PUBLIC POLICY AND
TAXATION

Professional 2 examination
14 June 2002

From 10.00 an to 1.00 pm
plus ten minutes reading time from 9.50 am to 10.00 am.

I nstructions to candidates

Answer four questions in total: Two questions from Section A, and two
guestionsfrom Section B. The marks available for each question are shown
initalicsin therighthand margin. All questions are worth equal marks.

All workings should be shown. Where calculations are required using
formulae, calculators may be used but stepsin the workings must be shown.
Calculations with no evidence of this (for example, using the scientific
functions of calculators) will receive no credit. Programmable calculators
are not permitted in the examinations room.

Calculations may be performed to the nearest £ and any necessary
apportionments may be made to the nearest month. There is a summary of
useful tax data at the end of the examination paper.
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SECTION A (Answer two questions)
Requirement for question 1

(@ The two principd tools of economic management are fiscd policy and monetary
policy. Didinguish between thess, commenting upon the way in which ther

roles in UK macroeconomic policy have devdoped over time and the
organisations responsible for decisions concerning them.

() The overwheming proportion of the UK government’s revenue is raised through
direct and indirect taxation. Define, using gppropriate examples, each type of
taxation, commenting upon the UK administrative responsibility for each.

(c) Define the concepts of progressve and regressive taxation. Explan why UK
Income Tax is a progressive tax and why UK Vadue Added Tax is a regressve
tax.

(d 1t is frequently argued that should the UK decide to paticipate fully in the
European Union's Economic and Mongay Union, the Government will no

longer have the freedom to manage the UK economy. Explain what is meant by
this argument, indicating the extent to which you fed it is valid.

Pressure groups ae important inditutions in modern democratic societies thet, in
combinetion, enjoy alarger membership than palitical parties.

Requirement for question 2

(@ Define the term “pressure group” and explain how a pressure group differs from
apolitical party.

(b) Didinguish, with examples, the main types of pressure groups in terms of:
() What the groups represent.
(i) Thegroups strategies and relations with government.

(c) To wha extent do you agree with the argument that pressure groups distort rather
than erhance democracy.
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The introduction, since the 1980s, of a more businesslike style of public management
has prompted closr UK government atention to issues of ethicd behaviour and
regulation.

Requirement for question 3

(& The Nolan Report (1995) addressed public concern about the dedining ethicd
behaviour amongst paliticians and other public figures by sdting out the “seven
principles for public life’ and by providing recommendetions for ethicad conduct
within centrd government.  Outline the “saven principles of public life’ lad
down by the Nolan Report. 7

(b) The privatisation and marketisstion of public services have been accompanied by
increasing regulation.

() The man objectives of privaisaion and maketission have been to
increase the efficiency and effectiveness of public services. Evduate, with
the ad of examples the extent to which these objectives have been
achieved. 9
(i)  Summarise the economic case for regulation. 2

(i) Outline, with the ad of examples, the criticiams that are typicdly mede of
the UK regulatory framework. 7

(25)
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SECTION B (Answer two questions)

Dawson Ltd is a UK resdent company with no associated companies. It is medium-
szed for financid reporting purposes and has dways prepared accounts to 31 March
annudly. The company’s profit and loss account for the year to 31 March 2001 shows
a net profit of £442,600 after the following items of income and expenditure have

been accounted for:
£ Notes
Income:
Debenture interest (gross) 11,250 1
Dividends received from UK companies 30,150 2
Profit on sdeof building 50,000 3
Expenditure:
Loss on sae of computer 1,600 4
Depreciation 42,700 -
Debenture interest (gross) 9,000 5
Bad debts 23,000 6
Patent royalties (gross) 8,600 7
Lega costs 16,000 8
Notes:
1  Dawson Ltd owns £200,000 of 7.5% debentures issued by a UK company. The

debentures were acquired (not for trade purposes) on 1 July 2000 and interest is
recaved hdf-yearly on 30 June and 31 December net of income tax. The figure

given in the profit and loss account (gross) is derived as follows:

£
Received 31 December 2000 7,500
Accrued to 31 March 2001 3,750
11,250

The amount shown for dividends received from UK companies is the amount
actudly received during the year to 31 March 2001, without any adjusment for
tax credits.

Dawson Ltd operates manly from rented premises but has owned a single
factory building snce 1994. This factory was sold (and not replaced) on 1
January 2001 for £250,000 (induding land £130,000).

The factory was origindly built for the company a a cost of £200,000 (including
land £90,000) and was firgt used on 1 July 1994. It was not in an enterprise zone
and no initid alowance was clamed. The factory was used continudly for
indudrial  purposes until it was sold, gpat from a peiod of non-indudrid use
between 1 January 1997 and 31 December 1997. The company has dways
clamed the maximum available industria buildings alowances
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4 On 1 April 2000, the tax written down vaues of the company’s plant and
mechinery were as follows:

£
Main pool 123200
Short-life asset (compuiter) 4130

The computer was sold on 15 December 2000 for £2,300 and replaced on the
same date by a new computer (aso to be treated as a short-life asset) cogting
£12,000. Apat from this, there were no digposas of plant and machinery in the
year. The only acquidtions made in the yer were a ddivery van coding
£18,000 on 17 April 2000 and a car cogting £20,000 on 2 March 2001. The car
is used by the company’s managing director and private motoring accounts for
50% of the miles driven.

5  The company issued £100,000 of 9% debentures for trade purposes some years
ago. Incometax isdeducted at source when the debenture interestis paid.

6.  Bad debtsfor the year are asfollows

£
Trade debts written off 24,000
Staff loan written of f 500
Increase in generd provison 3200
Decreasein specid provison (1,000
Trade debts recovered (3,700)
23,000

7. As from 1 October 2000, the company began paying paent roydties deducting
income tax & source from the payments made. The roydties figure shown
(gross) in the profit and loss account is derived as follows:

£
Royadlties paid during the year 5,000
Roydties accrued to 31 March 2001 3,600
8,600

8  Legd cogsaeasfollows

£
Debt collection costs 12500
Finefor breach of health and safety laws 3,500
16,000

9 The company anticipates that there will be a subgantid trading loss in the year
to 31 March 2002.
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Requirement for question 4

Cdculae the company’'s corporation tax liability for the year to 31 March 2001
(ignoring the loss which is expected to occur in the following year) and dsae the
date upon which payment is due. Assume RPIs asfollows:

duly 19% 144.0
April 1998 162.6
January 2001 171.1

Lig the main ways in which the trading loss expected in the year to 31 March
2002 might be rdieved and discuss the factors which should be considered when
planning how to utilise this loss.

Outline the system of payment of corporation tax by ingdments and indicate the
types of company to which this system applies.
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Dorothy is the marketing director of a limited company. She is a full-time working
director and she owns no shares in the company for which she works. Her
remuneration package is as follows.

1

2

10.

An annud sdary of £50,000.

An annuad bonus based on the company's profits for the previous accounting
year. Dorothy’s recent bonuses have been:

£
yle 31/12/1999 (received 1 May 2000) 4570
yle 31/12/2000 (received 1 May 2001) 5130

A company car avalable for both busness and private use, with dl running codts
pad for by the company. During tax year 2000/01, the cars supplied for

Dorothy’s use were as follows:.

Datesavailable List price Engine Fuel Business
Sze milesdriven
£
6/4/2000 — 31/8/2000 19,720  1998cc Petrol 8000
1/9/2000 — 5/4/2001 20680  2300cc Dies 10,000

Dorothy paid £1,000 towards the list price of each of thesecars.
A reserved parking space in the company car park.

A non-contributory penson scheme.  Dorothy’s employer makes  contributions
into the scheme each year equd to 7% of her annud sdary.

Free lunches in the director's restaurant & a cost to the campany of £5 per day
for 230 working days in the year. Employees who ae not directors are not
supplied with free meds.

The loan throughout 2000/01 of a computer sysem for private use (costing
£1,500) and camera equipment also for private use (costing £900).

Membership of BUPA (providing private medicd trestment) & a cost to the
company of £540 in 2000/01.

Free use of gymnasium facilities provided by the company on its own premises.

A persond loan of £2,800 & an interest rate of 2% pa and a mortgage of £70,000

a an interest rate of 3% pa Dorothy’s employer is not a money-lender by trade
and the full amount of both loans was outstanding during 2000/01.

During 2000/01, Dorothy aso receved an award of £2,000 under the company’s dteff
suggestion scheme and the company paid her annud subscription of £300 to the

Chartered Ingtitute of Marketing. Dorothy hersdf spent £560 during the year on
clothing to beworn only at work.
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Requirement for question 5

(@ Explan the taxation implications of esch dement of Dorothy’s remuneration
package and calculate her Schedule E income for tax year 2000/01.

(b) Compute the Nationa Insurance contributions payable by Dorothy and by her
employer for tax year 2000/01. (Dorothy is contracted out of the State Earnings
Related Pension Scheme)

Dorothy and the company for which she works are now planning to change ther
working rddionship. One suggedtion is that Dorothy should become a sdf-employed
marketing consultant providing consultancy services to the campany. Another option
is that Dorothy should form a company of her own (Dorothy Ltd) of which she would
be the sole shareholder and director. Her consultancy services would then be invoiced
to her ex-employer in the name of Dorothy Ltd.

(c) Explan the tests which are used to didinguish between employed and <Hf-
employed people for tax purposes and outline the main taxaion advantages from
which Dorothy would benefit if she were treated as self -employed.

(d) Condder the potentid pitfdls and bendfits of the idea that Dorothy should form
her own personal service company.
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From the perspective of economic theory, taxaion can be sad to have a number
of important functions

Requirement for question 6(a)

Lig and explain the main functions of taxation, usng examples to illusrate each
function.

The current tax regime is not necessxily the bet that could be devised and
severd dterndive sysems have been suggested. One proposd is that increased
use should be made of “user charges’.

Requirement for question 6(b)

Explan the concept of a “user charged’ and discuss the advantages and
disadvantages of a taxation system based wholly or partly on user charges.

Danuta is a practisng accountant. She is VAT-regisered. Her inputs and
outputs for the quarter to 31 March 2001 (al excluding VAT) are asfollows

£
Fees charged to clients 39,000
Rent received from letting spare office space 2,600
Generd overhead expensesincurred (al standard rated) 7,680

Danuta has a diesd-engined 1,800cc motor car which she uses for both business
and private motoring. All fud is paid for out of the business bank account.

Requirement for question 6(c)
Calculate the amount of VAT payable to Customs and Excise for the quarter.
If a mixture of goods and/or sarvices is supplied together & a sdngle incusve

price, it may be difficult to determine the rate of VAT which should be gpplied
to this supply.

Requirement for question 6(d)

Explan how the amount of VAT which should be charged in rdaion to such a
supply is determined.
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SUMMARY OF TAX DATA

Corporation Tax
Financial Year

2000
Full rate 3%
Smdl company rate 20%
Sating rate 10%
Smdl company rate limits
Lower limit £300,000
Upper limit £1,500,000
Starting rate limits:
Lower limit £10,000
Upper limit £50,000
Margind reief fraction 140

Marginal relief formula: fractionx (M-P) x |

Capital Allowances

Writing down alowance (per annum):
Plant and machinery
Indugtrid buildings

Financial Year
1999

%
2%

£300,000
£1,500,000

1/40

Firs year alowance on acquisitions of qudifying plant and machinery

by qudifying busnesses:
Acquired 2 Jly 1997 to 1 July 1998
Acquired on or after 2 July 1998
ICT acquired 1 April 2000 to 31 March 2003

Income Tax
1%

22% (23% in 1999/00)
4%

first
next
over

Sating rate
Basc rae
Higher rate

Persond dlowance:
Age0Oto 64
Age65to 74
Age 75 or over
Married coupl€ s dlowance:
Age0Oto 64
Age65to 74
Age 75 or over
Minimum amount
Income limit for age-related allowances
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2000/01

£1,520
£26,880
£28,400

£4,385
£5,790
£6,050

£5,185
£5,255
£2,000
£17,000

June 2002

Financial Year
1998

31%
21%

£300,000
£1,500,000

1/40

2%
&%

%
4%
100%

1999/00

£1,500
£26,500
£28,000

£4,335
£5,720
£5,980

£1,970
£5,125
£5,195

£16,800
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Fuel Benefit Tables

Petrol:

Died:

up to 1,400cc
1,401cc to 2,000cc
2,001cc and above
up to 2,000cc
2,001cc and above

Official Rate of I nterest

6.25%

Class 1 National I nsurance Contributions

Primary threshold (annud)

Secondary threshold (annud)
Upper earnings limit (annud)

Employee contribution rates
On earnings up to primary threshold
On remainder up to UEL (Not contracted out)
On remainder up to UEL (Contracted out)
Employer contribution rates
On earnings up to secondary threshald
On remainder up to UEL (Not contracted out)
On remainder up to UEL (Contracted out)
On earnings beyond UEL

Value Added Tax
Standard rate (from 1 April 1991)

Regigration threshold (from 1 April 2000)
Deregidration threshold (from 1 April 2000)

Fue quarterly scale charges (from 6 April 2000):

Petrol engines:
up to 1,400cc
up to 2,000cc
2,001cc or more
Diesd engines:
up to 2,000cc
2,001cc or more
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2000/01
£1,700
£2,170
£3,200
£2,170
£3,200

2000/01
£3,952
£4,385

£27,820

%
10%0
84%

4]
12.2%
9.2%
12.2%

17.5%
£52,000
£50,000

£38.12
£48.40
£71.19

£34.55
£43.93

June 2002

1999/00
£1,210
£1,540
£2,270
£1,540
£2,270

1999/00
£3,432
£4,335

£26,000

(0%}
10%
84%

4]
12.2%
9.2%
122%



