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Capital Gains Tax Reliefs 

for Individuals

July 2002

The tax legislation offers a large number of “tax breaks” for individuals who wish to reduce or eliminate their Capital Gains Tax (‘CGT’) liabilities.

This Guidance Note gives a brief synopsis of the main reliefs for the tax year ending 5 April 2003 (2002-2003).

If you have incurred a Capital Gain during this year or expect to incur one later in the year, you may find here some constructive ideas for mitigating the position.

ANNUAL EXEMPTION
The first point to bear in mind is that everyone is entitled to an Annual CGT Exemption of £7,700.  It obviously makes sense to try to use this exemption each year.

For instance if you have a portfolio of investments you may decide to sell some of these to make use of the Annual Exemption.  If you want to buy them back after making the gain you need to have regard to the “bed and breakfast” rules mentioned below.

Investors, and possibly their spouses, with quoted portfolios who pay 40% income tax can make a strategic series of investments in zero rate preference shares, to achieve a structured and repetitive utilisation of this exemption, but it is necessary to consider carefully whether these are a satisfactory investment in their own right.

CAPITAL LOSSES

Capital Losses can be carried forward indefinitely for set-off against Capital Gains of future years.

It is easy to overlook the fact that you have unused capital losses, perhaps from many years ago.  For instance, you may have sold a time-share at a loss, or you may have been involved in an unsuccessful business venture.  Even if you did not claim the Capital Loss at the time, it may still be possible to submit a late claim.

In certain circumstances, it may be possible to claim a Capital Loss in connection with a loss made by you on a loan to someone else in business or on a guarantee given in connection with someone’s trading activities.

“NEGLIGIBLE VALUE” CLAIMS
If you have an asset which has fallen very substantially in value, you may be able to make a Capital Loss claim, even if you still hold the asset.  An example might be a holding of shares in a company which have become worthless over the years.

If you give us information about any holdings of this kind, we can advise further.

BED & BREAKFASTING
This is a very useful way of optimising your CGT position on shareholdings, but certain rules must be borne in mind.

You may wish to use this technique in order to realise a gain, so that you do not waste your Annual Exemption for a particular tax year.  Alternatively, you may wish to realise a Capital Loss for offset against gains of the same year.

Assuming that you do not wish to dispose of the shares altogether i.e. you still regard them as a good investment, you can adopt one of the following procedures:-

1. Sell the shares, but – if you have a PEP or an ISA (see below) – arrange for the PEP or ISA to invest in an equivalent holding.  You cannot actually transfer your holding into the PEP or ISA.



2. Sell the shares and buy them back after a 30-day gap (to overcome the anti-avoidance rules).


3. Sell the shares and persuade your spouse to buy an equivalent holding.  Again, both these transactions must be in the market.  It is inappropriate to take a short-cut and transfer the shares directly to your spouse.

CLAIMING RELIEFS

There are a number of specific reliefs which may be claimable by a person who has made a Capital Gain.

(a) Retirement Relief.  If the gain relates to an asset used in your business or to shares in your personal trading company, you may be eligible for Retirement Relief.  You must be aged 50 or more, or you must be retiring due to ill-health.  There are many other conditions to be met in order to qualify, and we shall be happy to advise if you consider that the Relief may be available to you.  The maximum relief is £125,000 for 2002-03.  It ceases to be available on disposals after 5 April 2003.


(b) Rollover Relief.  If you have disposed of an asset used in your business, e.g. trading premises, it may be possible to defer the tax liability on the Capital Gain by reinvesting the proceeds in another business asset.  There are detailed rules and time-limits which apply to this relief.

(c) Enterprise Investment Scheme – Reinvestment Relief.  You can defer paying the tax on your gain by investing an amount which is at least equal to the gain in a “qualifying” unquoted trading company.  This company may be operated by yourself or by a relative, or by a third party.  The reinvestment must normally be made within 1 year before the disposal or 3 years after the disposal.  A number of conditions must be met in order to qualify for this relief, and the company will not qualify if it carries on certain “excluded” trades.



(d) Venture Capital Trusts.  This is another type of investment in which you can acquire shares, and defer your liability to tax on a Capital Gain in a similar manner to (c) above, provided that various conditions are met.



(e) Holdover Relief.  This valuable relief is available to an individual who gives away a business asset to another individual or to a trust.  “Business asset” includes the following:-

Property used for trading purposes.

Goodwill.


Shares in a trading company if the transferor can exercise at least 5% of the voting rights in that company.

This relief is available only if both parties elect for it.  In these circumstances, the transfer will be deemed to occur at market value, but the gain will be deferred until the transferee disposes of the asset in due course, and the liability will fall on the transferee, not the transferor.  An example of this relief appears in the Appendix. 

INDEXATION ALLOWANCE
This is an allowance which can be set against a gain to ensure that the inflationary element of a gain will not be taxed.  It ran from March 1982 until April 1998, and can still be taken into account up to April 1998 for a disposal occurring currently.  It should be noted that Indexation Allowance cannot convert a capital gain into a capital loss.  If the Allowance exceeds the gain, then the gain is reduced to nil.  Also, if there is a capital loss before applying Indexation Allowance, the loss cannot be increased to take account of the Allowance.

TAPER RELIEF
This relief was introduced in April 1998 in conjunction with the freezing of Indexation Allowance at April 1998 for individuals and trustees and the phasing-out of Retirement Relief.

The relief works by progressively reducing the amount of the gain chargeable to Capital Gains Tax, so that the taxable gain becomes lower in line with the length of the period of ownership.  If a non-business asset has been held for 10 years or more, the maximum rate of tax is 24% (not 40%), and if a business asset has been held for 2 years or more, the maximum rate is 10% (not 40%).

This is a valuable relief, but the rules are very complex and we shall be happy to advise further, in the light of your own particular circumstances.

ADVANCE PLANNING
The comments set out above assume that you have already realised a substantial gain and are seeking ways of reducing or deferring the tax liability.

However, if you are about to make a new investment and believe that a large Capital Gain may arise in due course, there are a number of measures which you can take at the outset in order to save tax in the long-term.

We give below three specific suggestions in this connection.

PERSONAL EQUITY PLANS (“PEP’S”)

These are savings plans in quoted shares operated by an authorised fund manager.  Any sale of the shares within the fund is free of Capital Gains Tax on disposal.  It is not possible to make a new subscription to a PEP (this ceased to be possible after 5 April 1999), but you may be able to get the fund manager to invest your existing funds in a specific equity, rather than buying it yourself, thus eliminating any future liability to CGT on disposal in due course within your PEP.

INDIVIDUAL SAVINGS ACCOUNTS (“ISA’S”)

These are similar to PEP’s, and replaced them from 6 April 1999 onwards.  A similar technique for saving CGT on new investments can be adopted, along the lines suggested above.

SPREADING SHARES AROUND YOUR FAMILY

As mentioned, earlier, every individual is entitled to an Annual Exemption for CGT purposes, currently £7,700.

Thus, a husband, wife and two children have the ability to “shelter” Capital Gains totalling £30,800 in 2002-03, and similar amounts in other years.

It can therefore make sense to spread shares around the family, instead of concentrating all investments in the hands of one member of the family, as often happens in practice.

This idea works best for new investments, especially in a family company which is expected to grow significantly in value in the future.  You could give money to your spouse and or/children, from a settlement, perhaps to invest in appropriate shareholdings.

If the investments in due course produce large Capital Gains they can be offset by the Annual Exemption and any “unsheltered” gain will probably bear tax at a lower rate than it would have done in your hands.

If you transfer existing shareholdings to your children, this will be a disposal at market value for tax purposes and may give rise to an immediate gain in your hands, subject to a possible claim for holdover relief: see above.

However, it would be possible to transfer an existing holding to your spouse in order to take advantage of the potential future tax savings mentioned above, since transfers between husband and wife can be made on a tax-neutral basis.

If you are thinking of making transfers to your minor children, you may need detailed advice from us, since any future income on the shares will be taxable on yourself until a child becomes 18, and matters need to be carefully planned.

SUMMARY
There are numerous methods for mitigating Capital Gains liabilities, and the appropriate method will depend on your own particular circumstances.

It should be borne in mind that saving tax is not the only consideration when making or realising investments.

For instance, if you are considering using an ISA in order to save tax, you need to appreciate that you will suffer costs levied by the fund administrator, and you will lose a certain amount of flexibility compared with owning the shares yourself.

Also, if you are considering carrying out a bed and breakfast transaction, whereby you sell the shares on one day and buy them again a month later, you will obviously be “at risk” for any movement which occurs in the share price during that 30-day period, so that you may have to pay a higher price for the shares when you buy them back, compared with the sale proceeds which you received one month earlier.  Conversely, this idea tends to work well in a ‘bear’ market!

FOR GENERAL INFORMATION ONLY

This note is intended for general guidance only. There may be additional considerations that need to be taken into account in certain cases. If you require further information, we will be happy to provide more detailed advice based on your particular circumstances.

If you require further information please contact us.

APPENDIX
EXAMPLE OF HOLDOVER RELIEF

Fred owns a freehold office building which he lets to his family trading company.

In June 2002, he gives this to his son, George, aged 25.  

The value is £180,000 at the time of the gift

	Original cost to Fred June 1998
	£140,000

	Deemed proceeds June 2002
	£180,000

	
	

	
	

	Gain
	£40,000

	
	

	
	


The “base cost” for George to use on a future disposal will be £140,000 (if relief is claimed).

It should be noted that it may be better (depending on Fred’s precise circumstances) to transfer the property to George at an undervalue, rather than as an outright gift.  This would enable Fred to make maximum use of the Annual CGT exemption (currently £7,700) as well as Taper Relief, and a holdover relief claim could still be made in respect of any remaining gain.


