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to the third edition of The Firm, Moore and
Smalley LLP’s bi-annual publication for
professional practices. The Firm is our source
of news, regulatory changes and opportunities
affecting professional service firms. 

In this issue, UITF 40 again takes the spotlight,
with an update of how tax spreading is
working in theory and in practice. We have
also looked at the opportunity that UITF 40
offers to practices to improve their business
processes. Divorce has also received a lot of
coverage in recent weeks, and so we have
summarised the tax implications. Finally we
have briefly considered the ongoing debate
surrounding the draft Legal Services Bill.

If you have any ideas about issues that
you would like to see covered in future
issues of The Firm, or would like more
information about the Professional
Services department then please e-mail
Mark Brennan at
info@mooreandsmalley.co.uk or call
him on 01772 821021.

If you want additional copies of The Firm or
any of our specialist publications you can
order hard copies from us or download them
from the internet at
http://www.mooreandsmalley.co.uk/about/me
dia/newsletters.html.

Karen Hain
Head of Professional Services

kh@moore-and-smalley.co.uk

Welcome

UITF 40 – Finance Bill spreads the weight of
revenue recognition changes
Last time, we looked at the
first proposals of how UITF 40
might take effect on
professional firms. Since then,
the detailed workings of the
new regime has been
outlined in the Finance Bill
and we have summarised the
current position. 

What is the likely effect of UITF 40?

The Consultative Committee of Accountancy
Bodies (CCAB) have carried out research into
the impact of UITF 40 on professional service
firms and estimate that 25% of firms face a
tax bill that will be 50% higher than
previously and a further 17% face a tax bill
of almost double their usual bill. Clearly such
a huge increase in tax will have a massive
impact on a number of practices. 

How does tax spreading work?

As discussed in our previous newsletter, firstly
you need to calculate “amounts recoverable
on contracts” under the UITF 40 rules and
compare this to the previous WIP valuation.
The resulting uplift in value is called the
“adjustment income”. Many sets of accounts
will already have been produced with prior
year adjustments into last year to put in this
adjustment income. In partnerships, this uplift
is allocated to partners in the profit sharing
ratio of the previous year.

The draft legislation in the Finance Bill will
enable firms to spread the tax burden of this
initial adjustment income over a period of
between three and six years, depending on
an annual comparison to be made. The
Finance Bill has set out that this adjustment

income must then be compared to the
taxable profits of the business in the tax year
when the uplift arises.

If one-third of the uplift is less than one-sixth
of the taxable profits in the year, then one-
third of the uplift is taxed in that year. If the
uplift is more than one-sixth of taxable profits
then income is capped at that one-sixth and
the untaxed element is carried forward. 
In years 2 and 3, the same comparison 
is made of one third of the adjustment
income to one-sixth of taxable profit, 
with the taxed adjustment income being the
lower of the two.

Potentially in years 4 and 5, the excess
adjustment income unassessed to date is
compared to one-sixth of the taxable profits
of the year, and if the adjustment income is
less than one-sixth of the profits of the year, 
it is taxed in that year, or the excess 
carried forward.

In year 6 the remaining adjustment 
income that has not yet been taxed is
assessed. There is no carry forward at the
end of year 6.

Is there also National Insurance 
to pay?

No, because the UITF 40 uplift is taxed as
“adjustment income” in your tax
computation, it is not assessable to Class 4
National Insurance, unlike normal
unincorporated business profits.

What if we are an ‘early adopter’ 
of UITF 40? 

Currently the tax spreading does not apply to
early adopters, despite the fact that UITF 40
actually encouraged early adoption. Such
firms are understandably aggrieved and are
lobbying for fairer treatment.
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Worked Example 1: Rising Profits

ABC & Co are a three partner firm of quantity surveyors, preparing their accounts to 30 April each year. The “adjustment income” arising on 30
April 2006 as a result of the application of UITF 40 is £150,000. The firm’s taxable profit for the year ended 30 April 2006 is £350,000 and in
subsequent years rise by £50,000 p.a.

Tax Year Taxable Profit Adjustment income Allocated to partners in PSR Latest date by which tax 
subject to tax ratio for year ended on adjustment income will be payable

2006/07 £350,000 £50,000 30 April 2005 31 January 2008
2007/08 £400,000 £50,000 30 April 2006 31 January 2009*
2008/09 £450,000 £50,000 30 April 2007 31 January 2010*

* In practice, although the adjustment income will be subject to tax over a three year period, payments on account will be required against the tax liability arising, with the result that the
tax will effectively be paid in an 18 month period only.

Worked Example 2: Falling Profits

Alpha, Beta & Gamma are a three partner firm of solicitors with a 31 March year end. Taxable profits in 2006 were £600,000 and in subsequent
years fall by £75,000 p.a. Their “adjustment income” calculated following UITF 40 on 31 March 2006 was £400,000. The adjustment income will
be taxed thus:

Tax Year Taxable Profit Adjustment income Allocated to partners in PSR Latest date by which tax 
subject to tax ratio for year ended on adjustment income will be payable

2005/06 £600,000 £100,000 31 March 2005 31 January 2007
2006/07 £525,000 £87,500 31 March 2006 31 January 2008*
2007/08 £450,000 £75,000 31 March 2007 31 January 2009*
2008/09 £375,000 £62,500 31 March 2008 31 January 2010*
2009/10 £300,000 £50,000 31 March 2009 31 January 2011*
2010/11 £225,000 £25,000 31 March 2010 31 January 2012*

* Because of the impact of payments on account being based on prior year tax liabilities, this will mean that tax is effectively paid over a four and a half year period.

Revenue recognition is a very complex area of accounting practice that we are currently assisting a large number of clients
with. For specialist advice on how UITF 40 will affect your firm, contact Karen Hain at kh@mooreandsmalley.co.uk or 01772
821021.
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UITF 40 and opportunities for improvement
Despite UITF 40 having quite
obvious drawbacks for
professional firms, it also
represents a clear opportunity
for practices to improve their
business processes. As firms
are finally beginning to accept
UITF 40, they should now be
looking at applying the
principles and making the best
of the new regime.
The key principle of UITF 40 is that a firm’s
revenue should reflect activity in the year rather
than fees billed. Taking this into account, three
key areas to focus on in order to improve your
position are:

Improving Management Information

By truly taking ownership of management
information such as ensuring that all
timesheets are completed on time, you
improve your ability to bill clients in an
accurate and timely fashion. In any firm, there
is usually a small ‘hard-core’ who hold up the
billing process, and the firm should take action
to discourage this behaviour.

Getting Bills Out

By billing regularly and promptly you increase
the chances of recovery of the value of work
done. If clients are billed promptly they will be
able to associate the fee with the work done
easily, but if they are waiting months for a bill,
they may struggle to remember what it is they
are being billed for. The type of certainty
provided to clients by monthly or quarterly
billing of time incurred or to an agreed
schedule will also aid recovery.

This requires a commitment from all staff and
partners of the firm in order to be a success, and
will require a behavioural shift on the part of
many professionals. It may also require changes
to the accounting system (or in some cases, the
purchase of a new system) in order to ensure
that the billing process is as ‘slick’ as possible.

Getting Cash In

Profit is not made when the fee note is issued,
it is made when cash is received. Prompt
accurate billing will improve recovery, but
additionally the relationships with your clients
and your level of ownership over bills raised is
critical. The better the relationship with the
client, the easier it is to remind them of the
need for payment and the greater the
likelihood of them paying promptly.

For practice management advice and
support, contact Karen Hain on 01772
821021.
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Divorce: The tax implications
The media has recently been
extensive in its coverage of the
Sir Paul McCartney and
Heather Mills divorce, and the
ruling of the Law Lords in a
number of contentious divorce
cases. Divorce is not just stressful
and costly for the rich and
famous, if affects all divorcees,
regardless of their wealth. One
important area to consider as
part of a divorce settlement is
the tax implications:
Income tax

Generally, there is no deduction in respect of
maintenance payments, and no taxation on
the receipt of them (apart from in a few cases
for maintenance agreements made before
1988 by people born before
1935).

Capital gains tax (CGT)

Assets passed between
husband and wife are

generally free of CGT, but from the 6th April
after the point of final separation, the
exemption no longer applies. Until the final
stage of the divorce (the decree absolute), the
former spouses are still considered as
‘connected parties’ for tax purposes, meaning
that transfers between them have to be made
at market value.

This generally causes issues around the transfer
of property as part of the divorce settlement.
The family home is normally exempt from CGT
under principal private residence relief, however
this only extends to a period of up to three
years after one of the spouses vacates the
premises, meaning the transfer must
be made during this time.
Transfers of commercial
property or second homes are
subject to a CGT charge on
the transfer unless the

transfer(s) are made in the tax year of
separation. Transfers of business interests
between spouses is complicated with many
potential issues, requiring specialist advice.

Inheritance Tax (IHT)

The spouse exemption for IHT is not lost on
separation, continuing until the time of divorce.
There is also an exemption for lifetime transfers
to the former spouse for their maintenance
and the maintenance of their children.

For advice on taxation, contact tax
principal, Lynne Holmes on 01772
821021 or lh@mooreandsmalley.co.uk. 

Protection the key for stability of practice management
For small to medium-sized practices, the
incapacitation or death of a key employee
could have a hugely disruptive influence on the
operations of the whole practice. Most
practices have at least one person without
whom “we wouldn’t be able to cope”. Your
firm may well have to manage without these
people in the future and as such you should
be prepared to deal with such an eventuality.

Keyman insurance is a means of managing
against the risk of death or incapacitation of
key employees. The insurance can be

structured to provide:

• An income stream to the practice whilst
the key person is incapacitated
(compensation for the firm of lost
contribution).

• A lump sum to the practice in the event of
death (to enable the firm to try to replace
a key employee, resume normal trading,
and retain the value of the practice).

• Money for the remaining
partners/directors to buy the shares or

stake from the original shareholder or
their estate (enabling a smoother running
of the transition period).

Keyman cover is an important tool in dealing
with one of the biggest disruptions a practice
could ever face and therefore is well worth
reviewing, even if you already have cover in
place.

For more information about cover for
you or your practice, contact Financial
Planning Consultant, Laurence Kelly on
01772 821021.


