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Contractors must decide what their spouses are worth in income shifting proposal

What's your spouse worth to your business?

That is what contractors must decide in the proposal for a law on income shifting which the Treasury published today.

Revenge for Arctic Systems

Last year HMRC lost its case in the House of Lords in which contractor family company Arctic Systems was to be penalised for sharing dividend income
between husband and wife. When the Law Lords said that the Revenue couldn't get away with this, the Treasury stepped in to change tax law so that such
sharing would not provide tax advantages.

What the New Proposal Says

Under the terms of the new proposal, the Treasury is asking contractors to value the worth of their spouses contribution to the family business. The
Treasury says that you value what your husband or wife does, and you pay dividends accordingly.

The problem of course is that there is no sure way of making such a valuation. Take the example of a family where one member does the Web site. Some
people get paid very little for doing a Web site; others get paid mega money. How is a contractor supposed to decide? And we all know that the Revenue has
no more of an idea than anyone else about this.

How To Do It?

''What's the rate for the job?'' asks Bill Dodwell, a partner in the tax practice at the London office of consulting firm Deloitte. ''The practical application of this
new law is very difficult to work out.''

Dodwell points out that the measure will certainly lead to extensive debate, and possibly to a series of court cases. ''The
principle is that you have to ensure that each party receives something commensurate with what they do--well, that is a
fair principle in theory. It is difficult to see how else the Treasury could have approached this. So the theory sounds fine,
but in practice there is no way to establish a fair price for spouse contributions.''

Do We Need This?

To be sure, the Treasury insists that such a measure is urgently required. The Treasury believes that about 300 million
pounds in tax are being lost through this form of alleged avoidance. (The methodology behind this estimate is hardly credible, but never mind).

Here is how the Treasury claims it works. ''Nina and Charlie work together in a business, but Nina earns all the income. They each buy 50 shares in an off-
the-shelf company. The business makes £60,000 of profit (ed. post corporation tax) in its first year and, in order to reduce her tax liability, Nina decides to
distribute all of the profit to the shareholders, Charlie and herself, as dividends. They each receive £30,000 in dividends although Charlie has not contributed
directly to the generation of the business’s income. There is no income tax charge on the dividends received because neither individual is a higher rate
taxpayer. If Nina had paid all of the dividends to herself, she would have had a tax liability of £6,039. Alternatively, if Nina had traded as a sole trader, she
would have had a personal tax liability of £15,414.

But the key phrase of course is ''Charlie has not contributed directly...'' Has Charlie really not done anything? What does Charlie do? Is it entirely worthless, or
perhaps worth a little something? Perhaps worth more?

Thanks to this new law, we will all have the opportunity of playing this guessing game.

The London-based Professional Contractors Group has already come out strongly against the proposal, and it is sure to be followed by the Federation for
Small Business, and many other trade organisations.

''Contractors a key element of our productive economy. Will the tax income earned be worth the loss in competitivity and
productivity?'' Dodwell asks.
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Last year HMRC lost its case in the House of Lords in which contractor family company Arctic Systems was to be penalised for sharing dividend income
between husband and wife. When the Law Lords said that the Revenue couldn't get away with this, the Treasury stepped in to change tax law so that such
sharing would not provide tax advantages.

What the New Proposal Says

Under the terms of the new proposal, the Treasury is asking contractors to value the worth of their spouses contribution to the family business. The
Treasury says that you value what your husband or wife does, and you pay dividends accordingly.

The problem of course is that there is no sure way of making such a valuation. Take the example of a family where one member does the Web site. Some
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no more of an idea than anyone else about this.

How To Do It?

''What's the rate for the job?'' asks Bill Dodwell, a partner in the tax practice at the London office of consulting firm Deloitte. ''The practical application of this
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fair principle in theory. It is difficult to see how else the Treasury could have approached this. So the theory sounds fine,
but in practice there is no way to establish a fair price for spouse contributions.''

Do We Need This?
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