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Restitution interest – Negative Implications of new 45% Corporation Tax rate for charities
Briefing by the Charity Tax Group – 23 November 2015

Overview

1. The Charity Tax Group (CTG) has almost 500 members of all sizes representing all types of charitable activity. It was set up in 1982 to make representations to Government on charity taxation and it has since become the leading voice for the sector on this issue. 
2. A number of CTG members have raised serious concerns that the Government amendment to the Finance Bill introducing a new 45% corporation tax rate on “amounts taxed as restitution interest” will have an adverse impact on charities 
3. CTG is calling on the Government to introduce a charity exemption, on the basis that there was insufficient consultation with the charity sector, and therefore a lack of understanding about the adverse implications for charities, which we are sure is not the Government’s intention, given the stated aims of the legislation. We also demonstrate that the legislation fails to satisfy the core EU law principles of equivalence and effectiveness.

4. We welcome the opportunity to meet officials to discuss these concerns and hope that this situation can be resolved as soon as possible.
Implications of the legislation for charities 

5. At present interest paid to companies on corporation tax repayments (whether at the statutory rate or higher) has been taxable under the loan relationship rules. Statutory interest paid to an individual or trust is exempt, but an amount paid as compensatory interest for lost investment income would be subject to income tax.  This difference in treatment of the statutory element appears to be recognised by the fact that statutory interest rate on tax refunds to corporates is greater than the rate given to individuals or trusts.  However, charities (whether corporate or trust) are able to claim charity exemption on interest under s486 CTA 2010 and s532 ITA 2007 respectively.

6. Under the new rules the new 45% tax applies to interest paid as compensation/restitution ordered by the courts, rather than by HMRC at the statutory rate. If the mechanism adopted by the courts recognises the claimant’s tax position, so that HMRC has to compensate for the extra tax, there is no point in the tax and it becomes circular. If the courts do not recognise this extra tax as a claimable loss the positions of a company, charitable company and charitable trust need to be compared to understand the anomalies:
a. Company: The interest will be subject to corporation tax at 45% rather than 20%. An increased burden of 25%
b. Corporate Charity: The interest will be subject to corporation tax at 45% rather than exempt. An increased burden of 45%. At the same time charitable trusts are not affected so different charities will be penalised depending on how they are structured (with different configurations often in place for historic non-financial reasons).
7. There is no exemption which will apply for charities, nor will it be possible for the charitable organisation to apply the funds for charitable purposes as HMRC will withhold the tax at source (i.e. the restitution payment will be made net at 55% of the total amount).
8. It will not be possible for charities to mitigate the 45% corporation tax charge arising in wholly owned trading subsidiaries by way of qualifying charitable donations (more commonly referred to as “Gift Aid” payments). The legislation specifically restricts reliefs or set offs which might otherwise be applied, such as capital allowances or losses claimed by way of group relief from other group companies. While Gift Aid payments are not specifically referred to within the exclusion of reliefs, our view is that as currently drafted Gift Aid payments may not be applied to reduce the charge to tax on restitution payments. Again, this view is supported by the fact that the intention is that HMRC will withhold the tax at source.

9. Who will this affect? A good number of charities have advised us that they have protected/stayed High Court compound interest claims in respect of Fleming/Condé Nast/Littlewoods etc litigation. Estimates of the affected compound interest range from thousands to millions depending on the size of the charities involved. 
Lack of consultation
10. We are concerned that neither HMRC’s Charities policy team nor charities were consulted on this proposal, which is no doubt reflected in the fact that both the Explanatory Note and Tax Information Impact Note give no indication of impact on civil society organisations. This lack of engagement is a classic example of charities being caught out unintentionally by legislation targeting. We were therefore not alerted to this potential problem early enough to make representations during the passage of the Bill, which has now completed, subject to Royal Assent. 
11. Had charities been consulted, the adverse implications outlined above would have been detected. Furthermore, more detailed assessment of the way the legislation would affect charities would have made it clear that charities were in fact not the intended target of these new rules.
12. The legislation is designed to counter situations where organisations involved in litigation “enjoy an unfair tax advantage at the expense of the public purse”. The Government’s justification for tackling this by amending the rate of Corporation Tax is as follows: 
"the rate of Corporation Tax applicable to payments of restitution interest made by HMRC reflects both the rates of Corporation Tax over the period to which typical awards relate, and the effect of compounding interest not taxed in the year to which it relates." 
13. This appears to suggest that had the interest on historic tax corrections been paid properly, HMRC would have received both higher returns in Corporation Tax and organisations would have held additional funds to invest and generate a return.  
14. For charities this is not the case.  If charities had been awarded the right level of interest over the years, it would have been invested in charitable activities, or in our reserves to generate funds for charitable activities, and HMRC would not have received additional taxation to increase their investment income.  The justification is not relevant to applying this additional tax to charities exempt and non-business activities. The Charity Tax Group is therefore calling for an exemption for charities.
Incompatibility with core EU law principles

15. We are also concerned that the EU law implications may not have been considered fully because of this lack of formal consultation. Following advice from leading counsel we believe that the legislation may be incompatible with the core EU law principles of effectiveness and equivalence.
Effectiveness

16. The compound interest element has to be paid as part of the claim for tax overpaid under the San Giorgio test (Amministrazione delle Finanze dello Stato v SpA San Giorgio [Case 199/82]) for sums of tax paid in error. In the case it was pointed out (at paragraph [12] of the Court’s decision) that: 
“… entitlement to the repayment of charges levied by a Member State contrary to the rules of Community law is a consequence of, and an adjunct to, the rights conferred on individuals by the Community provisions prohibiting charges having an effect equivalent to [the relevant duties] or, as the case may be, the discriminatory application of internal taxes.”
17. The domestic law allows the principal amount recovered under Section 80 Value Added Tax Act 1994 while Section 78 of the same legislation covers the simple interest. Except for charities and others enjoying exemption, these elements will be subject to corporation tax at the basic rate. The compound top-up is due as a matter of EU law, and all those elements must be paid by the state in recognition of the EU and domestic right to refund of overpaid tax which was not due. The proposed legislation cuts down the scope of that right, since instead of getting 100%, the taxpayer will only get 55% (and the position is starker in the case of charities because they enjoyed the exemption from corporation tax on the principal amount and the simple interest). The position is similar to that in Fleming–EU law rights have been cut down by improper restriction of clear rights without a transitional regime. Compound interest is an essential component of the clear European right to full commercial restitution.
Equivalence
18. The second EU principle is that of equivalence. Sums due under the European right have to be treated in the same way as sums due under domestic law. If the principal amount is subject to corporation tax at the basic rate, and simple interest similarly, then the compound element due under EU law principles cannot be taxed at a higher rate because that would be discriminatory. As noted above, the position is even worse for charities without any kind of exemption for the compound element.
