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THE TAXPAYER'S TALE1
Professor Peter Willoughb1'

Professor Peter Willoughby examines the issues which arose in his appeal against

assessments made by the UK Inland Revenue'

'He shall have merely justice' and his bond'
(Merchant of Venice, Act IV, Scene l,line 339)'

,Then shall stand up in his estate a raiser of taxes in the glory of the Kingdom;

but within a fewiays he shall be destroyed, neither in anger, nor in battle'
(Daniel I I :20).

Litigants who comment on their own litigation inevitably do so subjectively. while

eveiy attempt will be made to be objective, readers should make allowances for the

author's inevitable subj ectivity.

The Willoughby case began with a letter from the taxpayers to the Special

Investigatioi Section of th-e United Kingdom Inland Revenue in March 1991. This

letter eiplained the background to investment savings held in three personal portfolio

bonds *iirh were part o1a long+erm retirement savings plan which began in l9'79 '

The litigation did not end until the decision of the House of Lords was announced on

1Oth Jul-y lg9'7 .Itwas thought that the matter was not yet entirely closed because the

taxpayei had made a numbJr of complaints to the Adjudicator, Elizabeth Filkin, and

heireport was expected later in 1998. However, the Revenue have agreed to repay tax

to all the aggrieved bond holders and therefore much of what was needed to be
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achieved for bond holders who used bonds as a genuine alternative (and ultimately

taxable) pension urrurr!.rn.nt, has been achieved' The taxpayer has withdrawn his

ro-pruirir and the ChJirman of the Board of Inland Revenue has apologised in most

gracious terms. Since then the Inland Revenue have published a Press Release No'38

iiiif, Mu*fr 1998) following the 1998 Budget Speech-in which personal portfolio

bonds are referred to uJ a"tlirred primarily for tai avoidance purposes"' The Budget

itself contains some frursh uni retrospectivl proposals which, if implemented without

fund holders being given a chance to convert iheir bonds to the managed tlpe will

have monstrously unfai. 
"onr.qrr"nces. 

A possible way forward is indicated at the

end of this article.

Following the decisions respectively of the Special Commissioner in March 1993 'Ihe
Court of Appeal in p"..-U.t l99i andthe ilouse of Lords in July 1997, there have

been a large number of articles written about various aspects of the case' Very few

of these have attempted to cover all the legal issues raised by the case' Several recent

arlicles following the decision of the House of Lords have failed to state the facts

correctly (two inveni"d rr"* 'facts'), failed to state the law correctly and failed to

emphasise the most imfortant part ofthe House of Lords decision which concerned

the meaning of tax avoidun.". it should be added that, as has not been made clear in

many articles, those who have used private porlfolio bonds (or managed portfolio

bonds) as part of wideriax ptan rirrg r.h.rn.r, ruch as putting them into trust to avoid

inheritance tax and i""o*. tax aftir the death of the bond holder settlor in reliance

upon the so-called 'J"uJ t.ttfor' loophole in section 547, ate not covered by the

decision in the House of Lords inthe Witloughby case and maynot be able to rely on

the section 741 escape clauses should the R"i"tt t" decide to apply section 73 9 in their

cases to post-26th November 1996 bond income. The 1998 Budget proposals

mtrra.a a provision to cancel the tax advantages of putting bonds into trust'

Although this was, in the writer's view, unnei"rrury_ this proposal cancels. a

provocativeta*pta,'ningsch"m"yhi.lcannotreasonablyhavebeenwithinthe
intention of parliament #n.n the 1984 chargeable events regime was enacted'

This article attempts to put the record straight on the facts, the law and the public

poll.V irr""s. It is divideh into three parts. Fiist, the facts are sulnmarised' second the

legal issues ur. .*ptuin.d and, third, public policy considerations are considered in

outline. It should be said that tiris case is not mereiy a tax case; it has exposed serious

shortcomings in trr" oflrutionul procedures of the lnland Revenue' lack of sound

judgment on the part of the Boari of Inland Revenue in pursuing a very weak case

and flagrant OisregurJ of tn. intention of both Parliament and the Board of Inland

Revenu-e itself when the legislation was first enacted in 1936' As a consequence many

individuals fruu. U."n-*t"ongly assers.d to income tax, an issue conceded by the

Inland Revenue in u Press Ri"ur" issued on 18th December 1997' Since then the

Revenue have ignorJthe unanimous decision of the House of Lords that the use of

p..r"""r portfo"lio b*;, as part of a long termretirement.arrangement is not tax

avoidance unO u*orrn."J *rrug. legislatiorito render personal portfolio bonds wholly
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impracticable. This is disturbing, particularly as the House of T,ords referred to the

Revenue's argument that their use was tax avoidance as "absurd".

The facts

The taxpayers, Professor and Mrs Willoughby, have spent the greater part of their

workinj lives in developing countries in non-pensionable_ employments' In 1979 the

taxpayis became u*ui" oi qualifying l0+ policies and life insurance bonds which

provided a means of saving ior r"tit"m"nt which, for an expatriate, could achieve

some of the advantages of ietirement annuities or personal pensions which are only

available to United Kingdom residents.

In November 19g3 the Revenue issued a Press Release which explained how offshore

life insurance bonds would be taxed under legislation which was enacted in the

Finance Act 1984 (see Schedule 15). In July 1986 Professor willoughby retiredfrom

his post as Professor of Law wittr the University of Hong Kong and received a lump

sum pro,rident fund payment from a Hong Kong Revenue .approved 
retirement

scheme. Acting on udii.., this was investeJin a series of life insurance bonds with

Royut Life Intirnational of the Isle of Man in the taxpayers' joint names Tl'
intention was that the taxpayers would be liable to income tax on all gains made

within the bond at matuiity after twenty years or on earlier withdrawals which

exceeded 5oh per annum of ihe initial premium. If it had been possible to place the

lump sum in a ur uur"a tu" exempt retirement fund to which the taxpayers could

have contributed from their 'relevant income' on returning to work in the UK, which

at retirement produced a taxable pension, they would have done so'

In 1989 and 1990 three qualifying l0+ policies matured to produce tax exempt funds'

The taxpayers had un opiiol to eitend ihe policy for a further ten years with the same

tax exempt benefits at riaturity. Again acting on advice, the taxpaJers did not exercise

their option but transferred tire uiderlying investments from the 10+ policies into

further life insurance bonds with Royal Life. The reasons for doing this were to

obtain greater investment flexibility, administrative convenience and lower charges

when investments were changed.

In investing in a total of three personal portfolio life insurance bonds, the taxpayers

relied on tf,e Inland Revenue Press Release of November 1983 and the 1984 tax

regime which provided for the taxing of bonds on gains when realised (see now

section 553 Taxes Act 1988). Th;1984 regime ensured that all gains would

eventually be taxed in full at higher rates if appropriate'

In about 1990 the taxpayers became aware that the Revenue were planning to attack

insurance bonds as tax-avoidance schemes. In March 1991, Professor willoughby

wrote to the Revenue with a full explanation of the bonds and explained that they
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were intended as a bona fide long-term retirement arangement which would

eventually be taxed. A clearance was requested but refused in a letter from the

Revenue sent some three and a half months later'

After a long period of delay, various assessments were made on the taxpayers under

sections 4i8 and i39 Tixes Acts 1970 and 1988. They appealed against the

assessments to the Special commissioner. The hearing of the appeal was in January

1993 and lasted almost four days. The taxpayers raised alarge number of legal issues

and a decision was given in their favour in March 1993. The Revenue appealed to the

court of Appeal wiere they were defeated 3 -0 and then to the House of Lords where

,h"y *.r"'defeated 5-0. There was no appeal to the High courl which was

leapfrogged.

Breach of the Convention on Human Rights?

In correspondence before the assessments were made the Revenue explained that the

lu*puy.r, t ud 
,unwittingly' bought into a tax-avoidance scheme, a somewhat unusual

concept! The Revenu."ruppott.O their argument by referring to two unreported and

confidential decisions of'ttre Special Commissioners. A request for copies was

refused although a brief ,,r,,'*uiy of what the Revenue thought was important was

pr""iO.a puli details of the ficts together with the reasoning of the Special

Commissioner were refused. Even on the basis of the Revenue's brief summary it was

clear that the two decisions of the Special commissioners' were readily

distinguishable. In passing it is interesting to consider. whether' by relying on

unpublished una .on'nJ.ntial material which was not available to the taxpayers' the

Revenue are in breach of Article 6 of the European Convention on Human Rights'

ihis 
"atts 

for equality of arms, this is to say both sides must have access to the same

information. e yea, o, ,o uft., the decision of the Special commissioner in the

Wiloughby.ur., ,.i*s of decisions of the Special Commissioners started to be

pubtsf,ed. Whai, however, is to become of the numerous decisions prior to the date

when publication began? Are these now to be published or should there be a public

shredding to 
"nrr,r.-lompliance 

by the Revenue with Article 6? It appears that

reliance on these unpublished decisions could cause serious problems for the Inland

Revenue if the matter is referred to the European coutl at some future date'

The legal issues

The legal issues raised by the taxpayers were as follows:

(l) Does the anti-avoidance section 739 Taxes Act 1988 (previously section 478

ofthetaxesActlgT0)applytoatransferofassetstoanon-residentbya
non-resident?
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(2) Are the courts entitled to refer to the intention of Parliament at the time when

the legislation was first enacted?

(3) Does section 739 apply only to United Kingdom assets which are transferred

abroad but not to 
-fbreign 

assets which have never been brought into the

United Kingdom?

(4) Does section 139 apply to income arising within an insurance bond which is

subject to a specific^code of tax relieving rules (sections 539 to 554)?

(5) Does an assessment under section 739 result in double taxation when gains

are assessed under the special regime enacted in I 984 (sections 539 to 554)?

(6) Does the deferment of liability constitute avoidance of liability for the

purposes of section 739?

(7) what is the meaning of tax-avoidance for the purposes of section '7 41(a) and

(b) which provide defences to section 739 assessments?

(8) Is income which arises in a bond issued by an Isle of Man insurance company

exempt by virtue of the Isle of Man double taxation treaty with the United

Kingdom?

These eight legal issues will now be considered in more detail, together with the

questlon"of tnJrelevance of the taxpayers becoming non-resident again'

The first issue: transfers between non-residents

The legislation which has become section 739 was first enacted in 1936 (see section

18 Finance Act 1936). The intention was to discourage wealthy resident Rritish

,rro1".t' from transfening their united Kingdom assets to offshore companies or

trusts abroad and being u6l. to continue to enjoy the benefit of these assets without

United Kingdom tax liabilitY.

The Inland Revenue argUed that the section was, as a matter of construction, intended

to apply to transfers -iJ" UV individuals.at a time when they were not resident in the

united Kingdom. rrr. sp..iut commissioner, three court of Appeal judges.and five

Ho'," of L"ords judges were, however, unanimous in saying that the section, as a

matter of constructlo"n, Oia noi extend to a transfer made at a time when the transferor

was non-resident. The House of Lords pointed out that in the Hansard tepott of the

debate in the House of commons in 1936 itwas made clearby the Financial Secretary

to the Treasury ttrat ihelection only applied to transfers made by residents' Although

never mentioned in the coutl pro...dittgt, the briefing notes prepared by the Board



re Taxation Review, Volume 8, Issue l, 1998

of lnland Revenue for use by ministers in both the House of commons and the House

of Lords debates in 1936 tnuo. lt clear beyond doubt that it was never the Revenue's

intention to apply this legislation to transfers made by non-residents' For example,

on page 5 of the 
-noard's"grridance 

notes for use by ministers in the House of Lords,

the Board of lnland Revenue stated:

'It should be noted in particular that the charge under this clause applies only

to individuals who aie ordinary residents in this country and in respect of

transfers of assets which they made while ordinarily resident in this country''

The position is further confirmed in correspondence between the Board of lnland

Revenue and the Treasury in 193 8. It followi, therefore, that both Parliament and the

Inland Revenue never intended the legislation to be applied to transfers made by non-

residents. Nevertheless, some timein the late 1950s or early 1960s, the Revenue

evidently decided to give the legislation a wider construction directly contrary to their

o*r, poti.y, as explained to miristers, and the intention of Parliament, without first

goi"j Uu.i'to parlia;;nt to get the law changed. It therefore appears that tax has

fieericollected for between ihirty and forty years under either a deliberate or an

extremely careless misinterpretation of the iegislation. This^could result in a large

number of claims against the Revenue for repayment of tax, with repayment

supptements (tax freJinterest), that has been wrongly assessed, under the principle

of"qrrituUt.restitution.TherelsrecentHouseofLordsauthorityforthis inWoolwich

Equitabte Building Soctety v Commissio-ners of Inland Revenue [1989] AC 70'

Reference should atro be made to David securities Pty Ltd v Commonwealth Bank

if Austratia llgg2l24 ATR 125 where the High court of Australia decided that

payments -ui. und., a mistake of law shotldprimafacie be recoverable.

The amendment made by the Finance Lct 1997

In Novembe r L996 it was announced that section 739 was to be amended so that it

could apply to a transfer made at a time when the transferor is non-resident (section

B1 Finance Act 1997). Section 739 was also amended to make it clear that it can

apply where there is an intention to avoid a tax other than income tax, for example

inheritance tax. Many advisers have misunderstood this second amendment and have'

for example, stated that the section can apply in cases,where there is no tax-avoidance

purpose.'That is not correct. Ifthere is no tax avoidance purpose in relation to any

tax, section 739 cannot apply whether in its old form or its new form because the

section 7al@)anO 1U; aeiences, which are explained below, will apply. The Board

of lnland Revenue isierfectly entitled to invile Parliament to change the laws but

surely it should huve a'dmitteditrat it had in the past interpreted the legislation "g"iltj
Parliament's intention and not merely imply, as it did in the Press Release REV 17

issued on26thNovember 1996 thatsection iy nuanot been achieving its intended

effect. Also it should not have asked Parliament to change its mind by legislation
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while the litigation in the willoughby caseis now complete, the background to what

is now section 739 mayhave been instrumental in persuading the Inland Revenue to

refund tax wrongly assessed under the section ind its predecessors' It may be'

however, that repayment will have to be made to others, that is to say not merely.to

uggri.u.A bond hoiders but also to others who have been wrongly assessed at earlier

dates in relation to quite different issues. In these cases the Revenue might refuse

payrnent on the gro"nJ irrut tax paid has been assessed in accordance with existing

practice. The HansarJr"pott of tite debate on the Finance Bill 1997 for 18th February

iWl ,"ports Mr Jack, it'. fr.ututy minister, as saying that the amendment 'clearly

restates the current porition'. Whiie this was strictly correct, Mr Jack did not explain

that the 'current position' was based on Revenue practice which was not only contrary

to the original intention of Parliament but also contrary to the original intention and

p"ii.V 
"fifre 

Board of lnland Revenue. It was therefore a very wrongful practice

which Mr Jack and the then conservative Government should not by implication to^

have supported. Any claim for repayment will be based on the equitable lemedv 9.f

restitution for unjust enrichmenl which has no statutory time limit (delay will,

however, bar an equitable claim) and, therefore, this background will be of great

importance in o"mon.trating the inequitable behaviour of the Inland Revenue' In

fairness to the Inland Revenu"e it shouli now be said that their press release issued on

l gth Decemb er 199'7 concedes that in most cases involving bond holders tax will be

repaid. The good intentions of this press release have unfortunately been largely

reversed by the Press Release (No'38) issued on 17th March 1998'

There is one further point which should be made in relation to the amendment made

to section 739. Itls ihat the Inland Revenue proposed the change before- the 
.aPnlal

to the House of Lords inthe Lltilloughby case hud .u"n been set down for hearing' let

alone decidedl ln the debate on the Finance Bill referred to above, Mr Jack declined

to discuss the l4tilloughby case 'for subjudice reasons'. In saying this Mr Jack was

entirely incorrect. aiut. is not subjudice merely because it is subject to an appeal'

it is subjudice before the initial trial when public comment might influence witnesses'

Hewasquitefree,therefore,tocommentbothinsideandoutsidetheHouseof
Commons.

Thesecondissue:therelevanceofParliament'soriginalintention

It was established in the case of pepper v Hart t19931 AC 593 that where legislation

is ambiguous it is termissible to consult the official Hansard report of a debate.to

discover the intention of Parliament. In the wittoughby case the special

commission"r, t uuirrg ;."id"d tt ut section 73g did not apply to a transfer made when

a transferor was non-resident, went on to say that if he had any lingering doubts these

were resolved by consulting Hansard'
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In contrast, the Court of Appeal thought that the words used by Parliament when the

legislation was first enact;d'were supefseded by acceptance_by Parliament of the

laier decisions of the courts'. In the view of the Court of Appeal, this later acceptance

was implied because the income tax legislation had, since 1936, been consolidated

twice and considered in relation to an amendment to section 739 which was not

relevant to the facts of the willoughby case. This, their lordships thought, had given

Parliament opportunities to amend the section if it was felt that the courts had

interpreted it incorrectly. The Court of Appeal therefore created a fiction which' with

great respect, is somewhat artificial'

If the approach of the Court of Appeal is correct the scope for use of Pepper v Hart

i, ,.u.i"ly restricted. The UK hut ..gulut consolidations and if ambiguous and

uncertain areas in existing legislation aie not reviewed by Parliament and amended

when tax legislation is coisolidated, resort to what was said when the provision was

originally enacted is apparently barred'

There are a number of fundamental objections to the approach taken by the court of

Appeal in declining to have regard to the 1936 statements in Parliament:

1 There is no basis on which Monitt LJ, who delivered the unanimous

judgment, could properly have concluded that Parliament had at any time

after 1936 made'any assumption as to the position on the point at issue'

Nothing has t"en ruiO Uy Parliament on the point. The 1969 amendments

related to an entirely different issue and lhe 1952 and 1970 Acts were

consolidations. Moretver, by amending section 739 inthe Finance Act 1997

parliament has indicate d thaL it had not until then changed its mind as to

whether the legislation should be extended to transfers made by non-

residents.

2 Morritt LJ seems to have concluded that Parliament had one intention in I 93 6

and that that intention changed inl952,or in 1969 or in 1970. Not only is

that incorrect, any change would have been irrelevant. Statutory

interpretation ,.qrrir.. the 
-seeking of the intention of Parliament in using

particular words. The time at which such words are used and the time when

parliament's intention is formed is the time that the legislation was originally

enacted. There can be no basis for seeking to interpret legislation on the

basisofunvoicedassumptionswhichitisassumedmayhavebeen
implicit in the mind of Parliament at a later time'

3IftheapproachofMorrittLJiscorrect,itisnownecessarytoapproach
questionsofstatutoryinterpretation,inanycasewherelegislationis
ambiguous, obscure or leadi to absurdity, by reference not merely to

statements made in Parliament when the legislation was first enacted' It

would also be necessary to see what cases have been decided which
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occasions when Parliament had considered the section and see what

statements, if any'had been made. It would also be necessary to consider

what unvoiced aisumptions might be inferred'

SincethedecisioninPeppervHarttherehasbeenaHouseofLordsdecision
where statements in Pariiament have been referred to even though there had

been subseq,,.,,t_ti,igution which reached a decision contrary to the

statements. tn iiubbiigs v llebb [1993] AC 498 the legislation in issue had

been originally enactel inlg54. Statements were made in Parliamentatthat

time that the intention was to enact the recommendations of the Tucker

committee o' ih. reform of the law of limitations. In Letang v cooper

t1965]lQB23zlordDenningindicatedthathewasnotpreparedtoassume
that parliament had intenJed to give effect to the Committee's

recommendations. Parliament enacted iurther legislation in 1963 and l9'7 5

and consolidut"a trr. legislation in 1 980' Parliament had had the opportunity

to amend the faw afterietang v Cooper but re-enacted-lhe legislation using

the same *orOing. NeverthJess, in 1993 the House of Lords gave effect to

the original inteition of Parliament. Lord Griffiths stated that he did not

think it right to assume that the enactment of the 1963, |9,75 and 1980

Limitation Acts w"re intended to endorse Z etang v Cooper - The same can be

said with ,.g.4 to the 1969 amendments to what is now section 739 ' (The

above ,"proO.r.* in slightly abbreviated form the persuasive written

argument presented by D-avid Goy_ QC and Philip Raker to the House of

Lords. f u-putti."iar1y grateful toihem and to my solicitor Peter Foster' and

to Sir Robert Carnworih-who, prior to his elevation to the High Court b-ench'

appeared for us before the Special Commissioner' for the skill and

enthusiasm with which they handled the case throughout')

The third issue: transfers of foreign assets

The finding of the Special commissioner was that section 739 could be construed to

extend to transfers offoreign assets. ln the author's view this is technically correct'

;iih""gh it seems 
""fi1.1fiftut 

this was the original intention of Parliament in 1936'

The mischief that Parliament was trying to stop was the transfer out of the united

Kingdom of United fmiOor" assets. Iio*"u"i, this was not clear one way or the

other from the aansariieport. This issue was not taken on appeal from the Special

Commissioner.

The Tax 's Tale - Professor Peter'tlilloughb

The fourth issue: income within specific rules providing relief

probably the most important issue to have arisen in Ihe witloughby case is whether
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section 739 can apply to income which is subject to a specific code of tax relieving

rules, as is the case with insurance bonds. The problem is how should a widely drawn

anti-avoidance provision be construed when there is an apparent clash with other

provisions in the tax code which provide for tax reliefs of various kinds' This

iifficulty has occuffed on many occasions in Australia in relation to their general anti-

avoidance provisions. The Australian legislation now provides for the legitimate use

of tax reliwing provisions provided that they are not used in-connection with a tax-

avoidance scheme. In the Wiltoughby case the problem for the courts was the

relationship between a sweeping anli-avoidance provision, section 739, and the tax

relieving provisions, sections 539 to 554.

In the Court of Appeal, Lord Justice Morritt said:

,I do not see why the choice of an offshore bond or policy, for the taxation

of which Parliament has made express and recent provision, should be

regarded as tax-avoidance at all. The tax is not avoided, it is deferred'

Moreover it is deferred to an event which Parliament has prescribed not to a

time of the taxpayer's choice ... The genuine application of the taxpayer's

money in the acquisition of a species of property for which Parliament has

determined u rp.fiul regime does not amount to tax-avoidance merely on the

ground that thl taxpayer might have chosen a different application which

wouldhavesubjectedhimtolessfavourabletaxtreatment.,

This view was echoed in the House of Lords by Lord Nolan when he said:

,But it would be absurd in the context of section 741 to describe as tax-

avoidance the acceptance of an offer of freedom from tax which Parliament

has deliberately made. Tax-avoidance within the meaning of section '/,4I is^

a course of action designed to conflict with or defeat the evident intention of

Parliament.'

The approach adopted by both the Court of Appeal and the House of Lords is similar

to the ,choice principle'"developed in Australia and will be of particular relevance if
the United Kingdom Gov.rn*.nt d..ides to enact a general anti-avoidance provision'

The fifth issue: double taxation

Does an assessment under section 739 result in double taxation when gains are

assessed under sections 539 to 554? This issue was raised before the Special

Commissioner but not before the Court of Appeal or House of Lords' The Special

commissioner decided that the two charging provisions overlapped and therefore do

result in double taxation. The Revenue indicated that they would in practice grant

relief but when asked how they would calculate it were unable to provide a

satisfactory answer. There is no statutory authority for granting relief and since the

onus of proof was on the taxpayers, and they were unable to discharge it, there would
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have been liability to double taxation if section '739 had applied. It may be that the

Special Commissioner thought that this matter would be considered further on appeal'

It was, however, decided not to cross-appeal on this issue but to concentrate on the

main issues relating to sections 739 and'741'

The sixth issue: deferment of tax

Does deferment of liability constitute tax-avoidance for the purposes of section 739?

The answer is that deferrnent can be tax-avoidance but in the context of section 739

this turns on whetherltr. .".tion 741 defences are available' If deferment of tax

liability has been 
""p..rrrv 

allowed by Parliament then it will not notmally involve

tax-avoidance provia"d ,nu, tn" taxpayer has not gone further than what is permitted

by parliament, such ur 
"ring 

a reliei ailowed by legislation as part of a wider scheme

designed to avoid tax.

The seventh issue: avoidance not the purpose

Section 741 states that section 739 will not apply if'

.(a)...thepurposeofavoidingliabilitytotaxationwasnotthepurposeorone

ofthe purposes for which theiransferbr associated operations or any ofthem

were effected; or

.(b)...thetransferandanyassociatedoperationswerebonafidecommercial

transactions-urJ *"t. noi designed foi tne purpose of avoiding liability to

taxation.'

The Initloughby caseconcerned one insurance bond which was taken out when the

taxpayers *"r. ,ro.r-*.io.rrt and two bonds taken out on the maturity of three

qualifying|Q+policiesafterthetaxpayershadbecomeresidentintheUnited
Kingdom. The section 741 defence, *.i", therefore, important in the case of the

bonds taken out dr.G the time when the taxpayers were resident in the United

Kingdom and also in ,."lution to the earlier bondifihe argument that section 739 did

not apply had not succeeded'

The Special Commissioner found as a fact that both the section 741 defences applied'

The Court or App.ui und House of Lords both agreed that th9.91ction 74 1 (a) defence

applied but did not finJi, n.."rsary to rule on the section 14L(b) defence' At all three

levels of appeal it was stressed that what was involved was bona fide tax mitigation

in connection with a genuine long-term retirement saving affangement for which a

substantial premium h?d been paii, in respect of which costs were incurred and which

had to be continueJ i* 
"igtti 

years if penalties were not to be suffered' As the
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retirement affangement was in accordance with a tax relieving code recently enacted

by Parliament, the p,.l.po,. *us not one of avoiding taxation and the section 741(a)

Alf.rr". applied. Aitfi|ugh the Court of Appeal did not make any finding in relation

to section i4l(b)the maiter was consider-d in atgument- The Revenue argued that

for the paragraph (b) d"f"n". to apply, both parties had to be engaged in a commercial

transaction. Lord Justice Glideweli identified the weakness of this when he asked

whether the purchase of a pound of butter was not a commercial transaction because

the purchaser was not in the business of purchasing butter' The learned Lord Justice

then asked whether if he entered into a contract to insure his life, that was not a

commercial transaction because he was not in the business of insuring his life'

counsel for the Revenue seemed to agree that the payment of a premium to acquire

alife insurancebondwas acommercialtransactioniorthepurposes of section 74I(b)'

while this issue was not pursued it appears that if the Revenue's argument that the

transaction must be commercial for both parties is correct, the section '74I(b) defence

could rarely, if ever, apply because assessments under sections '739 and'7 40 are on

individuals in their private capacities'

on the question of whether a personal portfolio bond, as contrasted with a managed

p"irf"fi" bond, involved tax-avoidance the Revenue argued that the discretion given

to the bond holder to select investments constituted tax-avoidance because the effect

was the equivalent oi a direct holding of a portfolio o-f investments' This argument

was firmly rejected UV f-*A ffoff-ariin the ttouse of Lords who pointed out that the

investments *"r" ,-roi o*".0 by the bond holder but by the insurance company' It

followed that there *u, ,ro coniractual right enabling a bond holder to claim specific

investments, ro. .ru*ft. in a liquidation, but only to a sum equal to the value of the

investments held. The Revenue, however, remain obsessed with the view that a

fersonalised bond involves tax avoidance, as the 1998 Budget proposals make clear'

The Revenue agree ,fruiu ,,'u"uged portfolio bond which holds managed funds is not

tax avoidance.

why, one may ask, should a bond holding listed_shares rather. than managed funds

involve tax avoidancer wnut is involved iJ a bond with greater investment flexibility

as was accepted ut .,r.ry t"u.l of appeal. Such an obstinate and irrational attitude on

the part of the Revenue is deeply worrying'

Before leaving the section 741 defences it is important to point out that in practice

It .j ur. not ti'e ,uf.gouia. that at first sight they appear to be' As has already been

explained, sections ?i9 and 740 proviJe for the- assessment of individuals and

therefore section 741 provides defences for individuals' In practice relatively few

individuals will have the means to pursue an appeal against a section 139 or 140

assessment all the *"V iritt. House of Lords wlth the result that the section 741

defences become of academic importance unless the taxpayer is wealthy or backed

byathirdparty,suchasaninsurancecompany,whichispreparedtounderwritethe
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costs incuffed by the taxpayer and also the costs of the Revenue should they win and

obtain an order for costs against the taxpayer' It follows that where the amount of tax

at stake is relatively rittf""*tt"" ,o-pui.i with the potential liability for legal costs'

taxpayers are likely to cut their losses and pay the tix without a formal protest' This

is all the more likely when the Inland Revenue makes it clear at the outset that it is

pr.put.a to take the'matter to the House of Lords if necessary'

In this context it is relevant that in an article published inthe Times for 6th October

1990, the Principal of the Inland Revenue's special investigation section, Mr Maurice

perry, is quoted ur.orriirrning that .in the.event of the special commissioners finding

in favour of an investot, ft" *""rfA regard it as "certain that the Inland Revenue would

wishtotakethemattertotheHighCourt,theCourtofAppealandperhapstothe
House of Lords"'.

Inotherwords,thelnlandRevenuewerequitehappyto-usetheir.immenseresources
to discourage challenges from taxpayers, withouf qualification, in the belief that the

Revenue were wholly?igt t i' t6, view they then held and, apparently, still hold ! This

high_handed upprou"f, ,iuy t urr. mningedihe European Convention on Human Rights

as tantamount to deniing'"ilgtt, of aplpeal to the iourts' Certainly there were bona

fide investo^ in ,"tirl*!nt UJnOs who paid tax assessed on them, in all probability

becausetheywereintimidatedbytheapproachadoptedbythelnlandRevenue.A
more acceptuur" upproach wouli have bien to say that depending on the reasons

given by the Special Co-,"i"lo"ers and any speciai facts' the Revenue would decide

whether to aPPeal further.

Finally, it should be stressed that both the Court of Appeal and the House of Lords

heldthat the section 7aii"ia"f."."rppliedto investments inpersonal portfoliobonds

for genuine long+e# ;;;g prrrpor", by residents as well as by non-residents.

The eighth issue: TreatY exemPtion

ThequestionofwhetherincomewhicharisesinabondinanlsleofManinsurance
company is exempt UV -ti". "f 

the double taxation treaty with the United Kingdom

was the subject of a highly technical argument which was resolved in favour of the

Revenue.

Avoidance through non-residence?

In the course of cross-examination before the Specialcommissioner, counsel for the

Revenue raised th. fr;i tiltthe taxpayers had moved to Alderney in May l992.and

that therefore they were avoiding liability to United Kingdom taxation under both
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section 73g andsections 53g to 554, the chargeable evenls regime. This issue has

been referred to in l..""nt articles and is also Lentioned in Press Release No'38 of

17th March 1998. rt i' ttr"rerore appropriate to deal with it even though it has no

relevance to any of the findings in the case'

As the Special Commissioner held, the. move to Alderney was 'a change of plan' for

which a number of reasons were glven tn evidence. These included connections with

the Island going back to 1970,1h" pr.r.n.e of many friends of the taxpayers in

Alderney, the quality oilli. t.tp.tiaily the absence of serious crime and pollution)'

the limited number of motor u.hirl"r, ihe existence of village shops not under threat

from supermarkets, the proximity of France and the scope for the taxpayers to indulge

their hobby of sailing. 
'Unit.d kingdom taxation played no p-art in their decision;

indeed, as was poinied out in evidence, the taxpayers' bonds became caught by

section 67 Income T";ic;;tey) Law which is a general anti-avoidance provision

far wider in scope than section 739'

while often described pejoratively as a tax haven, Alderney's equivalent of stamp

duty (a tax on weartrrtli 3 .Si uni,while income tax is levied at 20o/o ' 
after adding

social security contiibutions and separate contributions to the Guernsey health

scheme, the real rate of income tax' ii much more than21o/o' But to return to what

the Special Commissioner called a .change of plan', th: mo-v-e to Alderney was also

accompaniedbyoneofthetaxpayersreturningtoworkinHorrgKong,thusgiving
rise to further tax fiaUifity in anoiher jurisdiction' For the record the author nows pays

taxes regularly in five jurisdictions'

It is, nevertheless, correct that the taxpayers are no longer at risk to united Kingdom

income tax under sections 539 to S3+. tt is not correct, as appears to have been

suggested,thattheydisposedoftheirbondsaftermovingtoAlderney,Ifthishad
been done a substantial liability to Guernsey income tax would have arisen' In point

offacttheyhave,"tuin"dtheirbondsforuseasapensionfundfromwhich
withdrawals will be made when the time comes for retirement' It should be added

thattheUnitedKingdomRevenuehasnogroundwhateverforcomplaintthatthe
bonds have left theirlurisalttion. The savingi involved were saved out of Hong Kong

taxed income *iilro,lla"v t"ii.ift"* UnitJd Kingdom taxlli.on There is therefore

no reason wt ut"u., irt ], iir" u"i,.a ringdom Revenue should have any interest in the

fact that the chargeabi. 
",r.nt, 

legislation (sections 539 to 554) is no longer relevant'

Pubtic PolicY Issues

The Initloughby caseraises a number of public policy issues' ,There 
are many former

expatriates *tro in,rest"d retirement savings in iife insurance bonds in good faith and

merely attempted t""pr"tia. for taxableletirement income in a responsible way

comparable with the arangements available for United Kingdom residents'



Nevertheless, a number of expatriates were advised to transfer their bonds into trust

as part of wider schemes to avoid income and inheritance tax and therefore have

probably be.n 
"rrgug.J 

i;ta* ptunrritrg. It is quite legitimate to attack schemes which

go further than what *"t i"i*atd bli Parliament' b=ut the Revenue were guilty of a

gross effor of judgment in launching a general atiack on all personal portfolio bond

holders, an e,,or "r:"agrr."i 
ln *iiri they continue to persist. Many of those

assessed are people 'oiiroa*tt means, a falt which the Revenue appear to have

overlooked; indeed, d;;;;;rs to have thought that_they had discovered a seam of

gold from which extra tax revenue could be extracted'

The 1998 Budget

It is clear from the Inland Revenue's Press Release No.3 8 issued on 17th March 199 8

following the 1998 B;;"t ip.;ch that the Revenue remain obsessedwith the misuse

of personal portfolio UoiOs which the Press Release states 'are designed primarily for

tax avoidan.. prrrpo.".l. It i, correct that there are taxpayers who have used these

bonds for tax u,,oio*". p.',po,", but it is equally correct that there are many others

who, like the willoug;;;;;;;. n' telylooking io r an ultimately taxable 'pension"

The reason for rrrirrg?fJrsonalised bond was to-obtain greater investment flexibility

so as to, for example, in'.irra. a shareholding in a particulir listed company in addition

to unit trusts and 
"tt 

.t 
"pptoved 

funds' Tht upputtnt rejection of the unanimous

decisions of the specl-ai iJ--irrioner, the Couiiof Appeal and the House of Lords

that personal portfolio londs in themselves do not involve tax avoidance is disturbing'

Discharge of assessments and repayment of tax

If,asisonlyrightandproper,theRevenuehavebeenrequiredtodischarge
assessments wrongly *"Ai 

"itO.t 
section 739 and to repay tax with a repayment

supplementinsomein.tu"c"stothosewhowereengagedintaxavoidance'theyonly
have themselves to bil;. 

-ih.r" 
proceedings weie misconceived from the outset

and, in my opinion, b;; though it -uy- be'-they have shown the Revenue to have

been guilty ,rot *"r"if oi;;;; misjudgrnent but also of an oppressive abuse of

power.

with regard to the question of repayment of tax that has been wrongly assessed' a

number of matters ur"i.i.uunt. The first is the general point that the Inland Revenue'

in misapplying section'f,g, c,ontrary to the iritention of Parliament and their own

policy, should not be p..-lti.o to rely on the excuse that they were acting in

u"toidutt." with an existing practice'

The principle of equitable restitution for unjust enrichment should surely not be
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ousted by such a wrongful 'existing practice'. The equitable principle was applied

by the House of f-orOriri W""f*irt Equitable Buildiig Society v Commissioners of

Inland Revenue UgSilac zo *rt.te tax trad been collected under invalid legislation'

Ho*"u"r, Lord iioff who delivered the leading judgment, observed that:

.Thisprinciplefofequitablerestitution]shouldextendtoembracecasesin

whichthetaxorotherlevyhasbeenwronglyexacted...becausetheauthority
has misconstrued a relevant statute or regulation''

It should be appreciated that as an equitablerather than a statutory remedy there is no

express time limit. o.iuv in bringing proceedings for recovery, if excessive, will

i.J,r"nt a court of equity from allowing restitution'

No taxation without misrepresentation

In this instance, however, the Revenue have not merely misconstrued the legislation'

They have deliberateiy--lrr.pr.r.oted the intention of the legislation and attempted

to apply it contrary toiheir own advice to ministers and through them to Parliament'

It would be difficult to find a stronger case for the intervention of equity or' if

necessary,theEuropeanCourt,toensurerestitution.lnthelightofthePressRelease
issued on l gth December1997, this seems to have been accepted. The Press Release

;;; the details of tax repayments to fund holders'

Analysis of categories of trond holders

The next matter involves an analysis of the different categories of retirement bond

holders. For a start, one can leave out managed portfolio- bonds because the Revenue

have stated all along that they were not ,on..^.d with them in the context of section

739, although if they have been used as part of a wider tax avoidance plan, section

739 will probably di ;J;h. sectionT4l escape clauses will not be available'

where bonds tra.,re u"i' t eld in trust the Budget proposals when,enacted will nullify

;;;;;ffi;;g" "b";;J 
with regard tJ tiotders of portfolio bonds there are'

p.ihupr, four caiegories ofbonds to consider:

(1)Bondswhichhavebeentakenoutforgenuinelongtermretirementplanning
which ala ,roi^inuorve tax avoidancJand in respect of which assessments

havebeenmadebutnotaxhasbeenpaid.Theseareoutsidesection,T39in
both its old and amended form. In ih.r. .ur.r the assessments should be

discharged;

(2)Bondswhichareinthesamecategoryas(1)aboveexceptthattaxhasbeen
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(3)

assessed and paid. In these cases the assessment should be discharged and

the tax repaid with a repayment supplement. It is understood that the

Revenue have been repaying tax, with a repayment supplement, to those bond

holders who appealed against assessments or who paid under protest. It may

be that repaymint has not in all cases been made to those who had paid tax

without proiest. These bond holders are, perhaps, in the greatest need of
considerition because they were not properly advised. It would have been

very unfair to exclude thern from repayment and it is now understood that

repayments have been made in many' if not all, these cases;

Bonds within the same category as (2) above except that bond holders have

surrendered their policies. In these cases the assessments should be

discharged, the taxlepaid with a repayment supplement, and compensation

should be paid for loss of retirement planning arrangements. It is not known

what has happened in these cases; and

Bonds taken out in part to avoid inheritance tax at a time when the bond

holder was non-resident. In these cases assessments made before 26th

November 1996 should be discharged and any tax paid repaid with a

repayment supplement. In these cases, however, there will often have been

a iax avoidani" prrtpor. but, even though the section 741 defences may not

apply, neither can section 739 inrespect of pre-26th November.l 996 income

una gui"r. Assessments under section 739 in its old form will therefore be

ultra vires. However, the Furniss v Dawson doctrine might apply to pte-26th

November 1996 bond income and gains, as might the doctrine of a

disposition by associated operations where an attempt has been made to avoid

inheritance tax.

(4)

It is now clear that the Inland Revenue have conceded that they have acted wrongly

because their Press Release for 18th December 1997 admits that many taxpayers
.have already experienced a long period of uncertainty over their tax position and 'In

the interest of resolving outstanding issues as quickly as possible, the lnland Revenue

has decided, with the approval of Ministers, that, in the exceptional circumstances of
this matter, including ihe particular handling in the past of individual cases it will
repay tax with repayment supplements in most cases and apply the chargeable events

tegislation as appropriate i.e. the 1984 special regime for taxing insurance bonds''

If the matter had been left there all would have been fine' Those who had used

personal portfolio bonds for genuine retirement purposes would be in the clear and

ihos" wirt had engaged in wider tax avoidance by using trusts and relying on the

drafting error whicit isulted in the so-called 'dead settlor' schemes would be caught

by the amended section 739,the Furniss v Dawson principle and the "associated

operations" doctrine in the case of inheritance tax. Regtettably, and unnecessarily, the

Revenue seem to have persuaded the Government, effectively and retrospectively, to
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impose a deemed tax penalty on all personal portfolio bonds with. effect from 6th April

t qbq. rhe intention is also to u-.nd the chargeable events regime to nullify the use

of trusts to shelter bonds from income tax. The author has no quarrel with the latter

as the dead settlor schemes almost cerlainly did involve tax.avoidance. what is

objectionable is the continued insistence that personal portfolio bonds were primarily

used for tax avoidance purposes when the House of Lords has said that this view is not

."r.f' wrong but'absuri'. At the time of writing, the Finance Bill has not been

published unl it ,nuy be that bonds that have not in fact been 'personalised' by the

'noiairrg of personal investments, as opposed to managed funds, will not be penalised

even though power exists to hold personalised assets'

Abuse of power: the lessons

ln addition to misrepresenting legislation as having an intention opposite to 
-that

oiiginalty intended unO ,.f.rtltrg io unpublished and confidential decisions of the

SpJcial Commissioners in correspondence with the taxpayer, the Revenue have also

broken one of the cardinal rules applicable to revenue authorities, namely over-

zealously putting at risk one of theiriirongest anti-avoidance weapons' It is a matter

of further regr.ithut Treasury Ministers in John Major's Conservative government

were apparentty prepareJto r"ppo.t the Inland Revenue's approach without applying

the necessary cir"ct i and balances on which British constitutional law depends' It now

appears that in thir t;;;;; iony Blair's_administration is no better' This background

is of particular relevaice if the United Kingdom is to have a general anti-avoidance

provision. It is clear ihuf ruf.grurds will be needed to prevent abuse of such a power

by the Revenue, particularly i-n relation to individual taxpayers of modest means' A

partial solution would be io shift the burden of proof from the taxpayer to the

Revenue. This woulJlive the taxpayer the benefit of the doubt in any borderline case'

The Revenue would also be wise not to use a general anti-avoidance provision too

frequently because once cases start to be lost, the provision will lose its deterrent

effect. TheexperienceinAustraliawithitssection260,thegeneralavoidancesection
which preceded part IVA of the Australian Income Assessment Act, has demonstrates

this all too clearlY.

Wider policY issues

On a more general matter, the Government should consider whether expatriates are to

be encourag"o to save for retirement before their eventual return to the United

rirrjJo^ in"a prudent tax-efficient way comparable with that available for residents'

If the Government were to take a fresh look at this matter, ignoring the paranoia. and

the tunnel vision of the Inland Revenue, the retirement savings of many expatriates

could be invested onshore to the benefit of the United Kingdom economy rather than

offshore in other juiisdictions. As it is, the mishandling of the personal portfolio
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bonds saga may well have resulted in many expatriates deciding not to retum.

Facing a juggernaut

From a personal point of view, the experience has demonstrated how difficult it is for

a private individual to resist what Lord Goff has described as the 'coercive power of

the state'. An individual who wishes to resist a wrongful assessment is at a huge

disadvantage having regard to:

(a) Limited resources in contrast with the Revenue;

(b) Lack of inside information (the Revenue were able to rely on unpublished^

Special commissioners'decisions, which reliance may have been a breach of

Article 6 of the European Convention on Human Rights);

(c) The assessment process, which is largely under the control of the Revenue and

can be accelerated or delayed as it suits the Inspector;

(d) The onus of proof which is on the taxpayer; and

(e) The requirement that the appellant must pay his own costs before the Special

Commiisioners and run the iisk of costs in subsequent appeals if the Revenue

insist on pursuing the taxpayer to the House of Lords'

Contrary to the Taxpayer,s Charter, the Revenue have been slow in making

ass"ss*ents, replying t^t ietters and also in meeting deadlines required by the litigation

process. It took ri* y-.urc and four months from the first letter written by the taxpayer

to the Revenue to achieve a decision from the House of Lords, even though the High

Court level ofappeal was leapfrogged at the taxpayers' request. The delay and expense

of civil litigation has been .iitl.Z.A recently and is subject to review' it is important

that any ,.io.*, take into consideration the plight of the individual who has to take

on the deep pocket of the State. Perhaps those in the public service found to have

abused their power should run the risk of some of form of personal financial penalty'

Conclusion

The case raises many legal issues of importance to tax practitioners and to the

Revenue. What is uiro u"t stake, and what is perhaps more important, is the fair

treatment of individuals who have acted in good faith in reliance upon the Re.venue's

press Release of l9g3 and the subsequent 1984 legislation when entering into

retirement arrangements. These are in substance little different from retirement

annuities und p"rronui p.nrlont available to United Kingdom residents except that the

savings have Leen ucln*ulat"A outside the United Kingdom' Unfortunately, the use
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ofpersonalportfoliobondsbyaggressive'andSomemightthinkinesponsible,tax
planners has so oirtort"Jtn" uitit io-, of the Iniand Revenue that the end result' that all

personal portfolio Uo,'Ai 
"tL 

i" Ut effectively o*1"1".-1J:::treallv a surprise' The

Inland Revenue's "pp"*tt 
t":ection oJ the unanimous view of the Special

commissioner, the alffi;i';d."i-"ra ir," Honr. of Lords that personal porlfolio

bonds, used sensibrv, ao not'involve,tax avoidance is an equally discreditable

overreaction. At leasi tt. cou.*rnent has allowed personal portfolio bond holders

ayearin which ," ,i'f *uuers out' It is-; be hoped thai this can be done by

convertingpersonalportfoliobondstomanagedportfolio.bondswithouttheneedto
surrender the former and thereby trigger a tax1ability on a-ll gains in the bond' If this

is not possible and u i.urorruut.-solution.u..oibe found for those bond holders who

have not engaged i" t"t ,t"laance, it muy U. ittut disgruntled personal portfolio bond

holders will have to get together and fight alithe way-to the House of Lords yet againl


