,000 140,000
31 March 2008 120,000 20,000 140,000
31 March 2009 120,000 20,000 140,000
31 March 2010 120,000 10,000 130,000
£90,000

3 A company with a 31 January year end has ‘adjustment income’ of £150,000
and projected taxable profits of £120,000 for 31 January 2006 and subsequent
years.

Applying the one third and one sixth tests as well as spreading over no more
than six years the adjustment income will be spread as follows:

Original Adjusiment Revised
£ £ S
31 January 2006 120,000 20,000 140,000
31 January 2007 120,000 20,000 140,000
31 January 2008 120,000 20,000 140,000
31 January 2009 120,000 20,000 140,000
31 Januvary 2010 120,000 20,000 140,000
31 Janwary 2011 120,000 50,000 170,000
£150.000

4,14 Avoidance and mitigation
s Ienore UITF 40

Not really an option. The Revenue will look at the policy note and ask if UITF
40 not followed.

» Adopt FRSSE
As seen above this will only delay the effects for six months if at all.
e Adopt IASs

IAS 18 requires effectively the same treatment as Application Note G and UITF
40.

«  Make all contracts ‘contingent’

To satisfy UITF 40 would appear to be commercial suicide and argnably unlikely
to reflect true “substance”.
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¢ [ncorporate

May reduce the effective tax rate on the one off additional income, but many
other factors to consider.

¢ Change year end

Could have delayed the effects by up to twelve months.
s  Consider seasonal trends

Attempt to minimise incomplete contracts at the year end.
» Revise billing and cash collection arrangements

This may be a good opportunity for service organisations to review their policies
and introduce earlier billing and cash collection sysiers.

Stock, work-in-progress and revenue recognition exercise
Exercise — G Greene Lid — engineering consultancy

As a result of a letter you sent to your clients about UITF 40 — Revenue Recognition
and Service Contracts, the directors of G Greene Litd have asked you to assess what
the likely impact of UITF 40 might be on their results for the year ended 30
September 2005. G Greene Ltd is a new client and this will be the first year in which
you act for them. You understand that they use full UK Accounting Standards.

The following are extracts from the accounts for the previous year (year ended 30
September 2004) together with other items of information you have collected.

Extracts from financial statements
Accounting policies:
a Turnover

Turnover is recognised on completion of an assignment to the clients
satisfaction.

b Stocks and Work-in-Progress

Stock and work-in-progress is valued at the lower of cost and net realisable
value, taking into account all costs incurred in bringing the product or service
to its present location and condition.

Turnover £3,600,000
Current assets: £960,000
Capital and reserves:

Profit and Loss Account £842.000
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(b/fwd £610,000, retained for year £232,000)

Other available information

Estimated stock and work-in-progress for 30 September 2005 on old basis of
£1,120,000.

Estimated revenue for the year is £4,200,000.
Nature of contracts:

s  Longer term projects (average length between 10 and 16 months) -
approximately 1/3 of total income both last year and current year — estimated as
being typically 50% complete at both period ends.

o  Stock at 30 September 2004 of £520,000

o Stock at 30 September 2005 estimated as £600,000

o Invoicing is typically carried out monthly on a contractually agreed basis
throughout the period of the contract

. Shorter term projects (average length of 2 to 3 monthsj — approximately 2/3 of
total income both last year and current year — estimated as being typically 2/3
complete at year-end

Q Stock at 30 September 2004 of £440,000
0 Stock at 30 September 2005 estimated as £520,000
o Invoicing is normally carried out shortly after completion of the project

* Consider:
i The appropriateness (and consequences) under UK GAAP of the previous
accounting policy.

it ~ The changes which may be necessary as a result of UITF 40 and the impact on
the financial statements of any required adjustments.

QOutline answer to G Greene Lid
i Appropriateness of previous GAAP

For most of their work (certainly the shorter term projects), the old GAAP
seems quite adequate as recognising twnover on completion of a contract
would have been acceptable for both accounting and tax purposes. There might
have been some suggestions of recognising before any formal sign-off from
client but this probably depends upon the facts of the case. Therefore any
change to a new GAAP should simply be accounted for as a prior period
adjustment resulting from a change of accounting policy.

There is an argument through that some or all of the longer term projects
should have been accounted for as Long Term Contracts in accordance with
SSAP 9. This would typically have led to earlier recognition of revenue and
profits and therefore earlier payment of tax. It is however difficult to define a
long term contract and also revenue/profits are only taken into account where
there is sufficient certainty of the outcome. Finally foreseeable losses should
be provided in full and for the last several years this would have generally been
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ii

deductible for tax. If this has been wrongly accounted for prior period
adjustments should be put through and there is a risk of interest and penalties
being payable if taxable profits have been wrongly understated. The monthly
confractual payments may suggest that the adopted treatment was wrong? Part
(ii) will assume that the past accounting treatment has been acceptable.

Changes necessary as a result of UITF 40

Under UITF 40 the SSAP 9 distinction between long term contracts and others
virtually disappears. For a professional such as an engineering consultant (or
accountant/lawyer/tradesman etc etc) UITF 40 may lead to quite different
revenue recognition policies and this will be the case here.

Year to 30 Sepiember 2005

£
Current estimated revenue 4,200,000
A@d to revenue value of closing LTC stock at selling
I(Jflz(s::ume mark-up of say 100% on all contracts) 1,200,000
Less equivalent LTC at beginning of year (1,040,000)
Add to revenue value of uncompleted contracts 1,040,000
Less equivalent at beginning of year (880,000)
Adjusted revenue 4w,520 .000
Impact on accounting/taxable profits:
Revenue increase 320,000
Less stock no longer carried forward (1,120,000)
Add stock no longer brought forward 960,000
Net increase in current year taxable profits 160,000

Comparative figures cannot be completed without stock figures at 30
September 2003 but require similar adjustment. The cumulative increase to
accounting/taxable profits brought forward at beginning of current year will be
treated as taxable income on the last day of the current year as per Finance Act
2002. - : . L .

Capital v Revenue

General

Capital expenditure is not an allowable deduction in computing taxable profits (S72
TA 1988). However, the distinction between capital and revenue for this purpose is
not laid down in the legislation. Any statutory material on *“capital” concentrates on
whether expenditure qualifies for one or other particular type of capital allowances.
HMRC have developed their own principles which they use to determine whether an
item is capital or revenue in nature, promulgated by numerous cases on the subject.
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Following Herbert Smith there is some doubt over whether the Revenue’s stance on
this matter can be maintained in the long term. Various quotes in publications
illustrate that there is still some confused thinking on the nature of capital expenditure
and how it is accounted for.

The Revenue's view as expressed in Tax Bulletin 39 is that the accounting treatment
of an item cannot change its nature from capital to revenue or vice versa i.e. that the
definition of capital and revenue is entirely independent of the accounting treatment.

This may be contrary to the Herbert Smith principle that, in the absence of specific
law, the accounting treatment should determine the tax treatment. It is accepted that
there is an abundance of case law on the subject of capital v revenue, but we should
be wary of accepting too blindly that old cases still apply, especially some of the very
old cases. Accounting treatments, and the prescriptive nature of accounting standards
have developed rapidly in the last 20 years. It is therefore questionable whether tax
law determined at the tumn of the century would be determined the same way today,
and therefore whether they have any bearing on issues in today’s accounts

Materiality and capital

Herbert Smith does not allow GAAP to be used where there is specific tax legislation.
Materiality is clearly taken into account in determining GAAP. May it be taken into
account in determining compliance with tax legislation?

Example 10

Your client is a large company and you are aware that:

a Items with a value of less than £1,000 are not capitalised but are written off to
repairs and renewals;

b The audit team do not look at items in repairs and renewals of less than £1,000
because of the above policy.

Comments on Example 10

Tax law states that capital items should be disallowed. This is irrespective of their
accounting treatment.

Therefore amounts written off to profit and loss account which are capital, i.e. the
items in (a) above should be added back in the tax computation.

There may also be a problem with items which may be capital, items in (b) above,
because the Inspector may request confirmation that there are no capital items in
repairs and renewals and, if you are unable to so confirm, you may need to add back
these items too.

Interaction with FRS 15
At first glance, FRS 15 the standard on fixed assets, is likely to have little effect on

the tax computation since what is capital and subject to capital allowances and what is
revenue and allowable in full is laid down in legislation and case law.
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It has been interesting to see, now that the FRS has a list of expenses which should be
capitalised under FRS 15, whether HMRC seek to argue that some expenses currently
written off should be capitalised.

Example 11

Your client has recently bought a property for £200,000 and has paid legal expenses
of £25,000 which you accept are capital.

Your policy has been to charge these expenses to profit and loss account and then
disallow them in the tax computation.

Discus.

Comments on Example 11

Under FRS 15 the following costs should be capitalised:

a Purchase price;

b Labour costs;

c Incremental costs which would have been avoided only if the asset had not been
purchased.

Professional expenses are included in the list of such expenses.

It would therefore appear that the correct treatment in the accounts is to capitalise

such costs as part of the cost of the asset and not write them off to profit and loss

account.

The tax effect of course is neutral since in both cases the costs are disallowed.

There are also questions concerning the eligibility or otherwise of some of the items

capitalised under FRS 15 and the inter-relationship with tax legislation and case law

e.g. treatment of major overhauls and interest

Assets which comprise more than one component

One area of potential concern is the treatment under FRS 15 of assets which comprise

more than one separately depremable component. The example in FRS 12 of the

furnace and the lining is used again in FRS 15. :

Example 12

Your client has a furnace which cost them £600,000.

Their understanding was that the machine will last for about 30 years as long as it was
relined every five years at a cost estimated to be £150,000.

Discuss.
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Comments on Example 12
Accounting under FRS 15 and FRSSE

It is no longer acceptable to make provision for future overhauls as there is no
obligation to reline the furnace at the end of the year, There are alternative courses of
action. For example at the end of years 1 — 4 you can use the furnace without any
further work and at the end of year 5 you can buy a new furnace, rather than reline the
old one.

Under FRS 15, the asset should be split into 2 components and depreciated over their
respective lives i.e. the furnace (other than the lining ) should be depreciated over 30
years and the lining over 3.

The cost of relining the furnace should then be capitalised and written off over a
further 5 year period.

Tax treatment

Under tax rules, the replacement of a component has been treated as a repair and is
allowable in full.

The replacement of the whole asset is treated as capital and subject to capital
allowances. Case law has developed the phrase “all or substantially all” of an asset
being replaced or remewed during the course of a repair to indicate that the
expenditure is capital in nature.

Before FRS 15 the taxpayer would have argued that the furnace, including the lining,
was a single asset and therefore the replacement of the lining was a revenue expense.

Following FRS 15 the Inspector will be able to claim that the lining is a separate
depreciable asset and therefore its replacement is capital.

In BIM 46906 there are some interesting examples of what is a repair (see below) and
in considering whether something is capital or revenue BIM35040 is fascinating as it
is headed up (for Revenue staff) “Use your common sense — you need to exercise care
when using decided cases” '

A repair, which restores a worn or dilapidated asset, is normally an allowable
expense.

If an asset is acquired second hand, then it is quite possible that it will need to be
repaired. These repairs do not arise from use in the current business.

e  The fact the taxpayer had repairs carried out just after they acquired the asset
does not, of itself, mean that the cost of the repair is disallowable.

. The fact that the repairs were needed when the asset was acquired does not, of
itself, mean that the cost of the repair is disallowable.

. The cost of the repair will be a capital expense if it is effectively part of the cost
of acquiring the asset.
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Whether the cost of the repairs is part of the cost of the asset is a question of fact. It is
important to establish the condition of the asset and how the price was arrived at.
Evidence may be found, for example, in the contract of sale or the negotiations
leading up to the contract or in the circumstances surrounding the sale.

What makes a repair part of the cost of acquiring the asset?

Pointers to the expense being just a repair and allowable as a deduction include:

the repairs are just part of the routine normal maintenance cycles; or
the price paid was not affected by the condition of the asset; or

the price was adjusted, but only to reflect where the asset was in the routine
maintenance cycle;

the asset could be used in the longer term in the business without being
repaired.

Pointers to the expense being part of the cost of acquiring the asset and not allowable
as a deduction include:

the asset could not be used in the business without being repaired; or

the asset could only be used in the short term and its long term use was
dependent upon the repairs being carried out: or

the purchase price of the asset was substantially reduced because the asset
needed repairing.

For further information on the Case Law background see BIM35455.

What does all this mean in practice? If we consider some examples:

Kate moves into new offices. The exterior needs painting. This is a job that has
to be done every few years. It is normal maintenance work. Kate can claim this
as an expense even though she has had it done just after she has acquired the
asset.

George buys a second hand machine. It does not work until he has had it
repaired after which he brings it into use in the factory. This was not routine
maintenance. This was part of the cost of the equipment and George cannot
claim a deduction for the expenditure.

Samuel buys a ship in poor condition. He paid a commercial price for the ship,
based on its condition. He knows that he can use it on one trip before its
certificate expires. The ship will then have to have extensive repairs before it
can be brought back inte use. Samuel cannot claim the cost of these repairs as
they are effectively part of the cost of buying the asset. The fact that he could
use the ship does not change this. Samuel knows that he will have to take the
ship out of use unless he has the repairs carried out. This example is based on
Law Shipping Co. Ltd v CIR [1923] 12TC621, for further information, see
BIM35455.




Mercia Group Limited The Interaction Between Accounting Standards and Tax

4.17

. Samuel buys a second ship, which is also in poor condition. He paid a
commercial price for the ship, but because of the demand for that type of ship,
the condition is not reflected in the price he paid. Samuel can use the ship and
the repairs are carried out several years later. These repairs will be an allowable
expense. This example is based on Odeon Associated Theatres Ltd v Jones
[1971] 48TC257, for further information see BIM35455.

Discounting

Both FRS 12 and the FRSSE require long term provisions to be discounted where the
effects of the time value of money is material.

HMRC have announced that where an accounting standard requires discounting, tax
relief will only be available on the discounted amount.

Accounting standards require that changes in the provision due to the unwinding of
the discount rate should be shown adjacent to interest payable as a finance cost.

The tax treatment of such costs is at present unclear.

HMRC view appears to be that the tax treatment follows that of the original provision,
in the same way as any other increase in a provision. Therefore if the provision is in
respect of capital expenditure and tax relief is not available there will be no tax relief
on the unwinding of the discount rate.

This indicates, however, that HMRC do not understand the principles of discounting
and therefore the rationale of the unwinding of the discount rate.

In principle, it appears that the unwinding of the discount rate should be allowable for
tax under the Herbert Smith principles. It is generally accepted accounting principles
and there is no specific rule of tax law which prevents relief being obtained.

The treatment may be analogous to the situation where a non-qualifying capital asset
is financed by a loan. No tax relief is available on the capital expenditure but the
interest payable is allowable for taxation. Why not the unwinding of the discount
rate?

Provisions may also increase or decrease during the year because of changes in the
discount rate. These should be charged or credited to profit and loss account in the
year that the rate changes,

Again, since they arise from generally acceptable accounting principles, and there
appears to be no taxation law which prevents them being allowable, these charges
(credits) will be allowable (taxable).
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Example 13

Your client a firm of solicitors has moved out of a rented property during the year to
31 March 2008.

The lease has 10 more years to run at a cost of £100,000 per annum.

The draft accounts include a provision on the basis of Herbert Smith as £1,000,000.
Discuss.

Comments on Example 13

Accounting treatment

It is clear that there is an onerous contract and that a provision is required.

There are 2 problems in relation to the calculation of £1,000,000:

a The provision assumes that tﬁere is no rental income; and

b The provision has not been discounted.

FRS 12 and the FRSSE require discounting where the effect of the time value of
money is material.

The provision of £1,000,000 is therefore not in accordance with GAAP as it has not
been discounted. HMRC have stated that they will only allow tax relief on the
discounted value of provision where discounting is required y GAAP.

Assume that the appropriate discount rate is 5%.

The present value of the provision is £772,174 (i.e. the present value of an annuity of
£100,000 for 10 years @ 5%). :

This is charged to profit and loss account in the year to 31 March 2006,
At the end of 2007 the closing provision will be £710,782, the decrease will be the
£100,000 rent paid in the year and the movement in the provision, £38,608 (5% of the

opening provision} will be charged to profit and loss account.

The charge to profit and loss will be 5% of the opening provision in each remaining
year of the lease (assuming no change in the discount rate!) - .

Tax treatment
If the provision is acceptable under FRS 12 it will be deductible for tax. It will be
necessary to convince the Inspector that the 2 points above have been dealt with in

accordance with FRS 12,

The tax treatment of the unwinding of the discount rate is as yet uncertain.
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HMRC view appears to be that the unwinding of the discount rate follows the original
provision. In this case the £38,608 charged to profit and loss account in 2007 will be
allowable.

Employee Benefit Trusts
The position pre Dextra case

One area which has created a number of problems recently is the accounting and tax
treatment of employee benefit trusts.

A trust is established and payments are made by the company into the trust. The trust
then uses the funds in a number of different ways, e.g. the payment of bonuses, the
provision of loans etc.

The company will seek to make a deduction in the DI computation in respect of the
payments o the EBT.

UITF 13 (and 17) apply to these trusts, and require that where there is de facto control
of the trust by the company, the substance of the transaction should be recognised and
therefore the amount paid to the trust should not be charged to the profit and loss
account, but remain within the company’s balance sheet, until such time as they have
been paid over by the trust.

The HMRC are using the Herbert Smith principle to deny tax relief for such payments
until they have been paid over by the trust, although it appears that the Revenue will
allow a deduction if the trust has paid remuneration within nine months of the
company’s year end i.e. under the normal remuneration mles.

UITF abstract 32, which confirms that the above principles do apply to EBTs and
assumes that there is de facto control by the company.

Example 14

Your client has an EBT into which it has paid £200,000 during the year.
The EBT has paid out £50,000 in the form of bonuses during the year.
Discuss.

Comments on Example 14

There are 3 questions which are as yet unclear:

a Is GAAP tﬁe correct basis for tax purposes?

Given the absence of specific tax legislation on EBTs, it would appear
following Herbert Smith that GAAP should be followed for tax.
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b Is there de facto control?
Under UITF 32 there is a rebuttable presumption of control.
It is likely to be difficult to rebut the presumption.
c Does the treatment apply to small companies following the FRSSE?

The FRSSE specifically states that a small company following the FRSSE does
not have to follow UITF 32.

However the Revenue are advised (according to Tax Bulletins) that the
treatment under is appropriate for small companies following the FRSSE.
Firstly this is because the UITF is simply a specific application of the general
principle of FRS 5 which requires the application of the substance of the
transaction. FRS 5 is firmly included within the FRSSE. The second argument
that the Revenue would use is that the FRSSE itself states that:

H e preparers and auditors should have regard to SSAPs, FRSs and UITF
abstracts, not as mandatory documents, but as a means of establishing current
practice.”

On that basis the Revenue will disallow on the same basis whether following
the FRSSE or not. Their interpretation has not yet been challenged, and the
specific exemption from UITF 13 introduced by the version of the FRSSE
effective from 23 March 1999 may turn out to be as effective for tax purposes
as it is for accounting. :

Since the EBT in this example is a remuneration based trust it is possible that a
deduction may be available based on payments by the trustees, but it should also be
borne in mind that the nine months rule for the payment of remuneration may be
relevant,

Post Dextra case

The position on newer EBTs is now relatively clear but the Dextra case result raises
serious doubts about the deductibility of older EBTs.

Related party disclosures — FRS 8 and FRSSE

The standard relates to disclosure only and, in theory, therefore has no relevance for
taxation.

However, it is well known that the disclosures included in the accounts under the
related party rules can and do prompt questions from the Inspector concerning
transactions and, in particular, directors’ loans which are taxable under $419 Taxes
Act 1988, :

The argument is, of course, that for most companies, the only disclosures required by
FRS 8 or the FRSSE should already be required by the Companies Act 1985 and
therefore the standards do not increase the risk of such enquiries.

There are a number of points in connection with 419 and related issues which are
worth making at this point:
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a There is a requirement to notify liability to S419 within 12 months after the end
of the accounting period. Failure to make such disclosures attracts a penalty of
up to 100% of the tax due. The inclusion of the information in the accounts,
whether under CA 1985 or accounting standards can be said to automatically
achieve the requirement to disclose.

b There appears to be a reluctance on practitioners to make the disclosures for
fear of generating a S419 liability. This should be resisted since there is no de-
minimis limit for directors’ loans disclosures under the Act [and you cannot
therefore plead that it was not material]. There is also a statutory duty for the
auditor to disclose the information in his audit report if the client does not
include it.

c Many loans are rectified by dividend and bonus. That does not, of course
remove the disclosure requirements, since CA 1985 requires disclosure where
there was a loan at any time during the year. There will be a “Nil” balance, but
there will still be the maximum amount outstanding during the year to be
disclosed. Clearly FRS 21 has restricted the ability to use a dividend in this way
and a bonus may only be deducted if it meets the definition of an Obligation.

d There is evidence that many overdrawn loan accounts were “rectified” by
backdating dividends and bonuses such that the balance is cleared. This was a
dangerous practice since HMRC may consider that it is frandulent!

€ One of the areas which has caused problems in the past is when is PAYE due on
a bonus?

In general terms PAYE is due when the bonus is made available to the director.
This may be when the bonus is paid or when accounts are approved with the
bonus having been credited to the directors’ loan account.

To avoid potential problems in relation to PAYE having been paid late, it may
be sensible to credit provisions for bonuses to provisions for liabilities and
charges rather than individual directors’ current or loan accounts in the financial
statements.

Provided that the bonus is then paid within 9 months of the year end, it is
allowable for corporation tax purposes.

PAYE can then be accounted for when the bonus is made available i.e. at or
near the date of approval of the accounts and not at the year end.

The Inspector is unlikely to raise a 8419 assessment since the loan account has
been cleared shortly afier the year end.

The disclosure issue remains, of course, since the bonus has not been credited to
the loan account. The loan account remains overdrawn and should be disclosed.

A note that the loan has been or is to be cleared by way of bonus shortly after
the year end should be sufficient to satisfy the Inspector that a 8419 assessment
is inappropriate.
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As indicated above, the note that the balance existed at the year end satisfies the
requirement to disclose potential 419 liabilities.

The note that the loan was or was to be cleared confirms that an assessment is
unnecessary, although the Inspector may question when the bonus was actually
paid or credited to the loan account and when PAYE was paid.

Under CTSA you will also need to bear in mind the following points:

a 8419 assessments are self assessed for accounting periods ending on or after 1
July 1999. Advisers need to be careful to ensure that they have appropriately
dealt with liabilities due, and in particular reliel due under S419(4) so that
credit for loans repaid is not taken too quickly.

b The question of transfer pricing and its application was in the past only an issue
when triggered by an enquiry from the Inspector. Now the underlying
presumption is that the transfer pricing rules have been applied and the
requirements of TA 1988 are that an arm’s lengih basis is used for all
transactions between connected persons where a UK tax advantage would
otherwise be obtained. '

This means that transfer pricing could be an issue between UK corporate and
non-corporate connected entities (given the different tax regimes) as well as the

more normal international areas.

FRS 8 and FRSSE disclosure may therefore trigger questions along these lines.

Accounting for taxation including deferred tax

5

5.1 Introduction
In this section of the notes we link the tax computation and the amount agreed with
the HMRC and the accounts. This involves a review of FRS 16 — Accounting for
Current Tax and FRS 19 — Accounting for Deferred Tax. '

5.2  What is current tax?
Current tax is defined as “the amount of tax estimated to be payable or recoverable in
respect of the taxable profit or loss for a period, along with adjustments to estimates
in respect of previous periods.”
The current tax charge will be tax on the profits chargeable to corporation tax for the
current period as defined above, plus or minus any adjustment made to the provision
for previous years.

5.3  Accounting for current tax

There are 2 issues in accounting for current tax:

a At what rate should the tax be charged?
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FRS 16 requires that current tax should be measured at the amounts expected to
be paid (or recovered) using the tax rates and laws that have been enacted or
substantively enacted at the balance sheet date.
Note that in practice this could mean two tax computations:
. One for the accounts using the rate ruling at the balance sheet date;
. The other for the Inland revenue.

b Where in the financial statements should the tax be charged?
Current tax should be recognised in the profit and loss account for the period,
except to the extent that it is attributable to a gain or loss that is or has been
recognised in the Statement of Total Recognised Gains and Losses (STRGL) in
which case the tax should be recognised in the STRGL.

Example 15

Company acquired a freehold property on 1 January 1992, for £100,000.

It was revalued to £150,000 on 31 December 2002,

It was sold for £180,000 on 31 December 2008.

What are the entries required in the financial statements in 2002 and 2008.

Assume that the property is not depreciated as the residual value is at least equal to
cost.

Comments on Example 15

Tax Accounts
Accounfing for revaluation 2002 '
Revaluation 150,000
Cost ' 100,000
Revaluation Surplus to STRGL | | 50,000
Tax on revaluation _ | . Nil
Deferred tax on revaluation - Nil
Disposal in 2008
Profit on disposal
Proceeds 180,000
Carrying value . _ . 150,000
Profit (in P&L as exceptional item) _ o 30,000
Tax on disposal -
Proceeds 180,000
Cost 100,000
Unindexed gain 80,000
Indexation allowance 4,000
Taxable gain 76,000
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Sponsored by:

Sense Financial Solutions was founded in 2004 and offers independent financial advice to both private
clients and companies in the East Midlands and South Yorkshire regions including the major
conurbations of Derby, Leicester, Lincoln, Northampton, Nottingham and Sheffield.

Sense Financial Solutions believes that we can work most effectively to plan long term strategies for
our clients by liaising with their tax advisers and accountants. By working together with professional
partners we can provide our clients with the best possible advice, ensuring that there is no
inconsistency in the impact of that advice and that their finances, whether personal or business, are
being properly managed.

This partnership approach has proved to be very successful. It has helped our strategic partners in the
tax and accountancy sector identify new markets, add value to their core services and develop
existing relationships within their client bases.

For more details of how Sense Financial Solutions can assist you contact them at:
Sense Financial Solutions Ltd
Beeston Business Centre, Technology Drive,
Beeston, Nottingham. NG9 2ND
Telephone 0115 9227107
www.itmakessense.net
sendmeinfo@itmakessense.net
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