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 Relief for trading and capital losses

Introduction

1.
This chapter is concerned with the reliefs available to a taxpayer who incurs a trading loss and ‘capital losses’. A summary of the loss reliefs available for trading businesses, forms the basis of this chapter, each of which is subsequently examined in detail with examples.

List of loss reliefs

2. 

	Set against total income.
	Section 64 ITA 2007

	Carried forward and set against future trading income from the same trade.
	Section 83 ITA 2007

	Losses incurred in the first four years of trading can be set against other total income of the three preceding years of assessment.
	Section 72 ITA 2007

	Terminal loss relief.
	Section 89 ITA 2007

	Relief for losses where a business is transferred to a limited company.
	Section 86 ITA 2007

	Relief for capital losses.
	Section 131 ITA 2007

	Pre-trading expenditure.
	

	Trading loss set against capital gains.
	

	Rental business losses.
	


Set against ‘other income’ Sec 64 ITA 2007 (previously sec 380 TA 1988)

3.
The following points should be noted:

i)
Capital allowances are deducted in computing adjusted taxable profits.


ii)
The current year basis of assessment applies.


iii)
Profits and losses are calculated by reference to periods of account rather than years of assessment.


iv)
Any loss which would otherwise appear in two periods of account can only appear in the first period.


v)
Relief against general income can be claimed in the year of the loss or the preceding year.


vi)
Where claims are made in respect of both years the taxpayer can choose which claim should be taken in priority. Partial claims are not permitted.


vii)
Any unused loss can be carried forward under Section 83.

Example


A, who has been in business for many years, has an adjusted loss from trading for the year ended 31st December 2007 of £12,000. In respect of the year to 5th April 2007 he has the following:


£

Trade profits year to 31.12.2006
10,895

Rental income
30,000


Compute A’s income tax liability for 2006/07 on the assumption that he claims relief for the trading loss in the year 2006/07.


Solution




 Income tax computation 2006/07


     £

Trade profits
10,895

Property income
30,000


40,895

Section 380 loss relief 2006/07
12,000


28,895

Personal allowance
5,035

Taxable income
23,860

Tax liability:
2,150 @ 10%
215



   21,710 @ 22%
4,776



£ 23,860


Tax payable





4,991


Notes

i)
Personal allowances are claimed after relief for a loss so that there may be unused personal reliefs.


ii)
The whole of the loss to 31st December 2007 has been used against total income of the year preceding the loss, i.e. 2006/07.

iii) The trade loss of £12,000 can be used in the year 2006/2007, 2007/2008 or carried forward (see section 6).

Capital allowances

4.
Capital allowances are deducted in computing trade profits, but the taxpayer does not have to claim the full allowances available in computing his or her taxable profits.

Example


T, who started in business in January 2002, has an adjusted trading profit for the 12 months to 31st December 2007 of £145, and capital allowances available of £4,000. T has property income for 2007/08 of £6,000 and no other income. 


Compute T’s income tax liability for 2007/08.


Solution
Income tax computation 2007/08


£

Dividend income (gross)
6,000

Less Section 64 relief
(775)


5,225

Personal allowance
5,225

Trading loss. Section 64 claim (145 – 920)
775


Notes

i) T has claimed £920 of his capital allowances so that he does not waste his personal allowance. The balance of the capital allowance of £4,000 – £920, i.e. £3,080 can be carried forward to the pool for AP to 31.12.2008.
Tax planning considerations in making a Section 64 claim

5.
The following points should be taken into consideration in deciding whether or not to make a claim for loss relief under Section 64.


a)
Loss of personal allowance
—
This cannot be carried forward, or back.


b)
Transfer of married couple’s allowance
—
This can all be transferred to the spouse, on a



spouses aged 65 at 5.4.2000

joint election, although only obtaining relief at





the 10% rate.


c)
Loss of personal pension
—
Net relevant UK earnings are after deduction of 



plan relief (see Chapter 16)

loss relief.


d)
Tax at higher rate
—
A claim can be made for the actual year of the loss or the preceding year.


e)
Reduction in Class IV NIC
—
Profits for Class IV National Insurance purposes are after loss relief.

Carried forward – Section 83 ITA 2007 (previously sec 385 TA 1988)
6.
To the extent that a trading loss has not been relieved it may be carried forward and set against the first available profits of the same trade.


The loss must be set off even where this would involve a loss of personal allowances.

Example


R has taxable profits for the year to 31st December 2007 of £26,000. Trade losses brought forward under Section 83 amount to £3,105. R started in business on 1.7.2003.


Compute the income tax liability for 2007/08 of Mr R.


Solution
Income tax computation 2007/08


R



£



Trade profits

26,000

Section 385 losses b/f

3,105
22,895


Personal allowance


5,225


Taxable income


17,670


Tax Liability 
2,230
@ 10%
223



15,440
@ 22
3,396



17,670
3,619


Losses in early years of trading 

7.
Where a trading loss is incurred in the first year of trading then the loss may be relieved under Section 380, or carried forward under Section 83.

Example


K commenced trading on the 1st January 2005 with the following results:




12 months to 31st December 2005

Loss 20,000




12 months to 31st December 2006

Profit 18,000




12 months to 31st December 2007

Profit 16,000


K makes a maximum claim under Section 64 for 2004/05 and 2005/06. 
Show the computations for all available years.

Solution
K assessments

2004/05
1.1.05 – 5.4.05   

 20,000

(5,150)

2005/06
1.1.05 – 31.12.05

(20,000)



Less 2004/05

5,150
(14,850)

2006/07
31.12.06


18,000

2007/08
31.12.07


16,000


Notes


i)
Losses available for relief under Section 64



2004/05
5,150




2005/06
14,850
20,000


ii)
As the full amount of the loss has been relieved, there is none to carry forward.

Losses in first four years of trading – Section 72 ITA 2007 (previously sec 381 TA 1988)
8.
The relief which is available under this section, in addition to that under Sec 64 or 83, is as follows.


a)
Trading losses incurred in the first four years of assessment may be carried back and set against the total income of the taxpayer, in the previous three years of assessment.


b)
The trading loss is to be calculated on the accounting year basis.


c)
The loss is to be set against income of the first available year in the following order: earned income/unearned income of the claimant.


d)
A claim can be made to restrict the application of relief to the claimant’s income only.


e)
A claim must be made within two years of the year of assessment in which the loss is incurred.


f)
Where a claim is made for relief under Sec 64 and under Sec 72, then the loss cannot be apportioned between them. Butt v Haxby 1983 STC 239.


g)
The set-off is against income of an earlier year before a later year, i.e. on a FIFO basis.

Example


P left his employment on the 31st December 2004 and commenced trading on the 1st January 2005 with the following results:


£

12 months to 31.12.2005
(3,000)

12 months to 31.12.2006
(2,000)

12 months to 31.12.2007
(5,000)


Compute the losses available for set-off and show the years in which they can be utilised.


Solution


£
£

2004/05
1.1.05 – 5.4.05  EQ \f(95,365)   3,000 =

(780)

2005/06
Year ended 31.12.05
(3,000)



Less allocated to 2004/05
780
(2,220)

2006/07
Year ended 31.12.06

(2,000)

2007/08
Year ended 31.12.07

(5,000)


Loss relief available is as follows:


2004/05
2005/06
2006/07
2007/08



780
2,220
2,000
5,000


_______







Set against total income


2001/02
780
–
–
–


2002/03
–
2,220
–
–


2003/04
–
–
2,000


2004/05
–
–
–
5,000


Notes

i)
If the losses cannot be fully used by this process then the balance can be carried forward in the usual way under Section 83.


ii)
The loss has been shown as relieved in the earliest year available.

Terminal loss relief – Section 89 ITA 2007 (previously Sec 388 TA 1988)
9.
Under this section relief is available where a cessation of trading takes place, and a loss arises in the last 12 months of trading.


A terminal loss may be carried back and set against the trading profits (less capital allowances) of the three years of assessment prior to the year of assessment in which the trading ceases.

Example


S ceased trading on 30th June 2007 with the following results:


Adjusted profits
£
9 months to 30.6.07
(1,500)

12 months to 30.9.06
1,200

12 months to 30.9.05
1,600


Compute the terminal loss available for relief.


Solution





Calculation of terminal loss – 12 months to 30.6.2007


£

£

2007/08
(6.4.2007 – 30.6.2007)




1/3(1,500)
(500)
(500)

2006/07
(1.7.2006 – 5.4.2007)


1.10.2006 – 5.4.2007 2/3(1,500)
(1,000)


1.7.2006 – 1.10.2006 3/121,200
300
(700)


Terminal loss


(1,200)

10.
Some further points on terminal losses.


a)
Capital allowances claimed including any balancing adjustments must be deducted from the assessments before terminal loss relief is applied.


b)
Normally relief under Section 64 would be claimed before any terminal loss relief, since the former is relief against total income.


c)
Terminal loss is computed after deducting capital allowances.

d) Terminal loss is after any overlap relief brought forward.

Transfer of a business to a limited company – Section 86 ITA 2007 (previously sec 386 TA 1988)
12.
If a sole trader or partnership transfers its business to a limited company, there is a cessation of trade. Accordingly, trading losses at the date of transfer are not available for set-off against any future corporation tax profits of the new company. 


However, Section 86 provides some relief where the following conditions are met.


a)
The consideration for the business consists wholly or mainly in allotted shares of the company. In this case 80% is often taken to be equivalent to ‘wholly’.


b)
The shares are beneficially held by the transferor throughout the period of any year of assessment for which a claim under Section 86 is made.


c)
The company carries on the same business throughout any year for which a claim is made.


Relief is available in respect of trading losses (excluding capital allowances) from a former business which can be carried forward and they can be set against income received by the transferor from the company. The losses must be set against earned income first, e.g. directors’ fees or remuneration, and then investment income, e.g. dividends.

Example


D transfers his business to a limited company on the 1st August 2007 wholly for shares.


At that date the business has trading losses of £10,000. In the year 2007/08 D receives director’s remuneration of £8,000 and a net dividend of £900 from the company.



Income tax computation 2007/08


£

Income from employment
8,000

Less Section 86 loss
8,000

Dividend income
1,000

Less Section 86 loss
1,000


Notes

i)
With this example there would be trade losses to carry forward to 2008/2009 of £1,000 providing the conditions noted above prevail.


ii)
In claiming the Section 86 relief for 2007/08 D has lost his personal allowances which cannot be carried forward.


iii)
A claim under Section 86 in effect involves Section 83, and is subject to most of the provisions relating to that section.

Relief for capital losses – Section131 ITA 2007 (previously sec 574 TA 1988)
13.
Under this section a loss made by an individual on the disposal of any unquoted shares can be set against his income for income tax purposes. The loss must arise from a number of shares originally subscribed for on the formation of the company, and not from an inheritance or subsequent acquisition.


The claim is similar to a claim under Section 64 ITA 2007, but takes precedence of relief under that section. The company must in general be a UK trading company at the date of the disposal. A qualifying loss can only be claimed in the following circumstances:


a)
on a disposal for full market value, or


b)
on a winding up, or


c)
on a claim that the shares have become of negligible value.


The loss is deducted from the taxpayer’s income in the year in which the disposal takes place or in the preceding year.

Example


Z and his wife have the following data relating to 2007/08.
£
Z Income from employment
35,000

Mrs Z Income from employment
6,000

Z Building society interest (net)
8,000

Z allowable loss under Sec 131 ITA 2007 arising from shares in A Ltd
3,000


Compute the income tax liability for 2007/08 of Z and his wife.

Solution



Income tax computation 2007/08


Z
Mrs Z


£
£

Earned income

Income from employment Z

35,000
–

Income from employment Mrs Z

–
6,000



_______
_______


35,000
6,000

Savings income

Building society interest (gross)

10,000
–



45,000
6,000

Less capital loss relief Sec 131

3,000
–



42,000
6,000

Personal allowance 

5,225
5,225

Taxable income

36,775
775

Tax liability



2,230 / 775
@ 10 %
223
77


24,545 /  –
@ 22%
5,399
–


7,825 /  –
@ 20%
1,565


2,175 /  ​–
@ 40%
870
–


36,775
775

8,057
77

Less:
income tax deducted from BSI

2,000


Tax payable

6,057
77


Notes


i)
The relief for the capital loss is deducted from the earned income of Z in the computation. If this is insufficient it is set against his unearned income.


ii)
As Z is paying tax at the 40% rate it would be tax efficient to transfer some of his investments to Mrs Z, to generate additional income in her own right.

Pre-trading expenditure 

14.
Relief is available for expenditure incurred by a person in the seven years before he or she commences to carry on a trade.


a)
The expenditure must be allowable trading expenditure which would have been deducted in computing trading profits if incurred after the commencement of trading.


b)
Such expenditure is treated as a trading loss of the year of assessment in which the trade commenced, to be claimed separately from any other loss relief.


c)
The relief does not apply to pre-trading purchases of stock.


d)
The loss may be relieved under Section 64, 83 and 72 ITA 2007.


e)
Pre-trading expenditure is treated as an expense of the trade.

Example


T purchased a secondhand bookshop for £20,000 on 6th October 2006 which was closed for renovation until 6th April 2007 when trading commenced.



Trading account for the period to 5th April 2008


£

£

Sales

95,000

Purchases
42,000

Less Closing stock
3,500
38,500

Gross profit

56,500


Wages
23,700


Motor expenses
3,800


Costs of purchase of shop
5,000


Rent and rates
2,400


Heat and light
6,300


Repairs and renewals
8,000
49,200

Trading profit

7,300

        Notes

i)
£2,000 of the purchases were made before 6th April 2007.


ii)
Private use of motor car has been agreed at 30%. All expenses incurred after 5th April 2007.


iii)
Rent, rates, and heating and lighting have accrued over the period 6th October 2006 to 5th April 2007.


iv)
Repairs includes £6,000 for repairs prior to 6th April 2007.


Complete T’s profits chargeable to income tax for 2007/08  (ignore capital allowances).


Solution




Trade profits 2007/08


£
£
£

Trading profit per accounts


7,300


Add back:


Cost of purchase of shop

5,000


Motor expenses 30%3,800

1,140

Pre-trading expenses
£
Repairs
6,000

Rent and rates 1/32,400
800

Heat and light 1/36,300
2,100
8,900
15,040

Adjusted profit


22,340

Less Pre-trading allowable expenditure
£

Repairs
6,000

Rent and rates
800

Heat and light
2,100

8,900

Income taxed as trade profits


13,440


Notes


i)
Pre-trading expenditure is treated as an expense of the business on the first day of trading.


ii)
Capital allowances claimed would be deducted from the adjusted profits of £13,440 to arrive at the trade profits for the period.

Restrictions on claiming loss reliefs

15.
a)
A claim under Section 64 is only available to trades which are carried on with a view to profit, and on a commercial basis in year of assessment to which the claim relates.


b)
Farmers and market gardeners cannot obtain relief under Section 64 if in the previous five years their business has incurred successive trade losses, unless it can be shown that the trade is being carried on with a view to profit, and there is a reasonable expectation of profits in the future.


c)
Loss relief under Section 83 is available in the earliest possible years only against the profits from the same trade, and not against total income or profits from any other trade.

Trading losses set against capital gains

16.
Where a trading loss is incurred in the year then to the extent that it has not been fully relieved under Section 64 ITA 2007, a claim for relief against any chargeable gain can be made. The amount to be claimed cannot exceed the chargeable gain for the year, before deducting the CGT exemption amount of £9,200, for 2007/08

Example


N has the following data relating to the year 2007/08:


£

Trade loss for year to 31.3.08 
(17,000)

Chargeable gains before exemption.
12,000


In the year to 5th April 2008 N has other income of £16,000.


Compute the income tax liability for 2007/08.


Solution




Income tax computation 2007/08


£

Taxable income
16,000

Less Section 64
16,000


–



CGT computation 2007/08

Chargeable gains
12,000

Less trading losses
1,000


11,000

Less annual exemption
9,200


1,800

Notes

i)
N’s personal allowance of £5,225 would be wasted.


ii)
The trading loss of £17,000 has been dealt with as follows:


£


Section 64 2007/08
16,000


Capital gain 2007/08
1,000


iii)
The CGT is chargeable at the 10% / 20% / 40% rate. For details see Chapter 31.

Rental business losses

17.
1)
The general rule is that any rental business loss is automatically carried forward and set against rental business profits of the next year.

2) Rental business losses can only be set off against profits from the same rental business.

3) Furnished holiday lettings are treated like a trade for loss purposes and get the same loss reliefs as trades e.g. Sections 64 and 83.

4) Where a rental business loss is attributable to any capital allowances then all or part of that attributable loss can be set against total statutory income.

Example

K has rental income loss of £3,500 for the year 2007/08 after claiming capital allowances of £1,500.


£


Loss relief available
1,500
Notes
i) The loss relief can be set against other income of 2007/08 or 2008/09.

ii) Loss relief is limited to the smaller of the rental business loss and the capital allowances.


5)
Where a rental business loss is incurred, which includes agricultural land, then a part of the loss attributable to the agricultural land may be set against total statutory income.

• Student self-testing questions

1.
James makes up accounts annually to 31 December. His recent results have been:

	
	
	

	Year to 31 December 2004
	Profit
	£48,000

	Year to 31 December 2005
	Loss
	£60,000

	Year to 31 December 2006
	Profit
	£75,000


Requirement: Show the assessments on income from trading in each of the years after any claim for loss relief.

Solution 

	
	31.12.04

£
	y/e

31.12.05

£
	31.12.06

£

	Income from trade
	 48,000
	-
	 75,000

	S83
	-
	-
	(12,000)

	
	48,000
	-
	63,000

	S64
	(48,000)
	-
	-

	Net Income
	-
	-
	 63,000


	Loss Memorandum:-
	
	

	
	
	£

	2005
	Loss arising
	60,000

	2004
	S380
	(48,000)

	2006
	S385
	(12,000)


2. Clyde has the following income and expenditure

	
	2006/07
	2007/08

	
	£
	£

	Operating profit before royalties
	2,000
	42,000

	Investment income
	6,000
	6,000

	Patent royalty paid (trading) 

– amount paid net of basic rate tax
	17,160
	17,160


Requirement: Show the assessments on income from trading in each of the years after any claim for loss relief.

Solution 

	
	2006/07
	2007/08

	Income from trade
	-
	20,000

	S83
	
	(14,000)

	Income from savings + investment
	 6,000
	   6,000

	S64
	(6,000)
	

	Net income
	Nil
	 12,000

	
	
	


	Loss memorandum
	

	Loss arising    2006/07
	

	2,000 – (17,160 x 100/78)
	20,000

	2006/07 S64
	(6,000)

	2007/08 S83
	(14,000)


3. Nathaniel started trading on 1 October 2005 and prepared to 31 December of each year from 2006.

His results for the first two accounting periods were: -

	15 months to 31 December 2006
	Loss 23,700

	Year to 31 December 2007
	Loss 19,320


Prior to becoming self -employed he had the following other income: -

	2002/2003
	12,200

	2003/2004
	12,500

	2004/2005
	12,800

	6/4/2005 (to 30/9/2005)
	6,900


Requirement: Calculate Nathaniel’s net income for 2002/2003 to 2005/2006 using all available s72 claims

Solution 

Losses eligible for s72 Relief  

	Year
	Basis period
	Workings
	Loss
	Years for s72 claim

	2005/06
	1.10.05- 5.4.06
	23,700 x 6/15
	9,480
	02/03 – 04/05

	2006/07
	1.1.06-31.12.06
	23,700 x 12/15 - 23700 x 3/15
	14,220
	03/04 – 05/06

	2007/08
	y/e 31.12.07
	
	19320
	04/05 - 06/07


Using all possible s72 claims, total income is

	
	
	2002/03
	2003/04
	2004/05
	2005/06

	Income from trade
	
	
	
	
	0

	Other income
	
	12,200
	12,500
	12,800
	6,900

	s 72 relief
	2005/06 loss
	9,480
	
	
	

	
	2006/07 loss
	
	12,500
	1,720
	

	
	2007/08 loss
	
	
	11,080
	6,900

	Total income
	
	2,520
	0
	0
	0


c/fwd loss of 1340 for year 2007/08
• Questions without answers

1. Jensen started to trade on 6/4/2006. Results were

	Year to 5 April
	
	

	2007
	Profit
	24,000

	2008  (projected)
	Profit
	32,000

	2009 (projected)
	Profit
	36,000

	2010 (projected)
	Profit
	30,000

	2011 (projected)
	Loss
	(56,000)


 Business is expected to be profitable thereafter

Jensen also has rental income of £12,000 per annum

Outline how Jensen could get relief for the loss

Calculate the most advantageous way of relieving the loss

How would the situation change if Jensen ceased trading on 5/4/2011?

2. Mister Y was employed as an auditor until 1/1/2007 and on that date started in business as a commodity dealer making up accounts to 30 June each year

	Income as auditor
	Results as dealer (loss)

	2003/2004
	20,000
	1/1/07 to 30/6/07
	(6,000)

	2004/2005
	22,000
	Year to 30/6/08
	(3,000)

	2005/2006
	24,000
	Year to 30/6/09
	(2,400)

	2006/2007
	22,000
	Year to 30/6/10
	nil


Requirement: Claim relief as soon as possible

3. A business ceased on 30 September 2008. Results were

	Year to 31/12/2005
	4,000

	Year to 31/12/2006
	800

	Year to 31/12/2007
	600

	9 months to 30/9/2008
	(3,900)

	Overlap profits on commencement (unrelieved)
	900


Requirement: Calculate the terminal loss and show how it is relieved.

124
132
133

_955371708

