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VENTURE CAPITAL TRUSTS

Venture capital trusts are collective investment schemes which give a number of tax advantages to individuals who invest in them. They are designed to raise capital for unquoted trading companies, the idea being that the risks involved for the investor are diluted because of the range of the underlying investments. It must however be emphasised that it is essential to take advice from a financial advisor with expertise in this area before considering any investment since some venture capital trusts have proved to be disappointing investments. Despite this, venture capital trusts have an important role to play in raising capital from third parties for fledgling trading companies and because of the diversity of underlying investments, they may be less risky than direct investment in a trading company via the enterprise investment scheme.
The venture capital trust itself must comply with detailed requirements in order that the tax benefits will be available to the investors; these are not set out here as they are matters to be dealt with by the managers of the trust. However it will be of interest to investors to know that no underlying investment of the trust, other than an investment in another venture capital trust, may represent more than 15 per cent of the total value of the trust’s investments at the time when the holding is acquired.
Income tax reliefs

The individual investor in the trust (who must be aged 18 or over) may claim an income tax reduction for the year of investment equal to 30 per cent of the sum invested. There is an upper limit of £200,000 in respect of which relief can be claimed in any one tax year, and therefore the maximum tax saving from venture capital trust investments in any one fiscal year is £60,000.

The income tax reduction is not a freestanding amount to be claimed from HMRC. The reduction is limited to the amount of income tax payable by the investor for the fiscal year concerned and for this purpose the tax credits on dividend income are left out of account as they are not repayable under any circumstances.

The relief for a year can only be claimed after the end of the year and any in-year claims for relief by repayment through self assessment will be rejected by HMRC. However this does not affect the right to claim a reduction in payments on account to be made for the tax year concerned and it is also possible to claim the relief by an adjustment in a PAYE coding notice.

So long as the investment made in the venture capital trust does not exceed the upper limit mentioned above of £200,000 for the tax year concerned, dividends on those shares received by the investor are not liable to income tax. They do not therefore need to be included on the annual self assessment return. The income tax reduction of 30 per cent may be withdrawn if the shares concerned are disposed of within five years from the date of acquisition, except in the case of a disposal between spouses. If the shares concerned are given away, there is a total withdrawal of the 30 per cent income tax reduction given initially. If on the other hand the shares are sold on the open market, the withdrawal of relief takes the form of 30 per cent of the proceeds of sale of the shares, or the amount of relief originally given on those shares, whichever is the lower.

It should be noted that the amount of the income tax reduction available for venture capital trust investment has been subject to a number of alterations in past fiscal years, and the position set out above therefore applies only for investments issued on or after 6 April 2006.
Capital gains tax
The capital gains realised within a venture capital trust are not liable to tax.
Equally, for the investor, any gain realised on the disposal of his holding of shares in the venture capital trust is not liable to capital gains tax, insofar as the shares concerned qualified for the income tax reduction on investment, i.e. they were within the maximum permitted investment limit for the tax year when they were acquired. It should be noted that although the income tax relief on investment is subject to the five-year holding period mentioned above, this does not apply for the capital gains tax exemption and gains on shares in a  venture capital trust are therefore exempt even where disposed of within five years of acquisition.

Equally of course, if a loss is realised on a venture capital trust investment it is not an allowable loss for capital gains tax purposes, and cannot therefore be claimed for relief against other gains realised.

One important distinction between the capital gains tax treatment of shares in a venture capital trust as compared with those acquired under the enterprise investment scheme is that the latter can be used to defer capital gains tax liability on other gains realised. For example, if a gain of £50,000 is realised on the disposal of a property, subject to a number of conditions, it is possible to defer capital gains tax liability on the gain by investing £50,000 in an unquoted trading company qualifying under the enterprise investment scheme. Although there was a similar deferral relief for a venture capital trust investment up to 5 April 2004, this was withdrawn with effect from 2004/05 onwards.
Inheritance tax

A further distinction between venture capital trust investments and enterprise investment scheme investments is that the latter will normally be exempt from inheritance tax after the shares have been held for two years due to the availability of business property relief. This relief does not however apply to investment in venture capital trusts which are therefore not exempt from inheritance tax.

FOR GENERAL INFORMATION ONLY

Please note that this Memorandum is not intended to give specific technical advice and it should not be construed as doing so.  It is designed to alert clients to some of the issues.  It is not intended to give exhaustive coverage of the topic.

Professional advice should always be sought before action is either taken or refrained from as a result of information contained herein.

