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TERMS OF REFERENCE
One
To examine the impact of recent developments in international tax policy,
including in Britain’s tax system, on Britain’s international competitiveness.
Two
To prepare a set of policy options for direct taxes that are
(a) flatter
(b) simpler
and examine the case for a flat tax. In doing so the Commission should consider
the interaction of direct corporate and personal taxes on capital taxes and tax
credits.
Three
To recommend a set of policy options, with the aim of improving the economic
efficiency, transparency, simplicity and fairness of the system.
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FOREWORD
When the Shadow Chancellor, George Osborne MP, asked me to chair an
independent Tax Reform Commission last year I agreed immediately. Tax
matters. Getting our tax policy right is central to our future prosperity and to the
funding of our public services.
I am greatly indebted to all of the Commissioners. They are hard-working and
eminent individuals who have not spared themselves in producing this report.
Each has been open-minded and objective in listening to the views of others. We
have all learned a great deal about the increasing complexity of our tax system
and its damaging consequences for competitiveness and national prosperity.
Twelve months on the result is a unanimous report.
We have kept strictly to our terms of reference and have not considered VAT,
council tax, business rates and environmental taxes. Nor have we examined in
detail the encouragement of savings, the pension system, pension relief or the
interaction of tax credits and the rest of the benefit system.
The Commission has had an excellent team in special adviser David Martin,
secretary Nicholas Boys Smith, our researchers Jonathan White and Corin Taylor
and our editor Tim Knox. We have also benefited from a wider support group with
specialist advice and knowledge. I am particularly grateful to the CBI, the Institute
of Directors and the British Chambers of Commerce for their help in surveying
business opinion, to the experts who peer-reviewed our work and to everyone
who submitted evidence to us. The fact that so many people were prepared to
make so much effort to help us underscores the urgency and seriousness of the
problem that the country faces.
I do not expect everyone to agree with all of our conclusions but it is clear that
Britain needs a less complex and more competitive tax system. This is the
strikingly consistent message in the submissions we received, particularly from
professional firms with international experience.
Our proposals are nearly all achievable over a Parliament and are realistic. They
set a direction of travel. While the speed of the journey is a matter for political
judgement, the destination is clear – a simpler, lower, flatter, fairer, and more
stable tax system.

Michael Forsyth
19 October 2006
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1 EXECUTIVE SUMMARY
1.1

THE PROBLEM

1.1.1

The tax burden in the UK is high in both historic and international
terms

There are now almost 3.5 million more people paying income tax than in 1997. A
decade ago the UK tax burden was close to the OECD average of almost 39 per
cent of GDP. In 2007 it is forecast to rise to 42.6 per cent – the highest level since
1986. This is against a backdrop of increasing global competition. Across the
OECD, the average tax burden has consistently remained under 39 per cent and
will have fallen to 37.9 per cent in 2007.
If the tax burden had remained at the 1996 level as a percentage of GDP, the
average household would pay £1,600 less tax than it does at present. If tax
revenues had remained at the 1996 level in real terms, the average household
would pay £5,140 less tax than it does currently.

1.1.2

The UK system is too complex, too unfair, too unstable

The last decade has also seen an eye-watering increase in UK tax complexity and
instability. New income tax rates have been created. New corporate tax rates
have been created and then removed. Employee share option schemes have
been changed almost annually. The controlled foreign company legislation has
been changed repeatedly. Since 2000, the tax law for intangibles, substantial
shareholdings, stamp duty, leasing and film credits have all undergone major
rewrites. The list goes on and on.
The Commission’s survey of businesses found that 78 per cent felt that the level
of tax complexity has increased over the last five years. Only 2 per cent said that it
had decreased. KPMG has concluded that: “The general trend for the UK’s tax
system in recent years has been towards more complexity and less certainty,
which is gradually making the UK a less competitive location for industry.” This
has been exacerbated by the growing role of the European Court of Justice and
the UK’s apparent difficulty in anticipating its rulings.

1.1.3

The tax system is exacerbated by problems with legislative
process

There is too much tax law. Consultation and scrutiny is not good enough. A tax
partner at PwC has estimated that parliamentary time allocated to the 2003
Finance Bill required “one line of legislation to be read, digested, debated, and
agreed or amended every ten seconds of available parliamentary time.” Another
expert described the whole process as “almost a complete waste of time.”

1.1.4

High taxes and complexity damage growth. The tax system is
undermining UK competitiveness and precipitating relative
economic decline

These developments matter. Twenty years ago it was still possible to argue that
the relationship between high tax and slow growth was academically unclear. The
sheer weight of evidence now makes that very difficult to do. The OECD has
concluded that “up to one-third of the growth deceleration in the OECD [over the
1965-95 period] would be explained by higher taxes” and that “the increase in the
7

Tax Reform Commission: Tax Matters

average tax rate of about 10 percentage points over the last 35 years may have
reduced OECD annual growth rates by about 0.5 percentage points.” Tax
complexity simply adds to this cost of tax. KPMG has estimated the administrative
burden of UK tax regulation at £5.1 billion.
The evidence is clear. The complicated high tax system is now harming the UK
economy, impairing its competitiveness and reducing growth and opportunity for
individuals and families. Without urgent reform, it will only get worse.

1.1.5

Tax reform in other countries has worked extremely well

Tax reform can work. Many other countries have recently embarked on
programmes of tax simplification, base broadening and rate reduction. Examples
include Australia, New Zealand, the Netherlands and Ireland. These countries
have cut their tax rates and simplified their tax systems. At the same time, they
have achieved budget surpluses and enjoyed strong economic growth. This in
turn has made further reform affordable.

1.2

OPTIONS FOR REFORM

1.2.1

A flat tax is the right direction but not the right solution for the UK

While theoretically attractive, moving directly to a “pure” flat tax in the UK would
not in practice be viable. Financing current levels of government expenditure
would require a flat tax rate which would entail either undue risk with the public
finances or major cuts in expenditure or a steep increase in tax rates for those on
low incomes or for middle earners. Nevertheless, many of the features of flatter
taxes – simplicity, stability, a broader base, higher thresholds, fewer rates – can
and should be actively pursued.

1.2.2

The principles of an efficient tax system

The primary purpose of tax is to raise revenue to fund necessary government
expenditure. It should do so without, as far as possible, damaging wealth creation
and individual freedom of choice. Four principles should be adopted to achieve
this:

•

Economic efficiency. Tax should be as low as possible, should not
distort business decisions and should discourage neither economic growth
nor individual enterprise and effort.

•

Fairness. The least well-off should pay a smaller proportion of tax. People
in similar circumstances should be treated equally.

•

Simplicity and transparency. Tax should, as far as possible, be clear,
easy to understand, of certain application, easy to calculate and easy to
collect.

•

Stability and predictability. Once the above principles have been
adopted, changes to tax law should be kept to a minimum.

8
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1.2.3

Outline of proposed reforms by subject

40 major reforms are proposed. (A full list can be found on pages 11-12.) They fall
into the following categories:

•

Improving understanding of how tax affects economic growth. The
Treasury should establish an official “dynamic” model for the UK economy
to encourage greater understanding of the dynamic effect of tax changes
on economic growth and tax revenues.

•

Reducing personal taxation. The personal allowance should be
increased to £7,185 and the 10 per cent rate should be abolished. 2.5
million low paid people would thereby stop paying income tax altogether.
The basic rate of income tax should be reduced to 20 per cent. A
transferable personal allowance for couples with one or more children
aged five years or under should be introduced.

•

Simplifying personal taxation. The basic rate of income tax and the
savings rate should both be set at 20 per cent. The complex web of tax
free employee benefits and allowances should be reviewed and, wherever
possible, abolished. National insurance and income tax rules should be
aligned with consideration being given to merging the two systems in the
medium term.

•

Reducing business taxation. The main rate of corporation tax should be
reduced to 25 per cent. Over time, there should be one rate of corporation
tax of 20 per cent.

•

Simplifying business taxation. The corporate tax base should be
broadened and tax rates reduced by replacing the complex schedular
system with one based on accounting profit. The upper marginal rate of
32.75 per cent should be abolished so that all profits above £300,000 are
charged at the main rate of corporation tax. The indexation allowance
should be abolished. Full pooling of losses should be permitted. R&D tax
credits and film tax credits should be abolished. Safe harbour rules should
be introduced and a general anti-avoidance rule once substantial
simplification has been achieved.

•

Reducing and simplifying capital taxation. A short-term capital gains
tax which tapers to zero over ten years should replace the current
complex system of taper relief and indexation. Inheritance tax should be
abolished and replaced with a short-term capital gains tax on death (the
family home would remain exempt from capital gains tax.) Stamp duty on
UK shares should be abolished.

•

Reforming how tax law is made. Tax law should be subject to closer
scrutiny through a Joint Parliamentary Select Committee on Taxation and
an Office of Tax Simplification (to be modelled on the National Audit Office
and to build on the work of the Tax Law Rewrite project). This is a crucial
part of the overall tax reform process.

9
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1.3

MOVING FORWARD

1.3.1

This programme is not expensive

Nearly all of the proposed reforms could be implemented within a single
Parliament. In other countries, similar reforms have had a dynamic effect on the
growth of the economy as a whole. The same can be expected in the UK.
Even assuming that there was no impact on economic growth whatsoever (an
assumption which the Commission rejects whole-heartedly), the total “cost” to the
Exchequer of implementing almost all these proposals is around £21 billion.1 This
is affordable, particularly over a parliament. It represents only around 1.5 per cent
of GDP and compares with GDP trend growth rates of 2.5 per cent a year (which
compounds to over 10.5 per cent growth over a four year parliament.)
Clearly, the precise timing of their introduction should be a matter for the
government of the day. The speed with which they can be introduced will, of
course, have to take account of the prevailing economic and fiscal conditions and
other political priorities. The destination should, however, be clear.

1.3.2

This programme is necessary and achievable

It is increasingly apparent that tax reform is necessary. The Said Business School
has established the Oxford University Centre for Business Taxation (sponsored by
the Hundred Group of Finance Directors.) The Tax Law Rewrite project has
undertaken important work in tax simplification. And the Institute for Fiscal Studies
has set up the Mirrlees Review to recommend how the British tax system might be
reformed for the 21st century. These developments are welcome.
The evidence from the tax reform programmes of other countries is also clear. Tax
reforms can have a positive effect on economic growth and on medium-term tax
revenues. They can do so against a background of budget surpluses and falling
public sector debt.
The 40 proposals set out in this report could stimulate a similar process in Britain.
To accept the status quo and not to reform would endanger the future prosperity
of the country. The evidence is conclusive. Britain needs a less complex and more
competitive tax system. This will improve the UK’s economic performance and
increase the funds available for improving public services. The “costs” of reform
are relatively low, the benefits extremely high.
It is time for reform.

1

This does not include proposals 6, 14 and the second part of proposal 18 which should not be
implemented in early stages of reform.
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Table 1.3 Full list of the Commission’s 40 proposals for tax reform
Improving understanding of taxation
Proposal

1

Name

Initial
revenue
effect (£m)

Establish an official dynamic model for the UK economy

0

Reforming personal taxation
Proposal

2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17

Name

Initial
revenue
effect (£m)

Raise the personal allowance to £7,185 and abolish the 10 per
cent rate
Simplify the age-related allowances
Introduce a transferable allowance for couples with a child aged
five or under
Reduce the basic rate of income tax to the savings rate of 20 per
cent
Reduce higher rate of income tax and/or raise higher rate
threshold
Increase tax credits on dividends to the savings rate
Review all tax free employee benefits and either abolish, restrict
or simplify them
Simplify and standardise the employee non-share benefit code
Rewrite all employee share benefit codes to focus on principles
not a myriad of rules
Align basis of charge of national insurance contributions and
income tax
Align period of charge for national insurance contributions and
income tax
Charge national insurance on aggregate income from all
employments like income tax
Consider merging national insurance contributions and income tax
in a phased manner
Establish a Commission with the specific task of recommending
reforms to the current system of tax credits
Consider how to differentiate tax credits for lone parents and
couples
Restrict child tax credits to basic rate taxpayers only

-5,900
+650
-900
-7,400
N/A2
-600
+1,100
0
0
+230
0
+250
0
0
0
+600

Reforming business taxation
Proposal

18
19

2
3

Name

Initial
revenue
effect (£m)

Reduce main rate of corporation tax to 25 per cent and over time
introduce a single rate of 20 per cent
The main corporation tax rate should apply to all profits above
£300,000

-8,0003
-200

Not for implementation in initial stages of reform.
Does not include reduction to 20 per cent over time
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20
21
22
23

24
25
26
27
28
29
30
31
32

Introduce participation exemption for all income from qualifying
foreign shareholdings
Embark upon a programme of fiscal deregulation within HMRC
Replace the schedular system with a system based on accounts
Further detailed study should be commissioned into how these
adjustments and the necessary transitional rules would operate in
practice
With the end of the income/capital divide the indexation allowance
should also be abolished
Permit full pooling of losses in the future so that a company’s tax
position reflects its commercial position
Replace current rules for group relief with a consolidated tax
regime for UK companies within a group
Give relief for depreciation on an accounts basis
Abolish R&D tax credits and film tax credits
Introduce a general pre-clearance system and routinely publish
findings
Introduce safe harbour rules
Review anti-avoidance legislation to ascertain if it is still required
in the light of other reforms
Review introduction of a general anti-avoidance rule (GAAR) once
substantial simplification has been achieved

-700
0
+4,000
0

+500
Expect
to
be minimal
Expect
to
be minimal
Included in
proposal 22
+1,200
0
0
0
0

Reforming capital taxation
Proposal

33

34
35
36

Name

Initial
revenue
effect (£m)

Introduce a short-term capital gains tax which tapers to zero over
ten years to replace the current system of taper relief and
indexation
Abolish the separate capital gains tax allowance and review other
reliefs
Abolish inheritance tax and replace with the short-term capital
gains tax on death
Stamp duties on UK shares should be abolished

-2,600

Included in
proposal 33
Included in
proposal 33
-3,000

Reforming tax law
Proposal

37
38
39

40

Name

Initial
revenue
effect (£m)

Create a Joint Parliamentary Select Committee on Taxation
Create an Office of Tax Simplification (OTS)
All changes to the tax law with any technical content to be
included in the annual Finance Act must be proposed no later
than the preceding Pre-Budget Report
All proposed changes to the tax law must be accompanied by an
Economic Impact Assessment

Negligible
Negligible
0

0
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PART I – THE PROBLEM
“We could be at a tipping point here for international
companies. Other countries have become more
competitive. The first time I reviewed this in the late
1990s, it was clear the UK was the most favourable
place to be. What has happened over the last eight
years is that other countries have brought down tax
rates, got rid of withholding taxes, improved their tax
treaties and become more favourable.”
Chris Spooner
Head of financial planning and tax, HSBC4

4

Financial Times, 23 December 2005.
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2 TAX MATTERS
SYNOPSIS
The sheer weight of evidence now makes it very difficult to argue that the
relationship between high tax and slow growth is unproven. Tax matters. Nor
is this just a matter of high tax burdens making us poorer. The actual structure
and design of a tax system matters too. Tax systems which are simple, stable
and transparent encourage investment, employment, tax compliance and a
higher quality of life. They are better for everyone.

2.1

HIGH TAX SLOWS ECONOMIC GROWTH

2.1.1

The evidence

Taxation affects how an economy behaves. Typically amounting to somewhere
between 30 and 50 per cent of Gross Domestic Product (GDP) in developed
countries, it cannot but have a major impact on the relative prices of work, saving
and investment. The issue, therefore, is not whether taxation impacts the
economy but by how much.
A simple comparison of the tax burden and resulting GDP growth indicates that
high tax retards growth. Plotting official OECD data for the average tax burden
since 2000 against GDP growth indicates a negative correlation between the size
of the tax burden and growth. Put simply, high tax economies tend to grow more
slowly.
Figure 1 High tax economies tend to grow more slowly
Tax burden and GDP growth, 2000 -2005

Real GDP Growth, per cent,
average 2000 -05

7

OECD data implies
some negative
correlation between
tax burden and
economic growth

6
5
4
3

Between 2000 and
2005 high tax
economies tended to
grow less quickly than
low tax economies

2
1

65

60

55

50

45

40

35

30

25

0

Average tax burden as a percentage of GDP,
2000-05
Source: OECD Economic Outlook No.79, June 2006 (Statistical Annex tables 1 and 26)
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However, it is obviously true that many other factors beside taxation influence
GDP growth. More sophisticated econometric modelling is needed to establish
firmly the impact of taxation on economic activity.
This work is increasingly being done. A number of recent international studies are
clear. Higher rates of tax damage long-term economic growth and the level of
economic output. These are set out in Table 2.1.
Table 2.1 Research into relationship between tax and GDP growth and levels
Study

Coverage

GDP impact

Cashin (1995)

23 OECD countries over the
1971-1988 period

Engen and Skinner
(1996)

US modelling together with a
sample of OECD countries

OECD – Liebfritz,
Thornton and Bibbee
(1997)

OECD countries over the 19651995 period

Liebfritz et al (1997)
additional model
simulations

European Commission Quest 2
– model simulations

Bleaney, Gemmell and
Kneller (2000)

17 OECD countries over the
1970-1994 period

Folster and Henrekson
(2000)

Sample of rich OECD/nonOECD countries over the 19701995 period

Bassanini and Scarpetta
(2001)

21 OECD countries over the
1971-1998 period

Gemmell and Kneller
(2001)

12 OECD countries over threeyear periods from 1987-89 to
1995-97

PricewaterhouseCoopers
(2003)

18 OECD countries over the
1970-1999 period

OECD (2003)

OECD countries over the 19802000 period

1 percentage point increase
in tax to GDP ratio lowers
output per worker by 2 per
cent
2.5
percentage
point
increase in tax to GDP ratio
reduces annual GDP growth
by 0.2 per cent to 0.3 per
cent
10 percentage point increase
in tax to GDP ratio reduces
annual GDP growth by 0.5
per cent to 1 per cent
1 percentage point of GDP
rise in labour taxes reduces
UK GDP by 2.4 per cent
versus baseline level
1 percentage point of GDP
increase in distortionary tax
revenue reduces annual
GDP growth by 0.4 per cent
10 percentage point increase
in tax to GDP ratio reduces
annual GDP growth by 1 per
cent
1 percentage point increase
in tax to GDP ratio reduces
per capita output levels by
0.3 per cent to 0.6 per cent
1 percentage point of GDP
increase
in
distortionary
taxation reduces average
annual GDP growth by 0.4
percentage points
1 percentage point of GDP
increase
in
distortionary
taxation reduces annual GDP
growth by 0.2 per cent to 0.4
per cent
1 percentage point increase
in tax to GDP ratio reduces
output per capita by 0.3 per
cent, or 0.6-0.7 per cent if the
effect on investment is taken
into account
15
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The OECD is among the bodies which have undertaken detailed study of this
area. It concluded:
“Up to one-third of the growth deceleration in the OECD [over the 1965-95
period] would be explained by higher taxes.”
“The increase in the average tax rate of about 10 percentage points over
the last 35 years may have reduced OECD annual growth rates by about
5
0.5 percentage points.”
The effects of taxes on economic growth were summarised by a leading tax
authority, Jack M Mintz, in 2005:
“Tax competitiveness is related to the size of the tax burden: The more
resources used by governments to fund public services, the more taxes
will impinge on the private sector’s desire to work, save, invest and take
risks. While wise public spending can improve economic growth, taxes –
especially poorly structured ones – will undermine growth and job
6
creation.”

2.1.2

The rationale

The evidence is clear that taxation has a negative impact on economic growth.
The theoretical reason for this is that taxation, in addition to transferring resources
from individuals and corporations to the government, exerts what is termed a
deadweight cost on the economy. This means that the economy produces less
output that it would have done without the taxation.7

•

Deadweight cost occurs because taxation raises the price paid for goods
or services (including labour) by consumers and/or reduces the price
received by the suppliers. In other words fewer producers will find fewer
purchasers and overall output is reduced.

•

The deadweight cost therefore represents the loss in total output in an
economy with taxation compared with the total output in the same
economy without taxation. This difference is over and above the revenue
raised through the tax itself: the taxpayer’s loss from a given amount of
taxation exceeds the government’s gain.

•

Empirical studies suggest that deadweight costs can amount to a
substantial proportion of the tax collected. For example, evidence in the
US suggests:
“Typical estimates of the cost of a dollar of tax revenue range from 20
cents to 60 cents over and above the revenue raised.” 8

5

Liebfritz, Thornton and Bibbee, OECD, 1997.
Source: The 2005 Tax Competitiveness Report: Unleashing the Canadian Tiger, Mintz, Chen,
Guillemette and Poschmann, CD Howe Institute, September 2005
http://www.cdhowe.org/pdf/commentary_216.pdf.
7
For a fuller explanation of deadweight cost, see any standard economic textbook, for example,
Hal R. Varian, Intermediate Microeconomics, 1999, pp. 296-298.
8
Economic Benefits of Personal Income Tax Reductions, Joint Economic Committee, United
States Congress, April 2001. This paper summarised a Congressional Budget Office literature
review.
6
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The deadweight cost concept can be applied to labour supply, saving and
investment:

•

Firstly, taxes can reduce the available labour supply:
-

Higher taxes reduce the benefit of extra hours worked. For every
additional pound earned a higher proportion is paid in taxation and the
incentive to work is reduced – leisure is made more attractive. This is
called the “substitution effect.”

-

Theoretically, higher taxes do not always reduce the labour supply. On
occasions the “income effect” can also predominate. As higher taxes
reduce disposable income, the income effect is the incentive on
workers to maintain their previous level of income by working longer
hours.

-

These two effects push in opposite directions. Better off earners are
often more influenced by the substitution effect. Lower earners (whose
need to additional income is greater) are more sensitive to the income
effect.

-

In the future, incomes and standards of living are likely to increase,
meaning that the average taxpayer of tomorrow is likely to behave
more like the higher rate taxpayer of today. More second earners, who
are also sensitive to changes in taxation, may also enter the
workforce. This will almost certainly increase the generally negative
impact of taxation on labour supply.

•

Secondly, taxes can discourage personal saving by reducing rates of
return and decreasing lifetime income. One IMF study recently noted:
“new and compelling empirical evidence from OECD countries over a
period of 25 years … [shows] that the shares of GDP of both total taxes
and income taxes have a highly significant and strongly negative impact
on the household saving rate.” 9

•

Thirdly, by cutting the after-tax rate of return, taxes can discourage
investment. Modelling the effect of taxation on investment is complicated.
However, recent disaggregated sector studies have achieved greater
success in identifying the cost of capital effects.10 These have shown that
high taxation discourages investment in an economy.

2.2

THE IMPLICATIONS FOR REDUCING TAXATION

2.2.1

How far tax cuts can pay for themselves

Given that higher taxes have a negative impact on economic growth, it follows
logically that reducing taxes should have a positive impact on the economy. The
deadweight cost analysis implies that reducing taxes by £1 will generate more
than £1 of benefit to the economy.
9

Taxation and the household saving rate: evidence from OECD countries, V. Tanzi & H.H. Zee,
IMF Working Paper 98/36, March 1998.
10
Increases in business investment in OECD countries in the 1990s. How much can be
explained by fundamentals?, F. Pelgrin, S. Schich and A.de Serres, OECD Economics
Department Working Paper No. 327, April 2002; Business fixed investment spending: modelling
strategies, empirical results and policy implications, R. S. Chirinko, Journal of Economic
Literature, December 1993; Capital market imperfections and investment, R. G. Hubbard,
Journal of Economic Literature, 1998.
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The issue of how, why and to what extent tax reductions fuel economic growth
and can pay for themselves through increased tax receipts has been an issue of
controversy over the last 20 years.
On the one hand, the more traditional “static” approach to the economy modelled
no behavioural impact as a result of tax changes and no impact on economic
growth of tax cuts. This is now a difficult position to defend. However, it still
appears to be the underlying assumption of HM Treasury.11
On the other hand, Arthur Laffer famously argued for a more “dynamic”
understanding of people’s reaction to tax cuts and that tax reductions could be
self-financing more often than had been supposed. The Laffer curve was intended
to demonstrate that, in certain situations, a decrease in tax rates would result in
an increase in tax revenues.12
Most economists are more circumspect. Professor N Gregory Mankiw, a
prominent US macroeconomist and Chairman of the President’s Council of
Economic Advisers from 2003 to 2005, summarises the consensual view:
“Most economists are sceptical of both polar cases. They believe that
taxes influence national income but doubt that the growth effects are large
enough to make tax cuts self-financing. In other words, tax cuts pay for
themselves in part, and the open question is the magnitude of the
effect.” 13
US empirical studies have produced a wide range of views as to the magnitude of
this effect:

•

Research by Lawrence Lindsey (former Director of the National Economic
Council) and Professor Martin Feldstein found that taxable income
increases by up to 2 per cent for every 1 per cent increase in the marginal
net-of-tax rate (the net-of-tax income per dollar of additional pre-tax
income.) This means, in effect, that lower tax rates are associated with
higher tax takes. The effects were particularly high for higher rate
taxpayers.14

•

Jon Gruber and Emmanuel Saez found that an increase in the marginal
net-of-tax rate of 10 per cent leads to a 5.7 per cent increase in taxable
income for higher income groups, and a 4 per cent increase in taxable
income overall.15

11

HM Treasury produces an annual Tax ready reckoner, which quantifies the revenue effects of
changes in tax rates. It assumes that changing a tax rate by 1p will have an equal and opposite
effect either way. For example, raising the basic rate of income tax by 1p in 2006-07 is assumed
to raise £3 billion in extra revenue in year one, while reducing it by 1p is assumed to lose £3
billion of revenue: Tax ready reckoner and Tax Reliefs, HM Treasury, December 2005.
12
Tax revenues would be zero if tax rates were either 0 per cent or 100 per cent. Somewhere in
between 0 per cent and 100 per cent is a tax rate which maximizes total revenue. The concept
was not intellectually new (Laffer himself claims to have developed it from John Maynard
Keynes.) What was new was Laffer’s contention that the inflection point in the curve was at a
much lower level than previously believed and that tax rates in the 1980s were above the level
where revenue is maximized. In short, tax cuts could not just be self-financing. They could
actually increase tax revenue – a position diametrically opposed to the “static” modelling
approach.
13
Dynamic Scoring: A Back of the Envelope Guide, N.G. Mankiw and M. Weinzierl, 2005.
14
The effects of marginal tax rates on taxable income: A Panel Study of the 1986 Tax Act,
Martin Feldstein, Journal of Political Economy, 1995 and Individual Taxpayer Response to Tax
Cuts, 1982-1984, with implications for the Revenue Maximising Tax Rate, Lawrence Lindsey,
Journal of Public Economics, 1987.
15
The Elasticity of Taxable Income: Evidence and Implications, J. Gruber and E. Saez, Journal
of Public Economics, 2002.
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•

Professor Martin Feldstein found that an across-the-board increase in
personal tax rates involves a deadweight loss of 76 cents per dollar of
revenue and only collects about two-thirds of the revenue implied by a
“static” calculation.16

•

Economists at the Federal Reserve Board of Governors and Harvard
University found an elasticity of labour income of 0.75 for middle-income
families facing anticipated tax rate changes associated with changes in
family composition.17

The research cited above is all American. Policy-makers in the US have been
taking increasing account of it:

•

Since 2003 the Joint Committee on Taxation has analysed the
macroeconomic impact of any major tax Bill before the House of
Representatives can consider the Bill. “Dynamic scoring” is increasingly
used.18

•

In February 2006 a new dynamic analysis division within the Office of Tax
Analysis in the US Treasury Department was created. Its role is to look
specifically at the dynamic effects of tax changes. It was announced that
this division would have a staff of around half a dozen and a budget of
around $500,000 a year.19

In July 2006 the Office of Tax Analysis published its first report.20 It analysed the
effects of the 2001, 2002 and 2003 tax cuts so far, and the future effects of
permanently extending the tax relief provisions enacted in 2001 and 2003 that are
currently set to expire at the end of 2010:

•

On the effect of the tax cuts so far, the report found that by the end of
2004, the US economy would have created as many as three million fewer
jobs and real GDP would have been as much as 3.5 to 4.0 per cent lower
if the 2001, 2002 and 2003 tax cuts had not been enacted.

•

The report also found that making the tax relief permanent would increase
the level of annual output in the US by 0.7 per cent. This result, however,
revealed the importance to the economy of the type of tax cuts and how
the tax cuts are financed:
-

The report’s analysis assumed that the tax reductions would be
financed by future reductions in government spending. However, if the
tax cuts were financed by higher taxes in the future, the report found
that the level of annual output would increase by 0.8 per cent between
2011-2016 but fall by 0.9 per cent in the long run.

16

The effect of taxes on efficiency and growth, Martin Feldstein, NBER Working Paper No.
12201, May 2006
17
The effect of anticipated tax changes on inter-temporal labour supply and the realisation of
taxable income, M. Singhal et al., Faculty Research Working Paper, John F. Kennedy School
of Government, Harvard University, July 2006.
18
Dynamic scoring is the attempt to measure the impact of cutting tax rates on tax revenue.
Dynamic scoring: An Introduction to the Issues, A. Auerbach, American Economic Review, May
2005.
19
Fiscal Year 2007 Budget Initiative, Office of Tax Policy, US Treasury Department, February
2006; Washington Post, 11 February 2006.
20
A Dynamic Analysis of Permanent Extension of the President’s Tax Relief, Office of Tax
Analysis, US Department of the Treasury, 25 July 2006.
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-

The report also revealed that the most productive tax cuts were the
reductions in dividends and capital gains tax rates, followed by the
reductions in the higher four income tax rates. The report concluded
that the remaining tax relief provisions, such as the 10 per cent income
tax rate, the increase of the child tax credit and the reduction of the
marriage penalties “do not have positive growth effects in the longer
term in ways that this type of model can measure.”

Rising tax receipts in the US following the tax cuts have led to falling budget
deficits. The 2005 budget deficit was 2.6 per cent of GDP, lower than in the UK.21
In February 2006, the Congressional Budget Office forecast that the deficit in
2006 would rise to 2.8 per cent of GDP.22 In August 2006, this estimate was
reduced to 2 per cent of GDP, again lower than in the UK.23

2.2.2

The need for a dynamic model in the UK

There is little comparable UK research. Nor have there been any significant UK
tax cuts since the 1980s. What is not so empirically clear, therefore, is how the
modern UK economy would respond to tax cuts and to what degree they would be
self-financing. Despite some cultural differences, the UK economy would probably
respond in a similar way to the US economy. It therefore seems certain that there
would be some dynamic response. How significant it would be remains unclear.
The potential importance of including a dynamic assessment is illustrated below.
A UK Government conducting a £7.5 billion tax reduction by lowering the basic
rate, could cut the rate to anything between 17 per cent and 19.5 per cent
depending on the extend of the dynamic effects anticipated.24
Table 2.2 Illustrative impact of dynamic assessment of income tax cuts
Model used

Cost of reducing
basic rate by 1p in
year one

Basic rate
reduction for £7.5
billion

Saving for taxpayer
on average
earnings (around
£22,000)

Static model
Dynamic scoring of
17 per cent
Dynamic scoring of
33 per cent
Dynamic scoring of
50 per cent

£3 billion
£2.5 billion

2.5p
3p

£375
£450

£2 billion

3.75p

£563

1.5 billion

5p

£750

21

Summary Table 1, The Budget and Economic Outlook, Congressional Budget Office, August
2006.
22
Current Budget Projections, Congressional Budget Office, March 2006.
23
Summary Table 1, The Budget and Economic Outlook, Congressional Budget Office, August
2006.
24
Static model data is taken from Tax ready reckoner produced in April 2006 by HMRC
available at http://www.hmrc.gov.uk/stats/tax_expenditures/1_6_apr06.pdf. In 2004 Mankiw and
Weinzierl’s paper Dynamic Scoring: a back of the envelope guide concluded that 17 per cent of
a cut in labour taxes (i.e. income tax) is recouped through higher economic growth. Research
by Dan Clifton of the American Shareholders Association published in February 2006 suggests
that 42 per cent of the cost on a static basis of the tax cuts made in the Jobs and Growth tax
Relief Reconciliation Act (JGTRRA) had already been recouped.
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Proposal 1

Establish an official dynamic model for the UK economy

HM Treasury should develop and publish its own model to estimate the dynamic
effects of tax changes on taxpayer behaviour and the UK economy. This could be
done in a similar way to the Bank of England, which uses its own model of the UK
economy to produce probability fan charts of the effect of interest rate changes on
economic output and inflation.
An independent panel of economic experts should be established to build a
dynamic model of the UK economy. They should also use the model to produce
probability fan charts estimating the effects on economic growth and tax revenues
of various tax reform proposals. The panel would not have powers to alter the tax
system in any way.
In addition, it would be desirable for private think-tanks, academics, research
institutes and even political parties to invest in building understanding of the
dynamic effects of tax changes in the British economy. This would be an important
first step in ensuring that British public debate is better informed and that policymaking is improved.

2.3

SIMPLE, STABLE TAX SYSTEMS ARE BETTER

A complex tax system is expensive and distorts the economy. It is also unfair both
for the least well-off and for small companies. Awareness of this issue is growing
in the UK and abroad. It is covered in more detail in chapters six to nine.

2.3.1

Expensive

A complex tax system increases the cost of doing business. Under a complex tax
system, companies and individuals have to spend proportionately more time and
money understanding the tax liabilities generated by their actions. Resources are
diverted away from productive activity and used to employ tax advisers and tax
compliance officers. The HMRC Measurement project estimated the
administrative burden of UK tax regulation on UK businesses at £5.1 billion.25 This
is nearly half a percentage point of GDP.

2.3.2

Distorting

Complexity increases the distorting effects of taxation. Companies and individuals
are tempted to structure transactions to minimise their tax liabilities rather than to
maximise their economic benefits. Examples are numerous. The decision to
incorporate a business may be tax-driven as different tax rates and rules will
apply.26 A company bringing forward tax losses may also be forced not to borrow
money because of complex tax rules which mean that relief would then cease to
be available for the losses.27 This distorts economic decision-making and
discourages investment.

25

Administrative Burdens – HMRC Measurement Project, KPMG, March 2006.
For example, the rules for taxing dividends, or taper relief, or company tax rates are all factors
which may impact on the decision.
27
Section 767B Taxes Act 1988.
26
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2.3.3

Unfair

Complexity in the tax system is also unfair because it is not comprehensible to
non-experts. Those not able to pay the fees of tax advisers – the least well-off and
smaller companies – are less likely to benefit from complex reliefs and
exemptions. For example, it can be a difficult and lengthy task to substantiate a
claim for tax relief for research and development expenditure. This means that it
may not be worthwhile pursuing for a small company with a small claim. An
individual on average income is also unlikely to be able to take advantage of tax
relief for investment in a venture capital trust.
A PricewaterhouseCoopers report found that only 11 per cent of businesses took
advantage of government tax relief schemes such as capital allowances on
energy saving technologies and R&D tax credits. Even fewer (only 7 per cent) of
the smallest companies took advantage of these reliefs.28
Research in the US has shown that compliance costs associated with federal
income taxes (well-known for their complexity) are highly regressive. They take a
far larger toll on low-income taxpayers and small corporations than on highincome taxpayers and large corporations.

•

In 2005, taxpayers with gross income of less than $20,000 incurred a
compliance cost of 5.9 per cent of their income, compared with just 0.5 per
cent for taxpayers with gross income of over $200,000.

•

Previous research found that, in 1996, corporations with less than $1
million in assets spent at least 27 times more as a percentage of assets
complying with the tax code than the largest US corporations.29

2.3.4

Complexity and instability

Complexity breeds complexity. It can encourage a vicious cycle of further complex
tax changes and instability. As each new piece of legislation is introduced tax
advisers seek to exploit loopholes created unintentionally by the new legislation.
Tax authorities respond with more legislation, creating more unforeseen loopholes
and so on. The cycle can be hard to break. Recent examples include film credits,
the constantly changing rules for both utilising capital losses within groups of
companies, and taxing the profits of foreign subsidiaries. This in turn makes
planning harder and investment less attractive. (This issue is covered in more
detail in sections 7.2.4 and 9.2.1.)

28

Enterprise in the UK: Impact of the UK tax regime for private companies,
PricewaterhouseCoopers, July 2006. Smallest companies defined as those with a turnover of
£2 million or less.
29
Both sets of figures cited in: The rising cost of complying with the federal income tax, J. S.
Moody, W. P. Warcholik and S. A. Hodge, Tax Foundation, December 2005.
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3 THE PROBLEM IN THE UK
SYNOPSIS
Across much of the developed world, governments are cutting personal and
corporate tax rates and simplifying tax systems, while still improving public
services. In the UK, the Government is increasing taxation and rendering the
system ever more complicated. This is beginning to harm the UK economy,
impair its effectiveness and reduce income growth and opportunity for
individuals and families. Without reform, this will only get worse.

3.1

AN OVERVIEW OF THE UK TAX SYSTEM

3.1.1

Total tax revenue and composition

The March 2006 Budget estimated that the Government collected £459 billion in
taxes in the 2005-06 financial year.30
Almost three-quarters (73 per cent) of Government revenue is raised through four
taxes alone:

•

Income tax is the largest component (£136 billion, 30 per cent of total
taxes, 11 per cent of GDP).

•

National insurance (£85 billion, 18 per cent of total taxes, 7 per cent of
GDP).

•
•

VAT (£74 billion, 16 per cent of total taxes, 6 per cent of GDP).
Corporation tax (£43 billion, 9 per cent of total taxes, 3 per cent of GDP).

Other significant revenue sources include fuel duties (£24 billion, 5 per cent of the
total), council tax (£21 billion, 5 per cent of the total) and business rates (£20
billion, 4 per cent of the total.)
HM Treasury itemises 17 further tax groups: petroleum revenue tax, capital gains
tax, inheritance tax, stamp duties, tobacco duties, spirit duties, wine duties, beer
and cider duties, betting and gaming duties, air passenger duty, insurance
premium tax, landfill tax, climate change levy, aggregates levy, customs duties,
vehicle excise duties, together with “other” taxes and royalties. These combined
contribute 13 per cent of overall tax revenue.
The Commission has not taken a view on VAT, council tax, business rates or
other possible indirect revenue sources, such as environmental taxes. These are
specifically beyond its remit.

3.1.2

Individual taxpayers

Income tax is not charged on the first £5,035 of income (2006-07 tax year.) It is
charged at the starting rate (10 per cent) on the next £2,150, at the basic rate (22
per cent) on the next £31,150 and at the higher rate (40 per cent) on income
above £38,335.

30

Table C8, p.262, Budget 2006, HM Treasury, March 2006.
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There are 2.5 million taxpayers on the starting rate only, 21.9 million basic
rate taxpayers and 3.2 million higher rate taxpayers. 31
Employee national insurance contributions (NICs) are not charged on the first £97
per week of income, but thereafter at a rate of 11 per cent on all income up to a
weekly maximum of £645 (2006-07 tax year.) There is also a 1 per cent NIC
charge on all earnings above £645 per week. This means that the effective
marginal rate of tax for those on earnings above £33,540, is 23 per cent. Income
above £38,335 is taxed at an effective marginal rate of 41 per cent.
Figure 2 UK marginal tax rates for individuals in 2006-07
Marginal tax rate for individuals*

Four marginal tax rates

Marginal tax
rate, %

Income tax
National insurance

60%

21% below £7,185:
10% starting rate**
11% NIC below £645 a week***

50%
40%

41%

30%

33%

20%

23%
21%

33% below £33,600:
22% basic rate
11% NIC below £645 a week
23% below £38,335:
22% basic rate
1% NIC above £645 a week

10%

Annual earnings, £
* Assumes no tax credits.
** Above £5,035
*** And above £97 a week

41% above £38,335:
40% basic rate
1% NIC above £645 a week
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For many, tax credits increase
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significantly

Source: HMRC

HMRC estimates that the total income tax liability by income tax earnings group is
as follows:

•
•
•
•

The top 1 per cent account for 21 per cent of income tax.
The top 5 per cent account for 40 per cent of income tax.
The top 10 per cent account for 51 per cent of income tax.
The bottom 50 per cent account for 11 per cent of income tax.32

31

A total of 4.1 million taxpayers on the starting rate also includes ‘savers’ rate taxpayers paying
a marginal rate of 20 per cent on savings income or the 10 per cent ordinary dividend rate.
32
Table 2.4, Shares of total income tax liability, HMRC
http://www.hmrc.gov.uk/stats/income_tax/table2_4.pdf.
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3.1.3

Corporate taxpayers

Companies pay corporation tax on chargeable profits at three rates (2006-07 tax
year):

•

Companies pay at the rate of 19 per cent on chargeable profits up to
£300,000.

•

Companies pay an upper marginal rate of 32.75 per cent on chargeable
profits between £300,000 and £1.5 million, causing the average tax rate to
rise to 30 per cent when profits reach £1.5 million.

•

Companies pay the full company rate of 30 per cent on all chargeable
profits over £1.5 million.

3.2

THE PROBLEM

3.2.1

A rising overall tax burden

The burden of taxation in the UK has been rising in recent years, both in absolute
terms and relative to the other OECD countries.
OECD figures show that the UK tax burden a decade ago was close to the OECD
average of almost 39 per cent of GDP. Today, this is no longer the case. A rising
tax burden in the UK in recent years has contrasted with falling tax burdens
across the OECD as a whole. In 2007 the UK tax burden is projected to rise to
42.6 per cent. Across the OECD, it will fall to 37.9 per cent.33
Figure 3 UK government is increasing the tax burden while
others are reducing it
General government receipts as percentage of
GDP, %*

Eurozone
UK

47%

OECD average

Since 1997 UK tax
take has increased by
nearly 3%

45%
43%

OECD average tax
take has decreased by
1% since 1997

41%
39%
37%

7

6

Eurozone average tax
take has decreased by
2.5% since 1997
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0
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0
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0

8

19
9

7

19
9
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9

19
9

6

35%

* Tax and non-tax receipts
Source: Annex table 26, OECD Economic Outlook No.79, December 2005

33

Annex table 26, OECD Economic Outlook No. 79, June 2006.
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There are different ways of measuring the impact on households of the increase in
the UK tax burden in recent years:

•

If the tax burden had remained at the 1996 level as a proportion of GDP,
the tax burden would be around £40 billion lower. This would mean that
the average household would pay £1,600 less tax than it does at
present.34

•

If tax revenues had remained at the 1996 level in real terms, the tax
burden would be around £127 billion lower. This would mean that the
average household would pay £5,140 less tax than it currently does.35

A recent report by the Engineering Employers’ Federation highlighted the fact that
the rising tax burden in the UK is out of step with current international practice:
“Between 1997 and 2006 only a small handful of OECD countries such as
South Korea and Iceland will have seen a greater increase than the UK in
their tax burden. By comparison, the US, most large EU countries and the
newly acceded members of the EU have seen their burdens fall.” 36
The UK’s tax burden is also converging with the Eurozone, a high tax area in
international terms. The tax gap between the UK and the Eurozone is projected by
the OECD to shrink from 7.5 per cent of GDP in 1996 to 2.2 per cent of GDP in
2007.37

3.2.2

Less competitive personal taxation

Individuals still tend to be less internationally mobile than companies. Personal tax
competition is therefore less intense than business tax competition. However,
personal tax levels still matter and UK personal taxation is much less
comparatively advantageous than it used to be.
The OECD defines the marginal personal tax rate as income tax and employee
social security contributions combined. (In the case of the UK this is income tax
plus employee national insurance contributions.) Ten years ago, the UK had some
of the lowest marginal personal tax rates in the world. They still remain moderately
competitive but they are losing this advantage. For various income levels,
marginal personal tax rates have fallen in other OECD countries in recent years.
By contrast, they have risen in the UK since 2000.

34

Annex table 26, OECD Economic Outlook No.79, June 2006. In 2005-06 UK GDP was
£1,200 billion according to HM Treasury Budget 2006, so 3.3 per cent of GDP is £40 billion in
today’s prices. This is equivalent to £1,600 for each of the 24.7 million households as reported
by Office for National Statistics.
35
Table B2, Budget 1998, HM Treasury; Table C8, Budget 2006, HM Treasury. Real terms
figure for 1996-97 calculated using HM Treasury’s GDP deflators. £127 billion is equivalent to
£5,140 for each of the 24.7 million households as reported by the Office for National Statistics.
36
Our Tax Challenge – How to address the tax burden on UK manufacturing, EEF, 2005, p2.
37
Annex Table 26, OECD Economic Outlook No. 79, June 2006.
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Figure 4 UK higher rate income tax is becoming less
competitive internationally

UK higher marginal
rate remains
competitive
internationally but less
so than in 2000

UK versus OECD average top rate income tax, %*
2000

2004

Advantage of UK
higher marginal
rate vs OECD
average

8.9

Higher marginal
rate, UK

40

Top marginal rate,
OECD average
Number of OECD
economies with top
rate lower than UK

6.6

Top marginal rate in
UK has increased
while decreasing in
OECD

41

48.9

2

47.6

7

Number of OECD
economies with top
rates lower than in UK
has increased from
only 2 in 2000 to 7 in
2004

* Except where stated
Source: Table I.4, OECD Tax Database 2006, March 2006

The UK’s top marginal personal tax rate on earned income rose from 40 per cent
in 2000 to 41 per cent in 2004. In the OECD as a whole the average top rate has
fallen from 48.9 per cent in 2000 to 47.6 per cent in 2004. In 2000 there were only
two OECD countries with lower top rates of tax than the UK. By 2004 there were
seven.38
A similar story holds for marginal taxation at the average wage. OECD analysis
shows that for people earning the average wage in each country, the average
marginal personal tax rate across the OECD has fallen from 38.7 per cent in 2000
to 37.2 per cent in 2005. Over the same period, the rate in the UK has risen from
32 per cent to 33 per cent.39 The UK is heading in the wrong direction.
When benefits are included, the UK fares far worse. The OECD’s comparison of
marginal effective tax rates, which includes income tax, social security
contributions and the withdrawal of benefits, shows that the UK has one of the
highest marginal effective tax rates for people moving from part-time to full-time
work at the average wage. For a single parent with two children, the marginal
effective tax rate can be as high as 80 per cent – higher than any other OECD
country. For a one-earner married couple with two children, the marginal effective
tax rate can be 90 per cent, the third highest in the OECD.40 (See figure 5)

38

Tabe 1.4, OECE Tax Database 2006, March 2006,
http://www.oecd.org/document/60/0,2340,en_2825_495698_1942460_1_1_1_1,00.html.
39
Table I.1, OECD Tax Database 2006, March 2006.
40
OECD Employment Outlook, 2005 (data for 2002.)
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Figure 5 UK tax is unfair with the worst poverty trap in the OECD
Marginal Tax Rate moving from part-time to full-time work,* % (2002)
Single parent, two children

One earner married couple, 2 children

Country

Country

Marginal Tax Rate, %
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Marginal Tax Rate, %
90.3
84.0
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69.2

Australia
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Germany

65.7
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78.6

Germany

78.1

58.0

Canada
Netherlands

50.1

Netherlands

77.3

United States

50.5

United States

77.2

France

48.7

France

Italy
Spain

34.3
25.3

70.4

Italy
Spain

Average:
48.8**

58.7
51.2
Average:
54.7**

* Part time work at 50% of average wage and full time work at 100% of average wage
** Average of entire OECD dataset not just countries shown
Source: OECD Tax Benefits Model, Chart 3.A.1..2

3.2.3

Less competitive business taxation

Ten years ago British corporation tax levels were competitive and below
international averages. This is no longer the case. (See Figures 6 and 7.)
The UK’s main rate of corporation tax has remained at 30 per cent since 1999. In
the OECD as a whole, the rate has fallen from 33.6 per cent in 2000 to 28.6 per
cent in 2005.41 There are now 14 OECD countries with a lower corporation tax
rate than the UK, compared with seven in 2000.
The same trend is evident when comparing the UK with the EU. The average
corporation tax rate in the EU 15 has fallen from 35.1 per cent in 2000 to 29.8 per
cent in 2005.42
As with individuals, companies pay far more than one main direct tax. The other
main taxes that corporations pay are employer’s national insurance contributions
and indirect taxes. In a 2005 survey of FTSE 100 companies,
PricewaterhouseCoopers found that 57 per cent faced a total tax rate of more
than 40 per cent. 30 per cent faced a total tax rate of more than 50 per cent.43
The PricewaterhouseCoopers report also found that corporation tax accounted for
only half of the total tax contribution of the largest companies. In 2004-05 the
FTSE 100 members paid corporation tax of £9.1 billion and a further £9.1 billion
was paid in other business taxes.44

41

Table II.1, OECD Tax Database 2006, March 2006.
Ibid.
43
PricewaterhouseCoopers has developed a “Total Tax Contribution Framework”, which adds
together a company’s corporation tax, irrecoverable VAT, business rates, employer’s national
insurance contributions, customs duties, excise duties, and other taxes such as stamp duties,
vehicle excise duties and the climate change levy. The measure also includes the
administrative/compliance costs of tax collection and payment: Total Tax Contribution
Framework, PricewaterhouseCoopers, April 2005, p.17.
44
Ibid, pp. 11-13.
42
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Figure 6 UK corporation tax is no longer internationally competitive
UK versus OECD average corporation tax, %*
2000
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OECD average

28.6

20

25 of 30 OECD
countries reduced
corporation tax rates
between 2000 and
2005; UK did not
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* Except where stated
Source: Table II.1, OECD Tax Database 2006, March 2006

Figure 7 UK has lost its corporation tax advantage versus EU
Effective top statutory rate on corporate income
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3.2.4

Less competitive dividend taxation

A similar story emerges for dividend taxation. The overall top rate of dividend
taxation (corporate plus personal) has remained at 47.5 per cent in the UK. It has
been falling in the OECD as a whole. In 2000 the top overall rate of dividend
taxation averaged 50.1 per cent. By 2005, this figure had fallen to 44.3 per cent.45
Again, by standing still the UK has moved from being below to above the
international average tax rate.
Figure 8 Dividend tax rates have stood still in the UK while reducing
in other countries
Top marginal tax rates on distributions of profits to
individual shareholder*
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* Domestic source profits to resident shareholders taking account of imputation systems, dividends and tax credits
Source: Table II.4, OECD Tax Database 2006, March 2006

3.2.5

Increasing tax complexity

The tax system has not just grown in relative and absolute terms. It has also
become much more complicated. The evidence for this is inescapable:

•

Tolley’s Yellow Tax Handbook of the British Tax Code was 4,555 pages in
1997. Nine years later, it had doubled to 9,841 pages.46

•

The Inland Revenue’s spending on administration increased by 75 per
cent from £1.6 billion in 1997 to £2.8 billion in 2004.47

•

Over the 2000-05 period the Finance Act averaged 481 pages compared
with 157 in the early 1980s. The most recent five-year period saw an
increase of over 50 per cent on the previous five-year period.48

45

Table II.4, OECD Tax Database 2006, March 2006.
“Yellow and Orange Tax Handbooks”, LexisNexis Butterworths.
47
This is before the increase due to the merger with HMC. Inland Revenue Annual Report
1997-98, Appendix 1, Table 6. Inland Revenue Accounts 2004-05, Schedule 1.
48
Tax legislation is toppling Big Ben, Institute of Chartered Accountants in England and Wales,
8 September 2005.
46
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Figure 9 UK tax complexity is increasing on all measures
Inland Revenue spending on administration
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Source: LexisNexis Butterworths, Inland Revenue Annual Report 1997-98 (appendix 1, table 6); 2004-05 (schedule 1), ICAEW
8 September 2005

•
•

There are now 74 Inspectors’ Manuals (some of which are several
volumes long) setting out how the Revenue interpret and apply the law for
direct taxes.49
Even accountants who make their living from navigating the tax system
are now raising concerns. The Institute of Chartered Accountants of
England and Wales stated that:
ìThe UK tax system is spiralling out of democratic control ... the
complexity of the system has developed in such a way that even highly
numerate taxpayers are struggling to understand the tax implications of
their actions.îî 50

Tax Reform Commission’s business survey
There were over 600 respondents to the Tax Reform Commission’s indicative
survey of British businesses’ attitudes towards tax and tax simplification. This
survey was undertaken jointly with the three largest business groups in the UK –
the CBI, the IoD and the BCC. More information is detailed in Appendix A6.

•

The Commission’s business survey found that:
-

60 per cent were increasing their spending on tax planning and
compliance with tax law. Only three per cent were decreasing
spending.

-

78 per cent said that the level of tax complexity has increased over the
last five years. Only 2 per cent said that it had decreased.51

49

http://www.hmrc.gov.uk/manuals/.
Institute of Charted Accountants of England and Wales website
http://www.icaew.co.uk/index.cfm?route=127778.
51
Tax Reform Commission business survey. See Appendix A6.
50
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•

The complexity of the tax system can also be seen in the scale of reliefs
and exemptions. Tax exemptions and structural reliefs amounted to an
estimated £157 billion in 2005-06. The Government lists over 240 of them,
many of which serve only to complicate the system.52

Figure 10 The majority of exemptions and reliefs are of
little benefit and complicate the system
Cumulative value of tax expenditures and structural reliefs, 2005-06*
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* Expenditures and structural reliefs for which government provides no estimate are assumed to be of negligible cost
Source: HMRC data table1.5 Main tax expenditures and structural reliefs; Table B1 Minor tax expenditures and structural
reliefs; Table B2 Tax allowances and reliefs in force in 2000-01 or 2001- 02 costs not known

•

Finally, submissions to the Tax Reform Commission have reiterated that
the tax system has become both more complicated and less stable:
ìIt is clear that the system has become progressively more complex over a
number of years, driven by a relentless increase in tax legislation .... The
complexity of the tax system has a real impact on UK firms’ ability to
compete in an increasingly competitive global market.î 53
ìIt is far from fair to introduce a tax break which encourages small
businesses to incorporate [starting corporation tax rate of 0 per cent,
introduced in 2002 and removed in 2006] and then to take it away again
as soon as they have done so claiming that it was being used for tax
avoidance.î 54
ìThe general trend for the UK’s tax system in recent years has been
towards more complexity and less certainty, which is gradually making the
UK a less competitive location for industry.î 55

Meanwhile, other countries, including Australia, New Zealand, Ireland and the
Netherlands, have all reduced the complexity of their tax systems.56

52

HMRC Data Table 1.5 updated April 2006; HMRC Data Table B.1; HMRC Data Table B.2.
Submission to Tax Reform Commission, provided by the British Chambers of Commerce.
54
Submission to Tax Reform Commission, provided by Grant Thornton.
55
Submission to Tax Reform Commission, provided by KPMG.
56
These are reviewed in Chapter 4.
53
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As a result the British tax system is becoming relatively, as well as absolutely,
more complex. The World Economic Forum 2004-05 Global Competitiveness
Report ranked the UK 48th out of 104 for overall tax complexity. By 2005-06
Britain’s ranking was 67th out of 117.57

3.2.6

The European Court of Justice (ECJ)

It is also important to recognise that UK tax law must satisfy fundamental EU
principles of freedom of establishment and free movement of capital. The ECJ has
ruled that many important aspects of the UK tax code breach these principles, and
the UK has had to amend its law accordingly. The UK has not been good at
anticipating these problems. This has exacerbated the instability of the British tax
system. It is particularly important that any proposed reforms of UK tax are vetted
for EU compliance.

3.3

THE CONSEQUENCES

3.3.1

Declining international competitiveness

The UK is less competitive on tax than it was 10 years ago. This is also reflected
in international measures of both overall competitiveness and tax competitiveness
(See Figure 11):

•

The World Economic Forum (WEF) measure of the competitive condition
of economies worldwide shows that the UK fell from 7th overall in 1997 to
13th in 2005.58

•

The Institute of Management and Development (IMD) measure of how a
nation’s environment creates and sustains the competitiveness of
enterprises tells a similar story. The UK has fallen from 9th in 1997 to 21st
in 2006.59

•

This position is repeated in the main international league of tax
competitiveness. In 2004-05 the UK ranked 18th out of 104 on the World
Economic Forum’s index of the extent and effect of taxation. By 2005-06,
it had slipped to 23rd out of 117.60

•

The same story emerged from the Commission’s survey. 66 per cent of
the 600 businesses surveyed agreed that “the UK tax system is having a
negative impact on the UK’s international competitiveness.” Only 10 per
cent disagreed.61

57

Table 6.14, Global Competitiveness Report 2004-05, World Economic Forum, 2004. Table
6.12, Global Competitiveness Report 2005-06, World Economic Forum, 2005. It is not possible
to use this dataset for earlier years due to changes in methodology.
58
Global Competitiveness Report, World Economic Forum, 1997-98 and 2005-06. The UK has
fallen from 7th in 1997 (out of 53 countries) to 13th in 2005 (out of 117 countries.) The increase
in the number of countries in the sample is due to the addition of a few eastern European
countries and many less developed countries to the list.
59
World Competitiveness Yearbook, Institute of Management and Development, 1997 and
th
st
2006. The UK has fallen from 9 in 1997 (out of 46 countries) to 21 in 2006 (out of 61
countries.) Again, the increase in the number of countries in the sample is due to the addition of
a few eastern European countries and many less developed countries to the list.
60
Global Competitiveness Report, World Economic Forum, 2004-05 and 2005-06.
61
Tax Reform Commission business survey, see Appendix A6.
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Figure 11 UK competitiveness is falling in all international rankings
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Report, World Economic Forum, 1997, 2004 and 2005

3.3.2

Impact on firms

The tax burden in the UK is now a real concern. The Commission’s survey found
that 19 per cent of businesses agreed that the complexity of the UK tax system
has forced them to consider transferring operations outside the UK.
The failure to maintain an internationally competitive tax regime has already led to
reports of numerous companies relocating part of their operations overseas. This
is now not only occurring in manufacturing and call-centres but in higher valueadded operations as well. One newspaper summarised the trend:
“A steady stream of companies has already announced plans to move
their tax domicile abroad. Hiscox, one of the biggest Lloyd’s insurers…
hopes to shift its base to Bermuda for tax purposes…Catlin has already
[moved to Bermuda]… slashing two-thirds from its tax bill as a
result…[and] Colt, the telecoms company, is transferring its tax domicile to
mainland Europe.” 62
Submissions to the Commission have also made this point:
“It is not uncommon for groups to move unskilled and back-office activities
overseas, but we are aware that some organisations are also actively
considering moving white-collar jobs, and even the group holding location,
for reasons which include tax considerations.” 63

62
63

The Sunday Telegraph, 11 June 2006.
Submission to Tax Reform Commission, provided by KPMG.
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Recent information suggests the outflow of international companies from the UK is
increasing. A further 40 major companies are said to be considering a move. 64
The then Director General of the CBI confirmed:
“A lot of our biggest businesses are now looking at whether they want to
be domiciled here because of the tax system. They are looking instead at
Holland, Ireland…Estonia.” 65
The Tesco Chief Executive, Sir Terry Leahy, said:
“Like a tide, the level of taxes seems to be forever rising. The water is now
above our waist: Tesco’s national insurance, corporate, property and
employment taxes are now over 50 per cent of our profits.” 66
Companies moving operations out of the UK are only half the story. Some
companies are no longer moving in.67 This is, in part, due to other countries’ active
use of their tax systems to encourage inward investment:

•

Google, Microsoft, Intel and many others have all recently set up
significant operations in Ireland, in part to take advantage of its attractive
tax regime with a corporation tax rate of only 12.5 per cent. This inward
investment has helped boost Ireland’s economic performance and the
welfare of its citizens.

•

The Netherlands will reduce its corporation tax rate to 25.5 per cent and
enact a number of other tax simplification and reduction measures next
year.68 The Dutch Government has made clear that it believes these
measures will make the country more attractive to international
businesses.69

•

The Invest in USA Act of 2004 created a 12-month window permitting
American companies to repatriate their foreign earnings back into America
at a tax rate of 5.25 per cent compared with the usual rate of 35 per cent.
During the window between $350 billion and $400 billion was
repatriated.70

•

Hong Kong’s corporate (17.5 per cent) and personal income tax rates (up
to 19 per cent marginal rate or 16 per cent flat rate) are among the lowest
in the world. It has a stated policy aim of remaining internationally
competitive to attract capital and talent.

64

The Times, 12 June 2006.
The Sunday Telegraph, 11 June 2006.
66
The Sunday Telegraph, 1 February 2004.
67
Though this is statistically masked by large volumes of M&A activity taking place from
London.
68
White Paper for 2007 corporate tax reform – summary of draft legislation, Freshfields
Bruckhaus Deringer, May 2006; Dutch corporation tax reform 2007 – summary of draft
legislation, Loyens Loeff, May 2006; International Tax Alert – summary of draft legislation, Ernst
& Young, May 2006.
69
Netherlands Deputy Secretary of Treasury, Joop Wijn, speech at the Chiefs of Staff Dinner,
“Meet the Dutch Week”, National Building Museum, 27 April 2006.
70
Estimates taken from note produced by Bank of America:
http://www.bofabusinesscapital.com/resources/capeyes/a07-05-291.html
65
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3.3.3

Impact on national and individual income

Rising tax rates and tax complexity also have a direct impact on individuals and
national income:

•

In the UK the tax increases introduced in April 2003 led to a fall in mean
income in 2003-04. This was the first year-on-year fall since the recession
of early 1990s.71

•

As mentioned above, if the tax burden had remained at the 1996 level as
a percentage of GDP, the average household would be £1,600 per year
better off. If tax revenues had remained at the 1996 level in real terms, the
average household would be £5,140 better off.72

•

However, the probable “lost growth” in the UK as a result of the rising tax
burden is around a third of one per cent of GDP. This equates to around
£4 billion, over 3p on the main rate of corporation tax. This cost cannot be
used to increase government spending.

•

In 2006 the Institute for Fiscal Studies (IFS) reported that the growth of
average living standards has slowed in recent years.73

•

The IFS also reported last year that national income after tax will, over the
next five years, grow at its slowest rate since the early 1980s.74

71

The tax increases introduced in April 2003 were a one percentage point increase in
employee, employer, and self-employed national insurance rates, accompanie d by a nominal
freeze in the associated primary and secondary thresholds and lower profits limits and in the
income tax personal allowances for those under 65. Poverty and Inequality, March 2005, IFS.
72
See footnotes in section 3.2.1.
73
Poverty and Inequality, March 2006, IFS.
74
IFS Green Budget, January 2005.
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4 REFORM IS POSSIBLE AND WORKS
SYNOPSIS
Despite the political challenges, many countries have embarked on longrunning programmes of tax simplification, base broadening and rate reduction.
Their success shows that tax reform works. It is possible to lower tax rates
and simplify the tax system while maintaining budget surpluses and
encouraging investment and economic growth. This in turn can make further
reform more affordable. Many other nations are making their tax systems and
their economies more attractive. The UK is not.

4.1

REFORM IS POSSIBLE – AUSTRALIA

4.1.1

Initial economic reform measures

In 1996 the John Howard Government inherited an economy that had been
growing for five years. However, the unemployment rate was above 8 per cent
and the government deficit was averaging more than 3 per cent of GDP.75
The 1996-97 Budget and economic reform plan set out to reduce government
spending by almost A$18 billion and to reduce the budget deficit over three years
by a level equivalent to over 3.5 per cent of GDP (or over £40 billion in today’s
prices in the UK.) This was achieved by 1998-99 when the budget moved into
surplus.

4.1.2

Initial tax reforms

In August 1997 the Australian Government announced its commitment to
fundamental reform of the tax system and fought and won an election in 1998 on
that promise. Firstly, capital gains tax was reduced in 1999, so that individuals
only paid tax on 50 per cent (rather than all) of their gain if they held their asset for
over 12 months.76
In 2000, the other principal tax changes came into effect:

•

The corporation tax rate was reduced from 36 per cent to 34 per cent in
2000 and to 30 per cent in 2001.77

•

The lower three income tax rates were reduced from 20, 34, and 43 per
cent to 17, 30 and 42 per cent. The top rate was maintained at 47 per
cent.78

•

The threshold for the 42 per cent rate was raised from A$38,000 to
A$50,000 and the threshold for the 47 per cent rate raised from A$50,000
to A$60,000.79

75

Annex table 13, OECD Economic Outlook No.79, June 2006; Table 7, Budget 1996-97,
Australian Government, www.budget.gov.au.
76
Budget Speech 2000-01, Australian Government, www.budget.gov.au. It has been argued
that this led to a speculative house price bubble, although numerous other economies
experienced house price bubbles at the same time without the same changes to capital gains
tax.
77
Commissioner of Taxation Annual Report 1999-2000, Australian Taxation Office.
78
Budget 2000-01 Overview, Australian Government, p.10, www.budget.gov.au.
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Two major direct tax simplifications were also introduced:

•

A single “Pay as you go” system for reporting and paying tax on business
income and withholding amounts replaced 11 existing payment and
recording systems.80

•

Accelerated depreciation of capital assets was replaced with an “effective
life” regime.81

There were also simplifications to indirect taxes. The Government introduced a
goods and services tax of 10 per cent. This replaced the wholesale sales tax
(which was levied at varying higher rates on a narrower range) and several state
and territory taxes.82

4.1.3

Further reforms

These initial reforms were followed by a long programme of simplification,
threshold raising, rate reductions and minor tax abolition. The Australian tax
system now is simpler, and clearer, with lower rates and higher thresholds than in
2000. It is not, however, flatter. Principal tax reductions have included:

•

Income tax reductions. The four income tax rates were reduced from 17,
30, 42 and 47 per cent to 15, 30, 40 and 45 per cent. At the same time the
30 per cent rate threshold was raised by a quarter, the 40 per cent rate
threshold was raised by a half, and the top rate threshold was tripled.83

Figure 12 Australian income tax is lower and has higher
thresholds than ten years ago – but is not flatter
1997-98
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•

Abolition of stamp duty on shares. In 2001, stamp duty on share
transactions was abolished.84
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Budget 2000-01 Overview, Australian Government, p.10, www.budget.gov.au.
These have included provisional tax, company and superannuation fund instalments, pay-asyou-earn, and the prescribed payments and reportable payments systems.
81
Commissioner of Taxation Annual Report 1999-2000, Australian Taxation Office.
82
Commissioner of Taxation Annual Report 1999-2000, Australian Taxation Office.
83
Australian Taxation Office, www.ato.gov.au
84
Budget Speech 2001-02, Australian Government, www.budget.gov.au.
80
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The principal tax simplification measures since 2000 have been:

•

2001. A simplified tax system for small businesses was introduced,
allowing eligible small businesses to do their tax accounting on a cash
basis with simpler depreciation and trading stock rules. This reduced small
business tax payments by A$1 billion over three years. The uniform capital
allowances system, which was also introduced, simplified amortisation
regimes and reduced compliance costs, replacing over 27 separate writeoff regimes with a uniform approach.85

•

2002. A consolidation regime was established, which enabled whollyowned groups to be treated as a single entity.86

•

2003 and 2004. A package of reforms to Australia’s international taxation
arrangements was introduced. These reduced the compliance costs
associated with the controlled foreign company rules and reduced tax on
certain forms of foreign business income and gains.87

•

2006. The alignment of various small business tax relief arrangements
was improved and the operation of the small business capital gains tax
concessions was made simpler and clearer.88 A draft Bill to remove
inoperative provisions from the tax law was published.89 These provisions
were estimated to account for 28 per cent of the law’s total length.90

4.1.4

Results: strengthened economic performance

The Australian Government’s tax reductions and simplification measures have
contributed to a strong and stable economic performance. The Australian
experience suggests that it is possible, over time, to have falling interest rates,
falling unemployment and falling tax rates, combined with increasing tax revenue,
increasing growth, increasing government spending, budget surpluses and the
elimination of government debt:

•

Growth. The Australian economy has enjoyed strong economic growth
every year over the past decade. Since 1996, real GDP growth has
averaged 3.6 per cent.91

•

Deficits. After five consecutive years of deficits before 1996, the
Australian economy moved into surplus in 1998-99 and has remained in
surplus every year since, with the single exception of 2001. Surpluses are
projected for each of the next four years.92

•

Debt. Before the change of Government, net debt was 18.5 per cent of
GDP. Since then net debt has fallen every year, until it was eliminated in
2005-06. The Australian Government is now a net creditor. 93

85

Budget Priorities 2001-02, Australian Government, www.budget.gov.au.
Continuing Tax Reform, Ministerial Statement accompanying 2006-07 Budget, May 2006,
www.budget.gov.au.
87
Budget 2003-04 Overview, Australian Government, p.21, www.budget.gov.au.
88
Continuing Tax Reform, Ministerial Statement accompanying 2006-07 Budget, May 2006,
www.budget.gov.au.
89
Exposure Draft – Repeal of Inoperative Provisions, Treasury, April 2006
http://www.treasury.gov.au/contentitem.asp?ContentID=1094&NavID.
90
Income Tax Act reduced by around 30 per cent, press release, Treasury, November 2005.
91
Annex table 1, OECD Economic Outlook No.79, June 2006.
92
Table 1, Statement 13 – Historical Australian Government Data, Budget 2006-07, Australian
Government, www.budget.gov.au.
93
Table 3 Statement 13 – Historical Australian Government Data, Budget 2006-07, Australian
Government, www.budget.gov.au.
86

39

Tax Reform Commission: Tax Matters

•

Interest rates. Consecutive budget surpluses and the elimination of
government debt have allowed interest rates to fall to 30-year lows.

•

Revenues. Tax receipts have almost doubled since 1995-96, from A$116
billion to A$213 billion in 2006-07. In real terms, tax receipts have risen in
every year except for 2000-01 and 2001-02.94

•

Public spending. Public spending has risen from A$131 billion in 1995-96
to A$218 billion in 2006-07. In real terms, public spending has risen every
year except for 1997-98 and 2000-01.95

•

Unemployment. Australian unemployment has fallen in most years in the
last decade, from 8.2 per cent in 1996 to 4.7 per cent in 2006.96 The 200506 Budget reported that unemployment was at a 28-year low.97

4.2

REFORM IS POSSIBLE – NEW ZEALAND

4.2.1

Major reform in the 1980s

By the early 1980s, New Zealand’s tax system was widely seen as failing. A
narrow base, high tax rates and enormous complexity were all failing to generate
sufficient revenues. The system was seen by the public as unfair and lacking in
integrity. Tax avoidance was rife. High tax rates and uneven rules were thought to
be significantly contributing to New Zealand’s poor economic performance.98
From 1984 successive Governments embarked upon wide-ranging reforms that
transformed the tax system by the end of the decade. Key features were:

•

Reductions in marginal income tax rates. The number of income tax
bands was reduced from five to two and statutory rates were reduced from
20, 31.5, 45.1, 56.1 and 66 per cent in early 1984 to 24 and 33 per cent in
October 1988.99

•

Removal of rebates. The original high income tax rates were
accompanied by a large number of rebates. Many of these were
systematically removed. In 1983 overtime, shift work and back-pay
rebates were abolished. In 1986 the rates rebate, the principal earner
rebate and the young family rebate were abolished. In 1989 the housing
rebate on mortgage interest for first-home owners was abolished.100

•

Removal of exemptions. There also existed a number of exemptions
from the high income tax rates. Over time they were all removed;
employee fringe benefits in 1985, the standard deduction for work-related
expenses in 1988 and exemptions for contributions to life insurance
schemes in 1989.101
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Table 2 Statement 13 – Historical Australian Government Data, Budget 2006-07, Australian
Government, www.budget.gov.au.
95
Table 2 Statement 13 – Historical Australian Government Data, Budget 2006-07, Australian
Government, www.budget.gov.au.
96
Annex table 13, OECD Economic Outlook No.76, June 2006.
97
Budget Speech 2005-06, Australian Government, www.budget.gov.au.
98
Tax Review 2001, New Zealand Treasury, chapter 1.
99
Schedule 1, Income Tax Act, 1994 (incorporates temporary surtax.) Schedule 1, Income Tax
Act, 1994.
100
Tax Review 2001, New Zealand Treasury, chapter 1.
101
Tax Review 2001, New Zealand Treasury, chapter 1.
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•

Reductions in corporation tax rate. The corporation tax rate payable by
resident companies was initially increased from 45 per cent to 48 per cent
in 1986. It was then cut to 28 per cent in 1988 and raised to 33 per cent in
1989.102 In 1987 state-owned enterprises, energy trading authorities, and
harbour boards were made subject to corporation tax.

•

Broadening of corporation tax base. Company tax concessions and
avoidance opportunities were greatly reduced. First year accelerated
depreciation was removed. In 1987, new rules were introduced, for debt
and similar instruments.103 These and other measures have increased the
corporation tax base as a percentage of GDP from 5 per cent in 1984 to
15 per cent in 2001.104

•

Changes to indirect tax. The previous wholesale sales tax covered less
than a quarter of the total consumption base and had eight different
rates.105 It (and some other indirect taxes) was replaced in 1986 with a 10
per cent goods and services tax. This had few exemptions, reducing
distortions and simplifying record-keeping.106 The rate of the goods and
services tax was raised to 12.5 per cent in 1989.

•

Other reforms:
-

-

4.2.2

In 1988 a full imputation credit regime was introduced for dividends
paid to companies’ shareholders.107
In 1988, the controlled foreign company regime was introduced.108
In 1989 the PAYE withholding regime was extended to apply to
dividends and interest. Banks and companies took on compliance
costs previously incurred by thousands of individuals.109

Further reform in the 1990s

The Labour Government was replaced by a National Party administration in 1990.
The tax reforms were continued and extended. Key measures included:

•

Reductions in marginal income tax rates. The lower statutory rate of
income tax was reduced from 24 per cent to 21.5 per cent in 1996 and to
19.5 per cent in 1998. The higher rate was maintained at 33 per cent.110

102

Schedule 1, Income Tax Act, 1994.
Tax Review 2001, New Zealand Treasury, chapter 1.
104
Tax Review 2001, New Zealand Treasury, chapter 1.
105
These were 0, 10, 20, 30, 37.5 40 and 60 per cent. Economic Management, New Zealand
Treasury, 1984.
106
Tax Review 2001, New Zealand Treasury, chapter 1.
107
Imputation credits, reflecting the tax paid by the company, could be attached to dividends to
offset the personal income tax that would be payable by the recipient shareholders.
108
This meant that residents with a controlling interest in foreign companies resident in tax
haven countries were required to recalculate the taxable income of the controlled foreign
company according to New Zealand tax law and the resident required to pay tax on the
calculated income in proportion to the resident’s interest.
109
Information supplied to the Commission by KPMG.
110
Schedule 1, Tax Act, 2004.
103
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•

Other tax reductions. Estate duty (inheritance tax) was abolished in 1992
and stamp duty was finally abolished, following a phased reform, in
1999.111

•

Further reforms
-

In 1993 a new depreciation regime was introduced. All the excess
deduction regimes were removed and replaced by one standard 20
per cent loading which applied to most new assets. Beyond this all
capital expenditure was depreciable over the economic life of the
asset.112

-

The controlled foreign company regime was extended in 1993 to apply
to most non-tax haven countries.113

-

Across 1993 to 1995, a foreign investor tax credit was progressively
introduced. It had the effect of capping the total tax imposed on most
non-resident portfolio and direct investors in New Zealand at 33 per
cent.114

-

In 1999 a large number of taxpayers were no longer required to submit
an annual reconciliation of income tax.115

New Zealand retains one of the most efficient tax systems among developed
countries. It has full imputation, and hence the distortion between equity and debt
financing has been reduced. The corporation tax rate and the rate at which many
individuals pay tax are aligned at 33 per cent. The OECD concluded:
“New Zealand’s tax system is one of the most neutral and efficient in the
OECD. Bases are generally broad and rates are moderate. The full
imputation system for dividend payments works to reduce tax distortions
for corporate financing decisions, while efficiency in corporate investment
decisions is encouraged by the low level of targeted tax incentives. The
tax system is also more neutral vis-à-vis private saving than in most other
countries, in particular because no general incentives are provided to
private pension saving.” 116
New Zealand’s tax system has contributed to strong economic performance.
Following the global economic slowdown in the early 1990s, economic growth
averaged 3.8 per cent from 1993 to 2004.117 Unemployment also fell from over 10
per cent in 1992 to 3.7 per cent in 2005.118

111

Information supplied to the Commission by KPMG.
Information supplied to the Commission by KPMG.
113
Information supplied to the Commission by KPMG.
114
The cap exists where the non-resident investor is resident in a country with a double tax
agreement with New Zealand: Information supplied to the Commission by KPMG.
115
Information supplied to the Commission by KPMG.
116
The tax system in New Zealand: an appraisal and options for change, Economics
Department Working Papers No. 281, Thomas Dalsgaard, OECD, January 2001.
117
Annex table 1, OECD Economic Outlook No.79, June 2006.
118
Annex table 13, OECD Economic Outlook No.79, June 2006.
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4.2.3

The last seven years: resting on its laurels

In recent years, however, tax reforms have stalled and in some cases been
reversed:

•

In 2000 an additional top rate of income tax at 39 per cent was introduced
for income above NZ$60,000, which represents only 1.4 times the
average wage.119

•

The corporation tax rate has remained at 33 per cent since 1989, a figure
now well above the OECD average.

•

The overall tax burden has been rising. From a low of 41.7 per cent of
GDP in 1997 it has risen to 46.6 per cent of GDP in 2006. 120

New Zealand may be less in need of further changes to its tax system than other
countries due to the extent of the reforms in the 1980s and 1990s. Nevertheless,
its competitive position is eroding. New Zealand has fallen in the World Economic
Forum’s Global Competitiveness Index from 3rd in 1996 to 22nd in 2005121 –
threatening future economic performance:

•

After averaging 3.8 per cent between 1993 and 2004, GDP growth slowed
to 1.9 per cent in 2005 and is projected to be 1.3 per cent in 2006 and 1.9
per cent in 2007.122

•

Unemployment fell to a low of 3.7 per cent in 2005, but is projected to rise
to 4.3 per cent in 2006 and 4.9 per cent in 2007. 123

•

New Zealanders are emigrating to Australia in larger numbers than before.
Net permanent and long-term migration to Australia has almost doubled in
the last three years – from 11,908 in 2003-04 to 20,361 in 2005-06. 124

Partly in response to these trends, the New Zealand Government recently
published plans to reduce the corporation tax rate from 33 per cent to 30 per cent,
aligning New Zealand’s rate with that of Australia.125

4.3

REFORM IS POSSIBLE – IRELAND

4.3.1

Fiscal consolidation in 1987: spending reductions and tax cuts

Twenty years ago Ireland’s economic position was precarious. In 1986:

•
•
•
•
•

The budget deficit was 10.2 per cent of GDP.
Gross debt was 110.7 per cent of GDP.
Debt interest payments were 6.9 per cent of GDP.
Real GDP growth was only 0.3 per cent a year.126
As with the UK in 1976, the IMF was threatening to intervene in the Irish
economy.

119

Are New Zealanders paying too much tax?, Phil Rennie, Centre for Independent Studies,
May 2006.
120
Annex table 26, OECD Economic Outlook No.79, June 2006.
121
Global Competitiveness Report 1997, 2005, World Economic Forum.
122
Annex table 1, OECD Economic Outlook No.79, June 2006.
123
Annex table 13, OECD Economic Outlook No.79, June 2006.
124
External migration tables, Statistics New Zealand, 2006.
125
Business Tax Review: a discussion document, Inland Revenue Department, July 2006.
126
Annex Tables 27, 32, 31 and 1, OECD Economic Outlook No.75, June 2004.
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•

As with the UK in 1976, the IMF was threatening to intervene in the Irish
economy.

Taxes were a tool of interventionist economic policy with an attractive 10 per cent
corporation tax rate for manufacturing and Dublin’s International Financial
Services Centre but a much less attractive 50 per cent rate on the rest of the
economy.
The 1987 Budget began a process of economic reform that has helped to
transform GDP per capita in Ireland from less than two-thirds of the EU average in
1987 to 125 per cent of the EU-15 average in 2004.127
The 1987 Budget cut spending drastically to bring the deficit under control.128 The
next Budget continued the fiscal consolidation: current spending was reduced by 3
per cent and capital spending by 16 per cent.129
These spending reductions were followed by tax cuts. The corporation tax rate
was cut from 50 per cent to 43 per cent by 1989. Income tax rates were reduced
from 35, 48 and 58 per cent to 32, 48 and 56 per cent in 1989. At the same time
the attractive 10 per cent rate of tax on manufacturing and Dublin’s International
Financial Services Centre was retained, although the European Community was
complaining about sectoral discrimination.

4.3.2

Tax system transformation

Since the initial changes that began in the 1987 Budget, Ireland’s tax system has
undergone a major transformation:130

•

Corporation tax reductions. The standard corporation tax rate was
steadily reduced from 43 per cent in 1989 to 12.5 per cent in 2003 – the
lowest main rate in the EU.

•

Corporation tax flattening. The special 10 per cent rate was almost
entirely removed between 2002 and 2005 and aligned with the overall rate
of 12.5 per cent.131

•

Personal tax reductions. Personal tax rates were steadily reduced from
32, 48 and 56 per cent in 1989 to 20 and 42 per cent by 2001.

•

Personal tax flattening. The personal tax rate was flattened from three
rates in 1989 to two rates in 1992.

•

Capital gains tax reductions and simplification. In 1994, a lower rate of
capital gains tax of 27 per cent for gains arising from the selling of shares
in an Irish resident trading company was introduced. This was reduced to
26 per cent in 1997. In 1998, the main capital gains tax rate was reduced
from 40 per cent to 20 per cent and the special rate abolished.

127

Table 8, European Economy 1996, European Commission, 1996, pp. 67-68; Ahead of the
Curve, Report of the Enterprise Strategy Group, July 2004.
128
Fiscal Adjustment and Disinflation in Ireland: setting the macro basis of economic recovery
and expansion, P. Honohan, in F. Barry (ed.) Understanding Ireland’s Economic Growth, 1999.
129
Economic Freedom and Growth: the case of the Celtic Tiger, B. Powell, CATO Journal,
January 2003.
130
Statistical Reports, Irish Revenue Commissioners, www.revenue.ie; Irish Tax System, Irish
Taxation Institute website, www.taxireland.ie.
131
Some manufacturing firms are still on the old 10 per cent rate. Companies which carried on a
manufacturing business at 31 July 1998 (or had been approved by a government grant agency
on or before that date) will continue to pay the 10 per cent rate until 31 December 2010.
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4.3.3

Economic transformation

These tax reductions and simplifications, together with a range of policies to
increase economic freedom, have helped transform the country’s economic
fortunes:132

•

Growth. Ireland’s growth “miracle” is well known. Between 1992 and 2005
real GDP grew at an average of 6.8 per cent. GDP growth is expected to
be 5 per cent in both 2006 and 2007.133 It has been argued that GDP is an
inaccurate measure of Ireland’s economic prosperity. This is because it
includes profits made by foreign companies which are relatively higher in
Ireland than in other developed countries. But GNP, which excludes profits
made by foreign companies, has been increasing almost as quickly. GNP
grew by an average of 4.4 per cent between 1990 and 1995, 8.8 per cent
between 1995 and 2000 and 4 per cent between 2000 and 2005. 134

•

Deficits. Deficits were below 3 per cent of GDP from 1990-1995. In 1997
the economy moved into surplus and has remained in surplus every year
with the exception of 2002.135

•

Debt. Net debt has fallen progressively since the highs of the mid-1980s.
In 2005 it was only 10 per cent of GDP.136 Net debt interest payments
were below 2 per cent of GDP for much of the 1990s and have now fallen
to 0.5 per cent of GDP.137

•

Revenue. Tax receipts have increased enormously. Between 1987 and
2003 tax receipts increased four-fold from 10.1 billion to 40.1 billion.138

•

Prosperity. Rapid growth has led to a huge rise in living standards. GNP
per head in Ireland grew by an average of 4.6 per cent between 1990 and
2005.139 GNP per capita was over 30,000 in 2004, above the majority of
European countries. GDP per capita was nearly 37,000, close to US
levels.140

•

Unemployment. Unemployment has fallen rapidly from 16.6 per cent in
1987 to 4.3 per cent in 2005.141

•

Employment. The Irish economy has been hugely successful in creating
jobs in recent years. The number of people in employment has increased
by over two-thirds in the last 20 years, from 1.1 million in 1986 to 1.8
million in 2004.142 The employment rate increased from 52 per cent to 67
per cent over the same period. 143

132

These include government spending falling as a share of GDP from over 50 per cent in 1987
to 35 per cent in 2005 (Annex table 25, OECD Economic Outlook No.77, June 2005); the
average tariff rate falling from 7.5 per cent to 6.9 per cent between 1985 and 1999 (Economic
Freedom and Growth: the case of the Celtic Tiger, B. Powell, CATO Journal, January 2003);
th
th
and other changes which made Ireland the 5 freest economy in the world in 1995 and the 7
freest in 2000 (Economic Freedom of the World 2002, Fraser Institute.)
133
Annex table 1, OECD Economic Outlook No.79, June 2006.
134
Coming Challenges on Productivity, Irish Congress of Trade Unions, Spring 2006.
135
Annex table 27, OECD Economic Outlook No.79, June 2006.
136
Annex table 33, OECD Economic Outlook No.79, June 2006.
137
Annex table 31, OECD Economic Outlook No.79, June 2006.
138
Table 22, National Income and Expenditure Tables, Central Statistics Office Ireland,
www.cso.ie.
139
Coming Challenges on Productivity, Irish Congress of Trade Unions, Spring 2006.
140
Principal statistics: national income, Central Statistics Office Ireland, www.cso.ie.
141
Annex table 14, OECD Economic Outlook No.79, June 2006.
142
Table 6, Productivity: Ireland’s Economic Imperative, Paul Tansey, Microsoft, 2005.
143
Table 42, Productivity: Ireland’s Economic Imperative, Paul Tansey, Microsoft, 2005.
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•

Productivity. Labour productivity growth has been impressive, despite the
huge increases in employment. Between 1989 and 2005, whole economy
labour productivity growth averaged 3.2 per cent a year.144

•

Migration. Ireland’s history of mass emigration, apart from a brief reversal
in the 1970s, has ended. Net emigration averaged almost 17,000 a year
between 1926 and 1991. Between 1991 and 1996, net migration was
roughly in balance. Between 1996 and 2002, net immigration was 26,000
a year.145

•

Foreign direct investment. Trends in US and overall foreign direct
investment flows into Ireland during the 1990s provide a clear indication of
Ireland’s growing attractiveness as an overseas investment location:

4.3.4

-

In the three years 1989-1991, US direct investment in Ireland
averaged $500 million a year. By 1993, US investment in Ireland
reached $1,000 million, and in 1997 it exceeded $1,500 million.
Ireland’s share of US investment flows into the EU-15 exceeded 5 per
cent for the first time in 1993, reached 10 per cent in 1996 and
exceeded 15 per cent in 1997.146

-

Overall flows of foreign direct investment into Ireland increased from
an annual average of around $140 million in the 1980s to $2,700
million a year in the second half of the 1990s. As a result, the total
stock of foreign direct investment in Ireland in 2002 reached $157
billion, the highest in the world in per capita terms after Hong Kong.147

Two key lessons

Among numerous lessons that can be drawn from the Irish experience, two stand
out:

•

Tax reform can lead to higher public spending. As tax reform and other
measures helped encourage Irish economic growth, public spending was
able to grow rapidly while still falling as a percentage of GDP. From a low
of €15 billion in 1989, public spending rose to €48 billion by 2003.148 This
rise of 220 per cent contrasts with a comparable rise in the UK of 120 per
cent over the same period.149

•

Radical reform to corporation tax can help lead to much higher
corporation tax revenues. Corporation tax receipts increased
enormously, both absolutely and as a share of total tax revenue.
Corporation tax receipts rose sixteen-fold from €325 million in 1987 to
€5.2 billion in 2003. As a share of total tax receipts they rose from 3.2 per
cent in 1987 to 12.9 per cent in 2003.150

144

Annex table 12, OECD Economic Outlook No.79, June 2006.
Table A, Population and Labour Force Projections 2006-2036, Central Statistics Office
Ireland, December 2004.
146
Figure 2.7, Medium-Term Review 2001-2007, Economic and Social Research Institute,
September 2001.
147
Table 11, Ahead of the Curve, Report of the Enterprise Strategy Group, Forfas, July 2004.
148
Table 22, National Income and Expenditure Tables, Central Statistics Office Ireland,
www.cso.ie.
149
Table C26, Budget 2006, HM Treasury, March 2006.
150
Table 22, National Income and Expenditure Tables, Central Statistics Office Ireland,
www.cso.ie.
145
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4.4

REFORM IS POSSIBLE – THE NETHERLANDS

4.4.1

A more competitive corporation tax regime

The Netherlands has, for a number of years, been a key location for multinationals
seeking a European headquarters. Between 1996 and 2000 the Netherlands was
one of four European countries (the others were Ireland, Luxembourg and
Switzerland) which together accounted for 9 per cent of European GDP but 38 per
cent of US FDI to Europe.151 Key reasons for this include:

•

The Netherlands cut its corporation tax rate from 42 per cent in 1986 to 35
per cent in 1991.152

•

The Netherlands operates a territorial tax system with a participation
exemption, which means that foreign-sourced income is not taxed.153 The
Dutch Government has officially advertised its lack of controlled foreign
company rules as an important advantage for companies considering
investment locations.154

More recently, however, other countries have begun to catch up, lowering
corporation tax rates. The average corporation tax rate in the EU-15 fell from 35.1
per cent in 2000 to 31.1 per cent in 2004, below the rate of 35 per cent in the
Netherlands.155 At the same time, corporate tax revenues fell substantially in the
Netherlands from 4.2 per cent of GDP in 2000 to 2.9 per cent of GDP in 2003.156
In order to remain competitive, the Netherlands is making further changes to its
corporation tax regime. They are coming into effect in 2006 and in 2007. These
reforms are making the country an increasingly attractive place to do business.

4.4.2

“Working towards profits”

At the start of 2005 the main rate of corporation tax in the Netherlands was
reduced from 34.5 per cent to 31.5 per cent.157 Corporation tax revenues
increased from €15.4 billion in 2004 to €17 billion in 2005.158
In April 2005, the Dutch Government published a White Paper on corporation tax
reform, entitled “Working towards profits.”159 This aimed to increase the
competitiveness of the Netherlands’ corporate tax system through rate reductions,
simplifications and base-broadening measures. A restriction was that the White
Paper had to be revenue-neutral.

151

Data Shows Europe’s Tax Havens Soak Up U.S. Capital, Martin Sullivan, Tax Notes,
February 2002.
152
Tax rates are falling, OECD, 2001.
153
Table 10.2, Taxation of U.S. Corporations Doing Business Abroad: U.S. Rules and
Competitiveness Issues, Carl Dubert and Peter Merrill, Morristown, N.J.: Financial Executives
Research Foundation and PricewaterhouseCoopers, 2001.
154
Dutch Tax Policy Lightens the Burden on High-Tech Companies, Helmar Klink, Netherlands
st
Foreign Investment Agency – cited in International Tax Competition: a 21 century restraint on
government, C. Edwards and V. de Rugy, CATO Institute, April 2002.
155
Table II.1, OECD Tax Database 2006, March 2006.
156
Kingdom of the Netherlands: Selected Issues, IMF Country Report No. 04/301
157
Table II.1, OECD Tax Database 2006, March 2006.
158
Statistics Netherlands.
159
English synopsis available from Freshfields Bruckhaus Deringer
http://www.freshfields.com/publications/en.asp.
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The main focus of the White Paper was on reforms in 2007. This did not prevent
initial reforms taking place in 2006:
Capital tax, which was previously levied at a rate of 0.55 per cent on share
issues and capital contributions, was abolished on 1 January 2006. 160
The corporation tax rate was reduced from 31.5 per cent in 2005 to 29.6
per cent in 2006 and the starting rate from 27 per cent to 25.5 per cent.161

4.4.3

Corporate tax system reform in 2007

The Dutch Government submitted a Bill, ìWorking on Profitî, to the Parliament in
May 2006. The revenue-neutral constraint in the White Paper was dropped. The
Bill provides for an overall €730 million reduction in taxes, equivalent to £1.5
billion in the UK. 162 This has allowed tax rates to be reduced further than proposed
in the White Paper. The legislation will come into force on 1 January 2007. Key
measures include:
Corporation tax will be reduced to three rates:
-

20 per cent on profits up to €25,000.

-

23.5 per cent on profits between €25,000 and €60,000.

-

25.5 per cent on profits exceeding €60,000.163

Figure 13 Dutch corporation tax rates have been steadily reduced
Dutch corporation tax rate for profits over €60,000 per cent
UK corporate rate
UK small
companies rate

42
35

1986

1991

31.5

2005

29.6

2006

25.5

2007

Source: Table II.1, OECD Tax Database 2006, March 2006

160

The Netherlands: Finance Ministry begins tax reform, PricewaterhouseCoopers, International
Tax Review, March 2006.
161
Extra cut in taxes on business profits, press release, Netherlands Ministry of Finance,
September 2005.
162
Given the larger size of the UK economy, €730 million in the Netherlands is equivalent as a
percentage of GDP to £1.5 billion in the UK.
163
Sources: White Paper for 2007 corporate tax reform – summary of draft legislation,
Freshfields Bruckhaus Deringer, May 2006; Dutch corporation tax reform 2007 ñ summary of
draft legislation, Loyens Loeff, May 2006; International Tax Alert – summary of draft legislation,
Ernst & Young, May 2006.
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•

The participation exemption will be changed. A minimum 5 per cent
shareholding test will be introduced and the requirements that a subsidiary
must not be held as a passive investment or a trading asset, and that it
must be subject to a tax on profits, will be dropped. For most corporate
purposes, though, the participation exemption will remain as before.

•

The dividend withholding tax will be reduced from 25 per cent to 15 per
cent, although in most cases this is already the rate applicable by virtue of
double tax treaties.

•

Legislation introduced in 2002 which prevented deductibility of interest
expense and losses on loans that are deemed to function as equity (hybrid
loans – which are increasingly used in the financial sector due to
regulatory benefits for the borrower) will be abolished. Hybrid loans will be
brought within the scope of the participation exemption, meaning that
benefits derived from such a loan may be exempt from corporation tax.

•

Two new benefits will be introduced for companies. These are designed to
lower the total tax take on multinationals:
-

Income generated by self-developed patents will normally be taxed at
an effective rate of 10 per cent.

-

An optional group interest relief will be introduced. 80 per cent of net
interest earnings will be tax free and 20 per cent will be taxed at 5 per
cent.

In addition to rate reductions and simplifications, the Bill proposes a number of
base-broadening measures:

•

Losses will only be allowed to be carried back for one year and carried
forward for nine, compared with a three-year carry-back and an indefinite
carry-forward currently.

•

No deduction will be allowed on shares, profit-participating certificates and
option rights issued by a company.

•

A default minimum five-year depreciation period for all capital assets will
be introduced and a default minimum amortisation period of ten years for
goodwill.

•

Depreciation on real property will be restricted to:

4.4.4

-

Leased property – the value of the property exceeding the assessed
value.

-

Property used in the taxpayer’s business – the difference between the
market value and 50 per cent of the assessed value.

Staying in the lead

The Dutch tax system is far from perfect. Effective marginal tax rates on personal
income are high. It is also too early to measure the full impact of the current and
forthcoming changes. Nevertheless, the Dutch Government’s confidence that its
changes will further increase the attractiveness of the Netherlands for international
businesses is clear.
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As the Deputy Secretary of the Treasury, Joop Wijn, said recently:
"Many American companies have chosen the Netherlands as their
European headquarters, including Dow, Cisco Systems, General Electric,
Eastman Chemical, ExxonMobil, Starbucks, The Mars Company, Nike,
Under Armour, and Office Depot.
"I have made it even more interesting for US companies to keep my
country on their investment shortlist.
"First, US companies can negotiate with our Tax Inspector to lock down
their tax status in advance. Second, we reduced taxes in two areas to
make investments in the Netherlands more attractive. We have reduced
the corporation tax rate from 35 per cent in 2002 to 25 per cent in 2007.
And we abolished the tax on capital gains earlier this year." 164

4.5

REFORM IS POSSIBLE - A GLOBAL PHENOMENON

Many other countries have undertaken extensive reforms to their tax systems in
recent years. The tax reform programmes in 35 other countries are outlined in
Appendix A1. Almost all have consisted of simplification or reductions in rates.
Many have done both.
Figure 14 Tax reform is breaking out all over Europe
Tax reform status of different countries

Tax reform with cuts in rates since 2000
(with a few rate increases)
Tax reform with cuts in rates since 2000
Flat tax countries
Little or no reform since 2000

Source: See Appendix A1

164 Netherlands Deputy Secretary of Treasury, Joop Wijn, speech at the Chiefs of Staff Dinner,
Meet the Dutch Week, National Building Museum, 27 April 2006.
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PART II – OPTIONS FOR REFORM
“The Dutch Government wants to attract international
business. The system is pretty good and likely to
improve. In the UK everything you see and hear is
likely to indicate a downward trend. I am aware of a
number of companies actively reviewing where they
are based because they don’t like the direction of the
tax system. By the time there is a noticeable trend, it
will be too late.”
Philip Gillett
Head of Tax, ICI165

165

Financial Times, 23 December 2005.
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5 PRINCIPLES OF TAX REFORM
SYNOPSIS
This chapter sets out the principles and methods of reform required to create
an efficient and competitive modern tax system.

5.1

SUMMARY OF RESEARCH

The following conclusions can be drawn from tax systems and reform in the UK
and other countries:

•

Low tax is good for wealth creation and economic growth. Tax cuts
engender faster long-term growth and can lead to higher tax revenue.

•

Simpler tax systems are less distorting, fairer, easier and cheaper to
manage, collect and understand.

•

Unlike the UK, many developed and developing countries are cutting both
the burden of total taxation and marginal tax rates.

•

Unlike the UK, many developed and developing countries are also
simplifying their tax systems.

•

The UK’s international competitive position in tax policy is declining
rapidly. This is undermining its attractiveness to investors.

•

In political terms, reform of the tax system is achievable.

The IMF has drawn similar conclusions. It recommends that tax systems should
have:

•

A simple income tax system with few deductions, a moderate top rate, and
an allowance large enough to exclude people on modest incomes.

•

A corporate income tax with a moderate rate aligned to the income tax
rate, simple and with no special favours for particular industries.166

166

Reforming Tax Systems: Experience of the Baltics, Russia and Other Countries for the
Former Soviet Union, V. Stepanvan, IMF Working Paper, September 2003, p.6.
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5.2

SIMPLE, STABLE, FAIR AND LOW - A VISION OF REFORM

The Commission's proposed framework for reform to direct taxation is based on
one vision, four principles and twelve objectives.
Figure 15 Vision, principles and objectives of a good modern tax system
Vision

Principles

Objectives
Low marginal rates of tax
Low tax

Economic
efficiency

Broad base – few exemptions
Limited use for social policy

Raising
predictable
revenues to
fund
government
expenditure

Fairness

Horizontally fair
Vertically Fair

Simplicity and
transparency

Easy to understand & calculate
Easy to collect
Regular review and repeal

Stability and
predictability

Proper consultation
Parliamentary scrutiny
Clear law

One vision. Tax has one simple overarching purpose.

•

To raise predictable revenues to fund necessary government expenditure
with minimal impact on wealth creation.

Four principles. The following four fundamental principles should be adopted.

•
•
•
•

Economic efficiency. Tax should be as low as possible, should not distort
business decisions, and should discourage neither economic growth nor
individual enterprise and effort.
Fairness. The least well-off should pay a smaller proportion of tax. People
in similar circumstances should be treated equally.
Simplicity and transparency. Tax should, as far as possible, be clear,
easy to understand, of certain application, easy to calculate and easy to
collect.
Stability and predictability. Once the above principles have been adopted,
changes to tax law should be kept to a minimum and made on the basis of
clear policy following effective external consultation and parliamentary
scrutiny.167

167

Initially as the tax system is reformed, tax law would be subject to significant change. This is
necessary to remove the extraordinary growth in complexity of the last decade and to embed
the new principles in the statute book. However, once reformed, the system should be simpler
to operate and more stable in the long-term.
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Twelve objectives. To achieve the above principles, the following twelve main
policy objectives should be applied consistently.

•

Low marginal rates of tax.168 High marginal tax rates are a strong
disincentive, discourage entrepreneurial effort and weaken economic
growth. Marginal rates should be kept as low as possible.

•

Low tax. Every extra pound raised in taxes costs the economy more than
one pound. Governments therefore need to keep the tax burden as low as
possible. This is becoming more important as international tax competition
becomes more intense.

•

Broad base with few exemptions and reliefs. A broad base with few reliefs
distorts less and permits lower overall tax rates – and thus lower marginal
tax rates. It is also fairer as, in a complex system, better-off taxpayers are
normally better able to take advantage of exemptions than less well-off
taxpayers.

•

Limited use for social policy. The temptation to use tax to favour particular
groups or to achieve certain social ends should be resisted. Exceptions,
such as encouraging savings or pensions, should be rare.169

•

Horizontally fair. The tax system should treat organisations and people in
similar circumstances in a similar way. There should be minimal double
taxation.

•

Vertically fair. The poorest should pay a smaller share of their income in
tax than the better-off.

•

Easy to understand and calculate. As many taxpayers as possible should
be able to understand and calculate their own tax liabilities without
needing to pay for professional tax advice.

•

Easy to collect. Taxes should be as simple to collect as possible. This
reduces the additional cost of the tax system on the taxpayer.

•

Regular review and repeal. There should be a regular process of review
of existing tax law to establish if it is needed or whether it can be repealed.

•

Proper consultation. Whenever possible, both taxpayers and tax advisers
should be fully consulted before changes to tax law are made.

•

Parliamentary scrutiny. Fewer, simpler taxes will enable Parliament to
scrutinise tax law more effectively.

•

Clear law. Tax provisions should be written clearly and intelligibly to
improve transparency and scrutiny, and should not be dependent on
HMRC’s interpretation as to how they will operate.

168

Marginal tax is the proportion of additional income that must be given up as income rises. It
is normally the top rate of tax that a person pays.
169
The Commission has not considered the use of taxation to encourage environmental
behaviour as this is specifically beyond its remit.
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6 REFORMING PERSONAL TAXATION
SYNOPSIS
Personal taxation in the UK is too complicated, unfair and less internationally
competitive than it used to be. It creates excessive administrative burdens,
particularly for small employers. This chapter puts forward specific proposals
to lower tax rates, end reliefs, reform the tax code for employees and
rationalise the national insurance contributions system.

6.1

A VISION FOR REFORMED PERSONAL TAXATION

The personal tax system should be characterised by low tax rates and simplicity.
Allowances, reliefs and loopholes should be cut where possible and compliance
costs reduced. The least well-off in society should be taken out of tax altogether.
Many of the lowest paid pay tax while receiving benefits and tax credits. This
recycling of money is a waste of resources. It is a waste of time for the individuals
and the government. It should be reduced and eliminated where possible.
Personal tax rates are also too high. Most basic rate taxpayers face effective
marginal tax rates of 33 per cent. For higher rate payers it is 41 per cent.170 Many
lower paid households on tax credits face effective marginal rates of 70 per cent
or more. With employer’s national insurance contributions (usually 12.8 per cent)
the Government’s share of an extra hour of effort or pound of pay is close to 50
per cent.
Figure 16 The government takes around 50 per cent of
nearly everyone's pay rise*
Government share of increase at salary of £20,000,
%

22.0
45.8
11.0

£20,000 Income
£50,000 Income

Net effect of system (including
employers' national insurance
contributions) is fairly flat
Government takes around half of
most employees' salary increases:*

12.8
Government share of increase at salary of £50,000,
%

• Basic rate taxpayers face
combined 46% tax and
national insurance

• Higher rate taxpayers face
40.0
53.8
1.0
12.8
Extra Income
Extra
Extra
Total
tax
employers' employees'
Government
NIC
NIC
share

combined 54% tax and
national insurance

• Actual differential only 8 percent
With tax credit withdrawal
government share can be even
higher

* Only exceptions are starting rate tax payers and basic rate tax payers earning more than £33,600
Source: HMRC

170

Marginal tax rates include employee national insurance contributions of 11 per cent and 1
per cent for basic and higher rate taxpayers respectively.
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6.2

SPECIFIC PROBLEMS WITH PERSONAL TAXATION

6.2.1

Increasing tax rates

In 1988, when the top income tax rate in the UK was reduced to 40 per cent, it
was one of the lowest in the developed world. It remains competitive but is losing
its advantage.
This matters. High tax rates discourage enterprise and growth. They make the UK
a less attractive base for international businesses. The most highly paid and
educated are increasingly internationally mobile. High tax rates affect where these
individuals choose to work and where firms are established. The Government
tacitly admits as much by its disinclination to tax non-domiciled UK residents fully
for fear they would leave the UK.171
A similar story holds for marginal taxation at the average wage. OECD analysis
shows that for people earning an amount equal to the average wage in each
country, the average marginal tax rate across the OECD has fallen from 38.7 per
cent in 2000 to 37.2 per cent in 2005. Over the same period, the rate in the UK
has risen from 32 per cent to 33 per cent.172 In short, the UK’s comparative tax
advantage is being eroded.

6.2.2

Unfair tax

The current personal tax system is unfair to those on low incomes:

•

Many of the least well-off face effective marginal tax rates of 70 per cent
or more. For example, a person working 30 hours on the minimum wage
faces a basic rate of income tax of 22 per cent, employee national
insurance contributions of 11 per cent and the loss of tax credits of 37 per
cent on each extra pound earned.173 The former Health Secretary, Alan
Milburn, has conceded that “poverty has become more entrenched in the
last decade.” 174

•

Loss of other means-tested benefits can make the effective marginal rate
even higher. The UK has some of the worst poverty traps in the OECD.
(Figure 5.) Due to the interaction with the benefits system, a number of the
least well-off face marginal tax rates of over 100 per cent.175 They are
actually better off earning less.

•

By contrast top earners face a more modest marginal tax rate of 41 per
cent including employee national insurance contributions.

171

Individuals who are not domiciled in the UK but resident here pay little tax, as is the case in
some other countries. They do not have to pay tax on income or gains which are not remitted to
the UK. This means that, by using a capital fund for UK living expenses, they can avoid or
substantially reduce their UK tax bills. There is a concern that withdrawing the relief would result
in the departure of such (often high income and economically important) individuals from the
UK. The distinction between short- and long-term domiciled should be subject to a separate
review to consider whether their tax advantages are not being abused. Data from 2003/04
provides an indication of the size and influence of this group. In 2003/04 HMRC estimated the
105,000 individuals claiming that they were resident but not domiciled in the UK were due to
pay approximately £3 billion (more than £28,000 each) in income tax. Lords Hansard 14 March
2006, Column WA221.
172
Table I.1, OECD Tax Database 2006, March 2006.
173
Low paid face basic rate income tax at 22 per cent, employee NIC at 11 per cent and the
withdrawal of Tax Credits at 37 per cent in contrast with the top earners who face higher rate
income tax at 40 per cent and NIC at 1 per cent.
174
Hansard, 28 March 2006.
175
The trade-off between work incentives and income redistribution, IFS, September 2006.
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•

Fiscal drag has also meant that increasing numbers of people are paying
tax and at the higher rate.176

Figure 17 Fiscal drag means more people are paying income tax
and at higher rates
% increase (1997-2005 rebased)

35

Average earnings

Change in number of individual income
tax payers, ‘000 (1997 – 2005)

Lower/starting (4,370)
rate

Savers rate
Personal allowance

830

21
Basic rate

Threshold for higher
rate

24

Higher rate

5,500

1,070

Sources: Annual Survey of Hours and Earnings, Office for National Statistics and HMRC (data tables TA.1, 2.1 and TA.2)

6.2.3

Complicated and with a narrow tax base

Many reliefs mean that the burden of taxation is placed on an increasingly
strained and narrow base. The tax system offers 250 tax expenditure reliefs,
structural reliefs or allowances to its taxpayers, many of which are of little value:

•

Complexity creates errors. There are 2 million PAYE coding errors a
year. An estimated quarter of PAYE codes are calculated incorrectly.177
Self-assessment is worse. The guidance note to the self-assessment
individual tax return is 35 pages long. This is backed up by nine sets of
Guidance notes and 63 help sheets.178

•

Complexity breeds unfairness. There are 8.8 million self-assessment
taxpayers in the UK and 56 per cent of them use agents.179 Employing a
tax adviser to provide guidance through the various reliefs and allowances
could cost around £500 a year for relatively simple matters.180 For many it
costs much more.

176

Fiscal drag is the failure to increase allowances and thresholds in line with average earnings.
Filing of Income Tax Self-Assessment Returns, House of Commons Public Accounts
Committee, 18 January 2006.
178
These figures are quite conservative. They omit notes and help sheets for special cases
such as MPs and ministers of religion.
179
Review of HMRC Online Service, Lord Carter of Coles published in March 2006 by HMRC
(paragraph 1.5) and available at http://www.hmrc.gov.uk/budget2006/carter-review.pdf.
180
Estimate of £500 is for individual with relatively simple affairs based on 5 hours work at
£80/hour plus VAT. For those with more complicated affairs the cost could be much more.
177
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6.2.4

Reforming personal taxation

The following proposals for reforming personal taxation are subdivided into four
main categories:

•
•
•
•

Lowering rates and raising thresholds (Proposals 2 to 7)
Simplifying the system and broadening the base (Proposals 8 to 10)
Simplifying income tax and national insurance (Proposals 11 to 14)
Improving the system of tax credits (Proposals 15 to 17)

6.3

LOWERING RATES AND RAISING THRESHOLDS

6.3.1

Removing the starting rate and increasing the personal allowance

A new band for taxing income at the starting rate of 10 per cent was introduced in
1999. This band now applies to the first £2,150 of taxable income. It represents a
£258 annual tax reduction from the basic rate. At the same time it creates
computational difficulties for many, such as those who receive interest taxed at
source.
At present people become liable to income tax at low levels of income (£5,035.)
The personal allowance has not increased in line with earnings and as a result
more people pay income tax. There are now almost 3.5 million more people
paying income tax than in 1997.181
Proposal 2 Raise the personal allowance to £7,185 and abolish the 10 per
cent rate182
This would lift approximately 2.5 million people out of income tax. It would benefit
individuals earning more than £7,185 a year by £215.183 The existing threshold for
paying higher rate tax would, however, be retained. UK taxpayers would benefit
by £5.9 billion or £5.2 billion if combined with proposal 3.

181

HMRC Data Table 1.4 Estimated number of taxpayers available at
www.hmrc.gov.uk/stats/tax_receipts/table1-4.pdf. Of course, part of this increase is due to more
people in employment.
182
£7,185 is the existing threshold above which basic rate income tax is paid.
183
Saving calculated as (£7,185 - £5,035 @ 10 per cent) = £215.
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Figure 18 Abolishing 10 percent starting rate and raising the personal
allowance leaves all taxpayers better off
Annual tax paid under
current UK regime**

Gross income
£10,000

Gross income
£20,000

Gross income
£50,000*

Annual tax paid under
proposed regime**

Abolishing 10 %
starting rate and
raising personal
allowance to £7,185
benefits all tax payers

619

834

All tax payers benefit
equally by £215 once
income exceeds
£7,185

2,819

3,034

11,734

11,519

Upper threshold to
remain at £38,335

* Upper threshold remains at £38,335 despite raising the personal allowance
** Excludes impact of any changes to National Insurance Contributions and Tax Credits, or proposed
reduction of basic rate to 20 percent
Source: HMRC; TRC calculations

6.3.2

Simplifying the age-related allowances

There are at present two higher personal allowances, one for those aged 65-74
and one for those aged 75 and over (£7,280 and £7,420 respectively.) In addition,
there is a married couple’s allowance of £6,065 which is available when at least
one of the married partners was born before 6 April 1935. If either spouse is aged
75 or over, a higher allowance of £6,165 applies. The many rules associated with
these various allowances create further confusion and complexity. They are also
inconsistent. For example:

184

•

They change with income level.

•

The age-related personal allowance tapers to the ordinary personal
allowance but the married couples allowance does not.

•

The age-related personal allowance is a tax free allowance whereas the
married couple allowance only provides relief at 10 per cent. Where these
allowances are subject to tapering, pensioners can face marginal tax rates
of 33 per cent.184

•

Complex rules apply for transferring the married couple’s allowance to the
wife.

See Appendix A3.
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Figure 19 Age-related allowances create complexity
Effective marginal tax rates on earned income*

Single above pension age

%

41%

40%

Interaction of NIC and
age related
allowances create
varying marginal rate
profiles for the under
and over 65s
Differentials due to

33%
23%
21%

22%

10%
0%

Single below pension age

5,100 7,200

20,200

33,600

38,400

Earned income, £

y Age related
allowances
y NIC exemptions
y Tapering of
allowances
y Earlier
introduction of
NIC upper
earning
threshold

* Effective marginal tax rates include national insurance contributions but exclude tax credits for employed
unmarried man
Source: HMRC; TRC calculations

This complexity is particularly stark because many pensioners will have had their
tax affairs dealt with simply by PAYE throughout their working lives. It seems
perverse that on retirement their tax affairs should become more complex.
Proposal 3

Simplify the age-related allowances

The age allowance for those over 75 should be available to all over 65. This
allowance is currently £7,420, which represents an additional increment of £2,385
over and above the personal allowance of £5,035. Given the proposed rise in the
personal allowance to £7,185, the additional increment can be reduced from
£2,385 to £1,410 without increasing any individual’s tax liability. This increment
need not be subject to tapered reduction, but could be deductible at the basic rate
only. This would mean that no basic rate older taxpayers were any longer subject
to the marginal rate of 33 per cent.
The married couples allowance should be phased out over time as only those
born before 6 April 1935 qualify. Immediate steps should be taken, however, to
simplify this allowance - for example, by halving it, by making it deductible at the
basic rate instead of at 10 per cent, and by making the allowance fully transferable
between husband and wife.
These combined proposals would mean that everyone aged over 65 paid no more
tax than under the existing regime. The benefit for those aged over 65 would be
about £225 million.
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6.3.3

Introduce a transferable personal allowance

The financial disadvantages suffered by parents, usually women, who look after
children while their partners are out at work, represent a major unfairness in the
tax system (one that is exacerbated by the perverse incentives built into the tax
credit system which in effect encourage parents to live apart.) This unfairness can
be addressed by giving parents an option to transfer their personal allowance to
their partner while they have young children.185
Restricting the transferable allowance so that relief is only available at the basic
rate would ensure that this reform is appropriately targeted.
Proposal 4 Introduce a transferable allowance for couples with a child
aged five or under
Giving couples with a child aged five or under the option of transferring to a
partner any unused part of the personal allowance would benefit such families by
£900 million. The decision to transfer could be made at the beginning of the
year.186

6.3.4 Reducing the basic rate of income tax to the savings rate of 20
per cent
The lower rate of 20 per cent for certain savings income, in particular for interest,
was introduced in 1996. At that time the basic rate of tax was 24 per cent. The
savings rate was introduced in order to encourage savings. However, having
separate rates, which are now not far apart, causes unwarranted complexity.
A single basic rate should apply to all income. This would make the system both
simpler and flatter. This should be achieved by reducing the basic rate of income
tax to 20 per cent. This would benefit basic rate and higher rate taxpayers by up to
£623 each.187 If undertaken in conjunction with Proposal 1 it would provide a
common starting rate of tax for everybody regardless of the source of income. It
would benefit taxpayers by £6 billion in year one and £7.4 billion in year two.
Proposal 5
per cent

Reduce the basic rate of income tax to the savings rate of 20

185

The suggestion has been often debated in the past. It was proposed in the 1986 Green
Paper on Personal Taxation.
186
The decision to transfer would be retractable at the end of the year. It is accepted that this
gives rise to complexity as couples would have to assess their tax liabilities under the two
different options. Couples should include those both married and in civil partnerships.
187
Basic rate band applies to income from £7,186 to £38,335. A reduction in tax of 2 per cent is
therefore worth up to £623 per person ((£38,335 - £7,185) x 2 per cent.)
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Figure 20 There is scope to simplify personal taxation
Current UK regime
Earned
Income, %

Lower
Rate

Basic
Rate

Higher
Rate

Potential future UK regime

Interest
Income, %

Dividend
Income, %
Earned, interest and
dividend income, %

10

22

40

10

20

40

10
Basic
Rate

20

Higher
Rate

40*

10

32.5

* Reductions in higher rate should follow once high marginal tax rates at lower levels have been addressed
Source: HMRC

6.3.5

Reducing high marginal rates

High marginal tax rates act as a disincentive to work. Removing them promotes
economic activity and growth. Economic research suggests that the disincentive
effect is greater at higher levels of income than at lower levels of income.188
However, the highest marginal tax rates in the UK tax system are caused by the
interaction of the benefits system (including Tax Credits) with the tax system and
are most severe at the lower end of the income scale.189
The high marginal rates at lower levels of income create a poverty trap: there is
little incentive to work one’s way off benefits if up to 80 per cent of one’s additional
earnings are taxed. Having addressed this problem (see proposal 15), reducing
the top rate of income tax should be considered.
Proposal 6
threshold

Reduce higher rate of income tax and/or raise higher rate

Once higher marginal tax rates at lower incomes have been tackled, a reduction in
the higher rate of income tax can then be approached. The rate to which the
higher rate of income tax should be cut will depend on the economic environment
at the time. Each 1p cut in higher rate tax benefits taxpayers by £750 million in
year one and £1,270 in year two.190

188

Section 2.1.1 refers to studies showing that tax reductions increase taxable income by more
than the average for higher income groups.
189
For more on Tax Credits ñ see 6.6.
190
HMRC Table 1.6.
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6.3.6

Simplifying tax on dividend income

A change made in April 1999 was the introduction of the reduced tax credit of 10
per cent for dividends and new special rates of income tax of 10 per cent and 37.5
per cent for dividend income. It is likely that the main reason for making this
change was to reduce the amount of the dividend credit refunded to non-UK
shareholders under double tax treaties.191 This step however created additional
and unwarranted complication in the calculation of tax for UK taxpayers. Restoring
dividend tax credits to correspond to the savings rate (which would in due course
become the same as the basic rate of tax – under proposal 5) solves this. The
special rates attributable to dividend income could then be abolished.
Proposal 7

Increase tax credits on dividends to the savings rate

Non-residents wanting to reclaim part of the dividend credit under tax treaties
would also benefit from this proposal. This would encourage inward investment in
to the UK. This would reduce revenues by about £600 million.

Benefits for taxpayers – single parents
A single parent with one child working 16 hours a week and earning £7,185.
Lower tax

•
•

The abolition of the 10 per cent starting rate of income tax would mean
this parent no longer has to pay income tax (Proposal 2).
This would make this parent £215 better off per year.

Benefits for taxpayers – low-income couples
A couple with two children, one of whom is under 5, with one earner working 30
hours a week and earning £15,000.
Lower tax

•

This family would benefit from a number of the Commission’s proposals:
•

Abolition of the 10 per cent starting rate of income tax (Proposal 2).

•

Transferable personal allowance of £7,185, ensuring the earner only
paid income tax on earnings above £14,370 (Proposal 4).

•

Reduction in the basic rate of income tax to 20 per cent (Proposal 5).

•

Currently this family pays income tax and national insurance contributions
of £3,029. Under the Commission’s proposals they would pay only £1,221
in income tax and national insurance contributions.

•

This would make them £1,808 better off per year.

Simpler tax

•

Earned income would be taxed at the same rate as savings income and
the 10 per cent income tax rate would be abolished. This family would
face just one rate of income tax of 20 per cent.

191

Schedule F rates were 10 per cent for basic rate taxpayers and 32.5 per cent for higher rate
taxpayers. This compared with 20 per cent and 40 per cent respectively prior to 1999. The
dividend tax credit refunded was reduced from 20 per cent to 10 per cent of the gross dividend.
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6.4

BROADENING THE BASE AND SIMPLIFYING THE SYSTEM

6.4.1

The problem

The tax system is clogged up with exemptions and reliefs. Examples of reliefs for
employees include:

•

Working at home tax exemption of £2 a week or more (even though
employees travelling to work receive no relief for travel expenses).

•

Free meals on cycle to work days.

•

Relief where car-sharing arrangements fail.

•

Incidental overnight expenses up to £5 and suggestion scheme awards.

•

Relief for first 15p of luncheon vouchers.

Most taxpayers are unaware of the existence of most of these reliefs. These
special reliefs and exemptions benefit the few but are paid for by the many.
Abolishing them or reducing their value would broaden the tax base and allow
everyone to benefit from rate reductions. It would also reduce HMRC
administration costs and free up HMRC staff for more useful matters.
All reliefs should therefore be reviewed to see if they are justified, or if it would be
fairer and simpler to abolish, restrict or simplify them. The process of cutting back
reliefs will probably need to be carried out over a period of some years. While this
work will not be politically or analytically easy, it must be done.192

6.4.2

Tax free employee benefits

Proposal 8 Review all tax free employee benefits and either abolish,
restrict or simplify them
Among those tax free employee benefits which can probably be abolished are:

•

Relocation relief. The cap has remained constant for 13 years and it
seems unlikely that it now serves any role in encouraging labour mobility.
This would increase government revenues by £300 million.

•

Foreign service allowance. If the government wishes or needs to assist
Crown employees working abroad, it would be simpler to pay them more.

•

Relief for professional subscriptions. Abolishing this relief would
increase government revenues by £90 million.

•

Most of the other dozens of minor employee benefits. There are many
of these, they serve little purpose and they should, for the most part, be
repealed.

•

Exemption on termination payments. The tax relief for payments to
employees on the termination of employment should be curtailed.
Currently the first £30,000 received by an employee as a termination
payment is exempt from tax. The existing law is so complicated that the
current, second, edition of Tolley’s “Tax on the Termination of

192

Together with the other proposals in these sections, the work could be reviewed by the
Office of Tax Simplification which is recommended in Chapter 9.
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Employment” runs to 367 pages.193 Restricting the exemption to statutory
redundancy pay would be a major advance in tax simplicity. It would also
raise at least £600 million in tax revenues.194
The abolition of these reliefs and exemptions would increase government
revenues by around £1.1 billion. They are discussed in more detail in Appendix
A3. Other benefits should also be considered for reduction.

6.4.3

Employee benefit code

The employee benefit code is a particular area of complexity. There are 155
sections in the Income Tax (Earnings and Pensions) Act 2003 which apply to the
taxation of benefits other than shares.195 These provisions should be simplified
and standardised, with outdated provisions repealed.
Proposal 9

Simplify and standardise the employee non-share benefit code

The basic principle for the taxation of employee benefits is that the taxable
amount is the cost to the employer of providing the benefit. This cost is the
marginal cost to the employer of providing the benefit where the employer is in the
business of supplying the goods or services concerned. Normally it is the market
value of any other benefit. This principle should be applied wherever possible and
care taken to apply it evenly across all possible circumstances. This may well
require a recasting of the way in which the legislation on taxable benefits is
drafted. Myriads of special rules are not usually justified. They should be repealed.
Some of the more prominent areas are reviewed in Appendix A3. Some of the
main proposals which could be simplified are as follows:

•

Standardise rules for cash vouchers, non-cash vouchers and credit
tokens.

•

Rationalise and standardise the position on benefits provided for
past employees and families.

•

Simplify car benefits. There are 58 sections in the Act applying to car
benefits alone. The basic charge is based on both the cost of the car and
its carbon emissions rating but there are many complicated additional
rules.

•

Update and simplify the rules for living accommodation (first
introduced when most houses cost less than £75,000.)196

Even more complex are the further 162 sections and four lengthy schedules which
apply to benefits derived from shares.197 The basic principle for charging benefits
applied to shares should mean that there is only a charge to tax at the time the
shares are sold by the employee:

•

Income tax should be charged on the value of the shares when they were
given to the employee by the employer, or when an option is exercised to
acquire the shares.

193

Further details contained in Appendix A3. The principle that a payment for work is taxed
whereas a payment for no work can be tax free is also questionable.
194
Further details contained in Appendix A3.
195
Sections 63 – 191 and 201-226.
196
Sections 103- 106 Income Tax (Earnings and Pensions) Act 2003.
197
Sections 417 – 554 and Schedules 2-5 Income Tax (Earnings and Pensions) Act 2003.
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•

Capital gains tax should be charged on any appreciation of the shares
between the time they were given to the employee and the time they are
sold.

Both charges would only be payable at the date of sale.
Proposal 10 Rewrite all employee share benefit codes to focus on
principles not a myriad of rules
This would simplify the highly complicated returns required from employers.198
Recent legislation has tried to provide specific rules for a wide variety of
circumstances. This has, however, resulted in further complexity rather than
clarity. The remaining employee share schemes should also be reviewed.

6.5

SIMPLIFYING INCOME TAX AND NATIONAL INSURANCE

6.5.1

The problem

National insurance (both employee and employer) raises £85 billion for the
Exchequer. This is 18 per cent of total tax revenue. However, it is complicated and
is calculated in different ways to income tax. According to the National Audit
Office, up to £1.2 billion was uncollected as of April 2005.199 Nor are national
insurance contributions necessarily fair. They fall relatively more heavily on the
lower paid than on the rich, more heavily on employees than on the self-employed
and more heavily on workers than on investors.200
Figure 21 Income tax and national insurance
contributions have many small but significant differences

Design Feature

Income tax

National insurance

Relief for benefits in
kind

Only if earn under
£8,500

Employer only

Starting rate / primary
rate threshold

£5,035

£5,035

Higher rate threshold
/ upper earnings limit

£38,335

£33,540

Timing of liability

Detailed tax rules
apply

Detailed national
insurance rules apply

Period of assessment

y Annual
y Cumulative for all
employments

y Separate
assessments made:
- each earnings period
- each employment

Income tax and
national insurance
design features
different in many
significant respects
Significant potential
for steps to align and
reduce complexity

Source: HMRC

198

Form 42, which applies for non-approved benefits, is a 16-page return.
National Audit Office Report on HM Revenue & Customs 2004-05, October 2005.
200
National insurance contributions fall more heavily on employees than on the self-employed
as employers national insurance contributions effectively reduce employees’ income.
199
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Governments have been nervous of aligning and amalgamating income tax and
employee national insurance contributions. This is partly because they do not
want to be accused of increasing tax (which would be technically if not
meaningfully true.) It is also because many do not want to lose the contributory
insurance principle which is still (just) extant in national insurance contributions.
In evidence to the Commission, the calls for simplification of income tax and
employee national insurance contributions have been overwhelming. For
example, a leading professional services firm stated that “probably the key way in
which the system for individuals could be simplified is to combine income tax and
national insurance contributions.” This is supported by the responses to the
business questionnaire. 65 per cent of respondents agreed that combining
national insurance contributions and income tax using rates so as to leave the
total tax burden unchanged would be beneficial to their business. Only 8 per cent
disagreed.201
The HMRC Measurement Project also echoed this view:
“Many businesses suggested harmonising aspects of the tax rules. For
example, a very strong theme was the alignment of Pay As You Earn
(PAYE) with national insurance contributions.” 202
The simplification of income tax and employee national insurance contributions
should be tackled in two stages:

•

Alignment of the charging rules to reduce complexity is largely
uncontroversial. It can and should be done now.

•

Full integration of the two systems will be more difficult. Further analysis
should begin immediately to see how it could be done in a phased
manner.

6.5.2

Aligning basis of charge with income tax

At present the basis of charge for employee national insurance contributions and
income tax paid through PAYE is not the same. An employee is not liable to NICs
in respect of the value of most benefits in kind which an employer might provide
on top of salary. This is despite the fact that an employer is generally liable to
Class 1A contributions on such benefits.
Proposal 11
income tax

Align basis of charge of national insurance contributions and

This would eliminate artificial schemes for providing taxable remuneration free
from national insurance contributions. Government data indicate that this would
raise an additional £230 million in tax revenues and affect 3.5 million people. This
suggests an average cost per person of £66.

6.5.3

Aligning period of charge with income tax

At present national insurance contributions and PAYE are based on different
periods. This can create anomalies. For example, when overtime is worked in the
last week of a tax year, but paid in the first week of the following year, the two
liabilities are owed at different times. This complexity serves no purpose. It should
be removed.
201
202

Tax Reform Commission business survey. See Appendix A6.
Administrative Burdens – HMRC Measurement Project, KPMG, March 2006.
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Proposal 12 Align period of charge for national insurance contributions
and income tax

6.5.4

Aligning of treatment of multiple employments

National insurance contributions are calculated separately for different
employments. An individual with several employments may therefore escape
liability by being below the earnings threshold for each employment.
Proposal 13 Charge national insurance on aggregate income from all
employments like income tax
The allowance should be given in the first instance for the main employment. This
proposal would increase government revenue by around £250 million.

6.5.5 Integrating national insurance contributions and income tax –
required actions and issues
Integrating national insurance contributions and income tax is harder. Leaving
aside political difficulties, it would be necessary to review the combined rates of
national insurance contributions and income tax to determine the rates for a
combined tax which would be fair to different groups, ages and income levels. It
would also need to address the fact that currently national insurance contributions
are not paid on unearned income, but would if a combined rate was introduced. It
is time to acknowledge the reality that national insurance contributions are income
tax in all but name.
Proposal 14 Consider merging national insurance contributions and
income tax in a phased manner
The first stage is to consider in more detail the practical difficulties in merging the
two charges. Many issues would need to be resolved, including:

•

What legislative changes would be needed to amalgamate the legal basis
of the two systems?

•

Earned income is effectively taxed more highly than unearned income as
national insurance contributions are payable on one but not the other. This
is a fairly recent development.203 Should it be preserved? Or would it be
more sensible to tax them comparably?

•

What consideration of the arrangements for contributory and noncontributory benefits would be required?

•

How would the rules for contracted-out and contracted-in pensions be
developed in the new circumstances?

•

How would rates be adjusted to ensure that pensioners (who do not pay
national insurance contributions) would not be worse off?

•

Should the personal allowance be raised on just income tax or on national
insurance contributions as well (which is much more expensive)?

203

From 1907 to 1985 earned income was charged to income tax at a lower rate than
investment income. Since 1985 the only difference has been that national insurance
contributions are charged on earned income.
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Should the upper earnings limit be increased to £38,335, the level at
which the higher rate of income tax starts? This would be a tax rise of £1.3
billion and combined with proposal 2 and proposal 5 would make
someone earning £38,335 a year £359 better off rather than £838 better
off if the upper earnings limit was not raised. It would also make the tax
system simpler and more horizontally fair.
How should changes to computer systems be implemented to reflect the
merger of income tax and national insurance contributions?
These issues are not straightforward. Resolving them is complex and will require
political commitment. Work should start now.

6.6

TAX CREDITS

Tax credits fall between the tax and benefit systems. Therefore, any review of the
tax credit system needs to consider its interaction with the benefit system.
However, the benefit system is beyond the terms of reference of the Commission
and only the following high-level recommendations have been made. Further work
should be put in hand now to identify and recommend reforms.
Proposal 15 Establish a Commission with the specific task of
recommending reforms to the current system of tax credits

6.6.1

Problems with tax credits

Government expenditure on tax credits was £15.4 billion in 2006-07,204 £13 billion
more than the corresponding expenditure of £2.4 billion on family credit in 199798.205 This increase in expenditure is equivalent to at least 4p on the basic rate of
income tax.
Tax credits are not without some success. OECD research shows that tax credits
can provide an incentive to move from unemployment to low-paid employment.206
They can also be successful in relieving poverty, although the Government
has just missed its child poverty target. Leaving administrative issues to one side,
however, there are at least five main issues with tax credits:
Because of the combined effect of tax and the withdrawal of credits as
earnings increase, they operate as a disincentive to working longer than
minimal hours or improving earnings. They have created a poverty trap
which it is hard for the low-paid to break out of.
Tax credits are not well focused on reducing poverty. The family element
of the child tax credit does not begin withdrawal until annual income
exceeds £50,000 per year. 33 per cent of tax credits expenditure spent
on the richest half of society, with 18 per cent being spent on lowest two
deciles.207
Tax credits have also discriminated against couples with children, many of
whom would enjoy higher aggregate income if they split up.208
204

Table C11, Budget 2006, HM Treasury, March 2006.
Working Families Tax Credit and Family Credit, House of Commons Library Research Paper
98/46, April 1998.
206
OECD Employment Outlook 2005, p.127.
207
Table 21, Average incomes, taxes and benefits by decile groups of non-retired households
with children, HM Treasury, 2003-04.
205
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•

•

Tax credits are not part of the welfare system. They have lost internal
consistency with the rest of the welfare system. This is not entirely
surprising. It would be difficult to achieve complete consistency between
the tax system, which operates on an annual basis, and the welfare
system, which delivers help to those who need it when they need it.209
However, the current lack of alignment of tax credits with the benefits
system at the point where people move from benefits to tax credits leaves
a gap where benefits are reduced and no tax credits are available.210
Finally, the tax credits system is complex, far more so than corresponding
systems overseas. This has encouraged errors and fraud. Tens of
thousands of suspect applications are now stopped each year. It has also
discouraged legitimate claimants from applying or from improving their
circumstances.

Figure 22 Tax credits are too complex, churn money to middle income
earners and have undermined original aim with non-work related benefits and
high tapers
Tax credits for single parents with two
children 2005, £
Payment, £

Average payment of tax credit per person, £

Top Decile

8,000

6,000

Withdrawal rate of 37% leads to
effective tax rate of 70%
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Decile
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7th Decile
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599
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6th Decile
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4,000

2,000

Initial
payments not
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Long 'tail' of expenditure
on higher income
earners

5th Decile
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4th Decile

1,766
3rd Decile

2,041
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0
7,
00
11 0
,0
0
16 0
,0
00
21
,0
0
26 0
,0
0
31 0
,0
0
36 0
,0
0
41 0
,0
0
46 0
,0
0
51 0
,0
0
56 0
,0
00

0

1,335

Bottom Decile

614

Earnings, £
Sources: HMRC; Department for Work and Pensions

The proposals mentioned above to increase the personal allowance and to make
it transferable between partners with young children reduce the need for tax
credits.
Some proposals to reform tax credits are listed below. However, the Commission
has not considered the interaction of the tax credit and benefit systems and further
work is required on these options.
208

Tax credits: the case for structural reform, Don Draper, Care presentation at the IFS
conference "Where now for tax credits policy?", September 2005.
209
This is illustrated by the problems encountered by the annualised income measure for tax
credits which has led to the income disregard being increased to £25,000.
210
At present eligibility for working tax credit starts at 16 hours a week, or 30 hours in certain
cases, which bears no relation to the amount a person on income support can earn before they
lose their benefit. For example, if a disabled person on income support earns more than £20 a
week, which is equivalent to working about 4 hours on the national minimum wage, their benefit
begins to be reduced – income support reducing and incapacity benefits probably disappearing.
This example is taken from evidence provided to the Commission by the Low Incomes Tax
Reform Group.
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6.6.2

Lone parent and couple working tax credits

At present the working tax credit for a single person caring for a child is £1,595.
The working tax credit for a couple is exactly the same, even though there is an
extra person to be fed and clothed. This creates perverse incentives. There
should be some differentiation between these two amounts.
Proposal 16
couples

Consider how to differentiate tax credits for lone parents and

A number of possibilities exist for increasing the credit or reducing the rate of
claw-back as income rises for couples.

6.6.3

Remove child tax credit at a lower income level

At present child tax credits can be claimed by couples who have joint incomes of
up to £58,000 (or £66,000 where a child is under the age of one.) This is paid in
addition to child benefit. This means that tax credits are being paid to families
earning nearly three times the average national income.
Proposal 17

Restrict child tax credits to basic rate taxpayers only

It is inefficient and unnecessary to have higher rate income taxpayers receiving
means-tested benefits. Reducing the point where child tax credits are no longer
paid to £38,335 would achieve this goal and reduce the overall cost of tax credits
by approximately £600 million.

Benefits for taxpayers – pensioners
A pensioner aged 70 with annual income of £8,500.
Lower tax

•

The abolition of the 10 per cent starting rate of income tax would mean
this pensioner no longer has to pay income tax at all (Proposal 2).

•

Currently this pensioner would pay £122 in income tax and would
therefore be better off by £122 per year.

Simpler tax

•

There would only be one age-related allowance that would be the same
for all pensioners over 65. The complicated taper would be abolished
(Proposal 3.)

•

The married couples allowance would be made fully transferable between
husband and wife. The taper would also be abolished (Proposal 3).

Fairer tax

•

The short-term capital gains tax would taper to zero after ten years,
making it easier for pensioners to sell assets to fund retirement. The main
home would continue to be exempt from capital gains tax (Proposal 33).

•

The main residence and assets that have been held for 10 years or more
would be completely free of tax when passed to heirs. The complicated
and worrisome inheritance tax rules would no longer burden the elderly
(Proposal 35).
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Benefits for taxpayers – middle-income couples
A couple with two children, with one earner working 30 hours a week and earning
£25,000 and the other working 16 hours a week and earning £10,000.
Lower tax

•

This family would benefit from a number of the Commission’s proposals:
-

Abolition of the 10 per cent starting rate of income tax (Proposal 2).

-

Reduction in the basic rate of income tax to 20 per cent (Proposal 5).

•

Currently this family pays income tax and national insurance contributions
of £7,708. Under the Commission’s proposals they would pay £6,866 in
income tax and national insurance contributions.

•

This family would also receive less in tax credits. Currently they receive
£545 for the family element of the child tax credit. Under the Commission’s
proposals to taper this away when household income reaches £30,000,
they would receive £210 (Proposal 17).

•

Overall, this family would be £507 better off per year.

Simpler tax

•

Earned income would be taxed at the same rate as savings income and
the 10 per cent income tax rate would be abolished. This family would
face just one rate of income tax of 20 per cent.

Fairer tax

•

Employees who are given shares would no longer have to pay income tax
up-front, but only when they sell the shares (Proposal 10).

•

The short-term capital gains tax would taper to zero after 10 years,
meaning that assets sold after this period would be completely free of tax.
The main home would continue to be exempt from capital gains tax
(Proposal 33).

•

The main residence and assets that have been held for 10 years or more
would be completely free of tax when passed to heirs. People who have
just lost close relatives would generally no longer have to worry about
paying tax on the deceased’s estate (Proposal 35).
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7 REFORMING BUSINESS TAXATION
SYNOPSIS
There are several problems with business taxation in the UK. The rates are
too high, and are increasingly putting UK business at a competitive
disadvantage; the whole “tone” of tax administration is becoming less friendly
to business; and the system is increasingly complex, unstable, and distorting.
Small firms face particularly acute pressures in managing their tax affairs.
Corporation tax needs lowering and flattening. The system requires radical
simplification and base-broadening. Accounting profits should be used to a
greater extent as the starting-point for establishing tax liabilities. Specific
changes (such as a participation exemption for dividends and capital gains)
should be introduced to improve international competitiveness. A simpler
system would require fewer anti-avoidance rules.

7.1

A VISION FOR REFORMED BUSINESS TAXATION

The UK corporate tax system should be internationally competitive. The structure
should encourage investment, minimise distortions and promote economic growth.
Both rates and the total tax paid should be low compared with competitor
economies. Companies do not like surprises. Interpretation and application of the
legislation should be stable and predictable.

7.2

SPECIFIC PROBLEMS WITH BUSINESS TAXATION

7.2.1

Overview

Business tax in the UK has some attractive features:

•

The small companies tax rate of 19 per cent is low by international
standards and has a comparatively high threshold of £300,000.

•

There are few restrictions on interest relief. There is also no withholding
tax on dividends or on interest paid in certain circumstances to other EU
companies or under the Eurobond regime.

There have been other positive moves in UK tax in the last decade.211 However,
aggregate corporate taxation in the UK is now internationally uncompetitive: the
main rate is too high, the system too complex and interpretation increasingly
uncertain and unsupportive.
The result, as confirmed in the Commission’s own survey of businesses, is that
companies are now reported to be actively considering emigrating from the UK,
moving taxable activities offshore, or simply not coming here in the first place,
purely because of the tax system.212

211

For instance the reductions in corporate tax rates in 1997 and 1999 and the exemption for
sale of substantial shareholdings in the 2002 Finance Act.
212
Tax Reform Commission business survey. See Appendix A6.
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“We are aware of many [groups] who are considering it [emigrating from
the UK] …. It is not uncommon for groups to move unskilled and backoffice activities overseas, but we are aware that some organisations are
also actively considering moving white-collar jobs, and even the group
holding location, for reasons which include tax considerations.” 213

7.2.2

High Tax Rates

The full rate of corporation tax is 30 per cent. Ten or twenty years ago the main
UK corporation tax rate was among the most competitive in the developed world.
This is no longer the case.214 This is because other countries have reduced rates
(and in many cases raised tax revenues) while the UK has broadly kept the
corporation tax rate constant.215 (See Figures 6 and 7.)
Corporation tax rates need to take account of prevailing rates in competing
economies. As one former Internal Revenue Service adviser on US tax reform
said:
“We cannot, absolutely cannot, hope to compete in a global economy by
setting corporation taxes in a vacuum. We will get killed.” 216
The Government is certainly increasingly reliant on corporation tax. While the rate
of corporation tax has not increased, the burden of corporation taxation is
increasing. Twenty years ago companies paid £10.7 billion, representing 19 per
cent of total direct taxes. In 2005-06 the corporation tax yield is expected to be
£41.3 billion, representing almost 22 per cent of direct taxes. This increase has
not gone unnoticed by businesses, who are “disappointed with the decisions to
continually increase taxes.” 217

7.2.3

A less attractive tax environment

The UK’s falling international competitiveness is not, however, just a matter of tax
rates. A range of other tax issues influence business decisions. These include:

•
•
•
•
•
•

Relief for capital expenditure.
The taxation of overseas profits.
Transfer pricing rules.
Rules on inward investment.
The effects of controlled foreign company (CFC) legislation.218
Tax relief for start-up costs.

213

Evidence provided to the Tax Reform Commission by KPMG.
Of course, companies are not just affected by corporation tax rates but also by the other
taxes they pay. Attempts at estimating total tax burdens have been limited.
PricewaterhouseCoopers found that the largest firms paid around half of their total taxes
through corporation tax (Total Tax Contribution Framework, PricewaterhouseCoopers, April
2005.) The World Bank has begun to estimate a total tax rate on businesses, although this is
currently still in development: in 2005, the total tax rate on business in the UK was estimated at
52.9 per cent, one of the highest in the world; this year it is estimated at 35.4 per cent, one of
the lowest (Doing Business in 2007 and Doing Business in 2006, World Bank.)
215
Structures of the taxation systems in the European Union 1995 – 2003, Eurostat.
216
Fred Goldberg Jr, former Internal Revenue Service Commissioner, President’s Advisory
Panel on Tax Reform.
217
Senior executive in major energy corporation in evidence to the Tax Reform Commission.
218
The UK’s controlled foreign companies legislation is designed to bring into the UK tax net
profits which are held offshore.
214
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On these issues the UK tax system is becoming less attractive to business than
many international regimes. Since 2002, especially, legislative changes have
exacerbated this trend. As one director of group tax at a FTSE 100 firm put it:
“Other EU countries have become more attractive from a tax point of view,
while the UK has become less attractive.” 219
Figure 23 It is not just about rates; the UK is increasingly
unattractive as a corporate centre
Factors influencing corporate location

Netherlands regime

UK regime

Corporate tax rate from 2007 onwards

25.5 percent

30 percent

CFC rules

None
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Capital/stamp duties

None
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None

Yes - very complex
rules

Taxation of gains from overseas subsidiaries

Exempt

Exempt if trading plus
other complexity

Thin capitalisation rules

Generous and certain

Restrictive and
uncertain

Withholding tax on interest

None

Yes – 0 to 20 percent

Withholding tax on dividends

Yes – 0 to 15 percent

None

Advance clearance available

Yes

Yes but limited

Treasury permissions required

None

Yes

Policy outlook

Government felt to be
genuinely seeking to
regain Netherlands’
reputation as fiscally
attractive location

Widespread concern
over rising burden of
taxation and
regulation

The Netherlands is
rapidly becoming a
fiscally more attractive
location for corporate
centres than UK
Reform of corporate
taxation in UK has to
address more than just
tax rates

Source: Tax Reform Commission research and submissions; interviews with corporate tax advisors

7.2.4

Growing complexity

Tax law for business is becoming increasingly complicated. The HMRC
Measurement Project found that there are 6,614 data requirements relating to
business taxation.220 The Commission’s survey shows that 78 per cent of
business executives believe that the level of complexity in the tax system has
increased.221 The tax system is now almost incomprehensible, even to
experienced tax professionals. A pattern is developing:

•

First, the government introduces specific legislation aimed at preventing
avoidance in a specific area. This can, according to the Institute of
Chartered Accountants in England and Wales, be “overly complicated and
poorly drafted” resulting in a range of further loopholes and gaps.222

•

Secondly, further changes (often introduced at short notice) are then
needed to “iron out many of the problems that arise in practice.” 223 These
can lead to further problems. Certain key sectors of the economy, such as
oil, leasing and insurance, have also developed tax codes which are

219

Director of Group Tax at a FTSE 100 firm.
Table 1, Administrative Burdens – HMRC Measurement Project, KPMG, March 2006. This
figure includes the data requirements for VAT.
221
Question 9 of Tax Reform Commission joint survey.
222
ICEAW Press Release, 8th September 2005.
223
ICEAW Press Release, 8th September 2005.
220
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extremely complex.224 In contrast “Other highly developed countries have
tax systems that work perfectly well with a tax code and Finance Acts that
are much shorter than those in the UK.” 225
Figure 24 Making more tax law – why complexity keeps growing
Start
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Source: Tax Reform Commission research based on interviews with tax advisors and Damon Lambert, Business Tax
Survey, 2005

Complication also arises from the tax reliefs and incentives aimed at encouraging
specific industries or behaviours. For example, the film tax credit regime is
complex. Considerable confusion exists as to when and where the R&D tax credit
can be claimed. Perhaps unsurprisingly therefore, a survey conducted by
PricewaterhouseCoopers found that only 11 per cent of businesses claimed tax
reliefs such as R&D tax credits, first-year allowances for the acquisition of capital
assets and capital allowances on energy-saving technologies.226
Small or medium-sized businesses (SMEs) find this particularly hard. They can
struggle to afford the specialist staff and external advice that is now required. 80
per cent of SMEs report that their expenditure on tax issues has increased in the
last few years.227

224

Detailed consideration of the oil, leasing and insurance sectors is outside the scope of this
report. However, a review of them in accordance with the principles established in this report
could achieve substantial simplification.
225
ICEAW Press Release, 8th September 2005.
226
Enterprise in the UK: Impact of the UK tax regime for private companies,
PricewaterhouseCoopers, July 2006.
227
Tax Reform Commission business survey, see Appendix A6.
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Figure 25 The administrative burden falls heaviest on smaller firms
Total administrative
burden, £ m

811

Self-employed

Micro (1 - 9 employees)

Small (10 - 49 employees)

Medium (50 – 249 employees)

Large (250+ employees)

Total*

217

336

Over 70% of
administrative
burden borne by
companies with
under 10
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8

1,477

389

Share of total UK
business turnover, %

15

14

Largest employers
incur only 10% of
administrative
burden

14

49

3,230

* Total administrative burden of UK tax regulation is £5.1bn. Figures shown above exclude administrative burden
related to VAT, customs, various duties and minor indirect taxes beyond terms of reference of the Commission.
Source: Administrative burdens – HMRC Measurement Project, KPMG 2006

7.2.5

Reduced fiscal stability

A stable and predictable tax system allows business to invest and budget with
confidence. This has become increasingly hard over the last decade for three
interrelated reasons:

•

Uncertainty has been introduced by unexpected and substantive policy
changes in recent Finance Acts. The recent 10 per cent additional impost
on oil companies (announced with hardly any consultation or warning to
the companies affected) is a good example.

•

The process of major changes followed by successive refinements and/or
policy reversals has reduced the certainty and stability of the tax system.
An example is the creation and subsequent removal of the zero per cent
starting rate for corporation tax within 48 months.

•

Complexity breeds complexity. The existence of too many rules is
destabilising because it creates a large number of boundaries and legal
uncertainty. For example, to understand its tax liability and likely
profitability a firm might need to decide whether an asset is plant or
machinery for tax purposes. If so, do special rules for short-life or for longlife assets apply? Or is the asset not a long-life asset because special
exemptions apply? Or is the asset a fixture? Whenever there is doubt over
whether an asset falls inside or outside one of these definitions there is
tax, and thus after tax profit, uncertainty.
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7.2.6

A less favourable environment for business

A consistent and forceful complaint is the “change of tone” in which Government is
now approaching business. As Guy Brannan, head of tax at Linklaters, put it:
“The Government’s attitude is becoming counter-productive. If companies
do not have to be headquartered in the UK and a large proportion of their
business is elsewhere, they are investigating moving outside the UK.” 228
Evidence for this “change of tone” is widespread:

•

The HMRC Measurement Project itself reported that “many interviews
suggested that the name HMRC creates a ‘fear factor’ and it is generally
felt that HMRC are not there to help …. There was a strong theme from
interviews that HMRC starts from the premise that business is noncompliant, although most businesses expressed a strong wish to be
compliant.” 229

•

Board members of large companies and professional firms have
expressed disappointment that the Government is blurring the edges
between evasion and tax planning.230 Several have complained that
boards (with a fiduciary duty to shareholders to minimise their tax
liabilities) are now being told that long-standing commercial practices,
previously considered perfectly proper and certainly legal, are now
unacceptable, with consequent reputational and legal risk.231

•

Specifically, the Government has increased its corporation tax receipts by
£3 billion (without increasing headline rates) as a result of significant
changes to HMRC’s interpretation of the tax law. This has sometimes
been applied retrospectively. Examples include a range of changes
affecting the insurance and private equity industries. As one professional
services firm put it: “the overriding impression given to the outsider is that
the UK’s tax system is becoming less friendly and less welcoming.” 232

•

Anti-avoidance legislation is being introduced to raise as much tax as
possible without increasing headline rates, rather than to counter artificial
tax avoidance schemes. Further, the Government is able to announce
what it deems to be anti-avoidance legislation without consultation or
adequate discussion in Parliament.233

7.2.7

Distorting business decisions

Tax considerations affect business decisions. For example, the decision to
incorporate a business may be tax-driven as different tax rates and tax rules will
apply.234 Alternatively, a company with brought-forward tax losses may decide not
228

The Times, 17 January 2006.
Administrative Burdens – HMRC Measurement Project, KPMG, March 2006.
230
Tax evasion is illegal whereas tax planning involves taking steps to reduce tax in accordance
with the law.
231
Private conversations and submissions to the Commission.
232
Submission provided to the Tax Reform Commission by PricewaterhouseCoopers.
233
For example, in 2006 the Government changed the taxation of certain life assurance
products with no advance notice. Likewise in 2005 transfer pricing rules were applied to private
equity structures without warning at a time when detailed discussions were taking place
between the British Venture Capital Association (BVCA) and the Government on the taxation of
private equity. Another example is from 2000 when changes were made to the taxation of
general insurance, that again were not pre-announced.
234
The rules for taxing dividends, or taper relief, or company tax rates are all factors which may
impact the decision.
229
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to borrow money because of complex tax rules which mean that relief would then
cease to be available for the losses.235
There are many such potential distortions for tax reasons. They are increasing as
the tax system becomes more complex. Specialist tax advisers recognise the
situation and note:
“Advice [our firm] provides often includes little traditional tax planning but
instead sets out steps required to ‘force’ commercial transactions to
comply with extremely uncommercial tax rules.” 236

7.2.8

Small and medium-sized enterprises (SMEs)

Owners and directors of SMEs are helped by some aspects of the system. Above
all those with profits below £300,000 pay a rate of corporation tax (19 per cent)
which is relatively low by international standards. However, evidence suggests
that they are also increasingly concerned by the growing complexity of tax rules
and payroll compliance (including the distinctions between national insurance
contributions and PAYE.)
For example, in the Commission’s survey, 59 per cent of SMEs described the
forms and other information they have to complete as too complicated. 23 per
cent acknowledged there were tax reliefs or exemptions which they could have
claimed, but did not because of the complexity of the system.237

7.2.9

European aspect

ECJ rulings affecting UK tax law are giving rise to increasing uncertainty,
particularly as cases can take years to be decided. They can also add to the
administrative burden when the Government has to respond to specific rulings.
For example, since 2004 the UK has had to apply transfer pricing rules between
companies in the same UK group, which is widely regarded as pointless. However
it was necessary to do this to enable transfer pricing rules to continue for crossborder transactions, which are essential to protect the Exchequer.
The recent Cadbury Schweppes case illustrates how the ECJ will intervene where
the right to establish business anywhere in Europe may have been violated. The
case also vindicates the right of an EU state to compete for business by setting
low tax rates, as long as those rates apply equally to enterprises based in that
state and those having a parent company based in another EU state. This will only
serve to increase the degree of tax competition in the future.
UK tax law, and proposals for reform, must be rigorously assessed against these
EU principles. Otherwise more uncertainty and instability will result.

7.2.10 Reforming corporate taxation
The purpose of reform should be to create a tax system which makes the UK a
more attractive location for investment and which is simpler, flatter and more
stable. Radical change is urgently required.
Sixteen different proposals for dealing with these issues are recommended. They
are grouped into five categories:

•

Lowering tax rates (Proposals 18 and 19)

235

Section 768B Taxes Act 1988.
Evidence provided to the Commission by one of the major professional services firms.
237
Questions 8 and 10 of Tax Reform Commission joint survey (SME data set only.) See
Appendix A6.
236
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•
•
•

Improving international competitiveness (Proposals 20 and 21)

•

Improving stability - introducing safe harbours and improving antiavoidance measures (Proposals 29 to 32)

Simplifying – aligning tax and accounting profit (Proposals 22 to 27)
Broadening the tax base – reducing incentives and reliefs (Proposal
28)

7.3

LOWERING TAX RATES

7.3.1

Cutting the main rate of corporation tax

Lowering corporation tax rates will help business to grow, to the advantage of
everyone.
Proposal 18 Reduce the main rate of corporation tax to 25 per cent and
over time introduce a single rate of 20 per cent
As a start (and combined with other changes described below) a cut from 30 per
cent to 25 per cent can be achieved with a modest impact on government
revenues.238 This would save corporate tax-payers £8,000 million on a static
basis. However, this should only be the first stage in any rate reduction.
Figure 26 Immediate and significant corporation tax rate
cuts can be delivered with modest revenue impact

Tax rises on business
Tax cuts for business

Static impact of proposed reforms to business taxation
£ billion

1.2

5.2

4

-8.0

-2.8

Actions

Proposal #

Switching to Abolishing
R&D tax
accounts
base for credits and
film tax
profits
credits
22 to 27

28

Total tax
rises on
business

Corporate
tax cut from
30 to 25
percent

Total
impact

18

Source: Tax Reform Commission calculations primarily based on data from HMRC, HM Treasury and Hansard

238

The cost to the Treasury would be £4,300 million in year one and £8,000 million in year two
on a static basis. This would be partially offset by later proposals: replacing the capital
allowance regime with accounts depreciation permits the rate to be cut from 30 per cent to 27
per cent in year one on a broadly cost neutral basis; the further 2 per cent cut could be largely
paid for in year one from other simplification measures such as the abolition of R&D and film tax
credits and the abolition of the indexation allowance. Estimates based on HMRC Table 1.6,
available at http://www.hmrc.gov.uk/stats/tax_expenditures/1_6_dec05.pdf.
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The target for corporation tax should be a rate equal to the basic rate of income
tax. The switch from capital allowances to accounts depreciation (discussed in 7.5
below) would enable such a rate reduction to be achieved over a 10-year cycle
with a much lower reduction in the overall level of tax receipts.
In addition, as has been seen in other countries, the one third reduction in rates is
also likely to provide a significant stimulus to economic activity. As a result it could
be possible to move to a 20 per cent rate of corporation tax more quickly.
The aim should be to have a single flat rate of corporation tax of 20 per cent,
payable on all profits for all firms. This will ultimately mean raising the small
companies rate from 19 per cent to 20 per cent, but only once the main rate is
brought down to 20 per cent, thereby creating one rate of corporation tax, which is
aligned with the basic rate of income tax.

7.3.2

Improving corporation tax for small companies

The administrative burden of UK tax regulation falls more heavily on SMEs than
on larger firms. KPMG has found that 70 per cent of this burden is borne by
companies with less than 10 employees.239 Other studies have estimated that
compliance costs for firms with fewer than 20 employees are about 35 per cent
higher per employee than for firms with more than 500.240
“We found evidence that entrepreneurs are being distracted from running
and growing their businesses by the cumulative burden of taxation,
employment, public protection and environmental regulation.” 241
SMEs face two main challenges in the sphere of corporation tax:

•

SMEs with profits below £50,000 have been exposed to gross fiscal
instability as well as complexity. In 2002 the Government created a zero
per cent starting rate of corporation tax only to remove it again four years
later.

•

Some SMEs face high marginal tax rates. Profits of between £300,000
and £1.5 million are taxed at a marginal rate of 32.75 per cent – with
obvious disincentives to manage costs and maximise growth.

Proposal 19 The main corporation tax rate should apply to all profits
above £300,000
For profits in excess of that level, the full rate should apply. This would prevent
firms facing marginal tax rates of 32.75 per cent (or 26.5 per cent if the main rate
was reduced to 25 per cent.) This proposal would save corporate taxpayers £200
million if it were implemented in conjunction with proposal 18 to reduce the main
rate of corporation tax to 25 per cent.
This proposal is an important step on the road to creating a single rate of
corporation tax of 20 per cent. It reduces the number of corporation tax rates from
three to two, and removes an important barrier to growth imposed on small and
medium-sized enterprises.

239

Administrative burdens – HMRC Measurement Project, KPMG, 2006. Administrative burden
related to VAT, customs, various duties and minor indirect taxes not included as not within the
scope of the Commission.
240
F. Chittenden, S. Kauser, P. Poutziouris, Regulatory Burdens of Small Business; A Literature
Review, 2002, p.4.
241
Helping Firms Cope with Small Business Regulation, Better Regulation Task Force, 2000,
p.6.
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7.4

IMPROVING INTERNATIONAL COMPETITIVENESS

7.4.1

Taxation of overseas profits – a participation exemption

Cross-border investment is crucial to the UK in an increasingly global economy.
Foreign direct investment was 2 per cent of worldwide investment in the 1980s. It
has now increased to over 8 per cent. Making the UK an attractive location is
crucial in securing foreign direct investment.
At present, the UK regime means businesses may face a prohibitive level of tax if
they receive dividends from their investments in overseas subsidiaries. As a result
funds (estimated at US$26 billion for 2004) which could be repatriated and
invested in the UK, tend to remain offshore.242 In contrast, other governments are
introducing reliefs for dividends received from overseas subsidiaries. The
Netherlands, Denmark, France, Italy, Luxembourg, Norway, Sweden, the US and
Australia, for example, have all done so. UK companies are therefore at a serious
disadvantage. Additionally, the controlled foreign company rules apply too broadly
and therefore catch many genuine overseas businesses. Tax professionals
recognise this point:
“The UK Controlled Foreign Company regime is one of the most restrictive
of any of the major foreign jurisdictions which fails to reflect modern
commercial realities and results in a significant compliance burden.” 243
Proposal 20 Introduce participation exemption for all income from
qualifying foreign shareholdings
A participation exemption means that a holder of a qualifying shareholding in a
non-resident company does not pay tax on dividends received on the shares. 244
Three main benefits will follow from the introduction of a participation exemption:

•

It will encourage offshore earnings to be repatriated to the UK.245

•

It will make the UK more attractive as a regime for a corporate
headquarters, which is likely to lead to an increased level of direct foreign
investment.246

242

OECD, Trends and Recent Developments in Foreign Direct Investment, June 2005, p.5.
Evidence provided to the Tax Reform Commission by the Law Society.
244
With the introduction of a participation exemption the majority of the UK’s controlled foreign
company legislation could be substantially simplified. This is because with a participation
exemption there would be no incentive for companies to keep profits offshore and therefore
outside the UK tax net.
245
The American Jobs Creation Act of 2004 was similar to the introduction of a participation
exemption. It created a 12 month window during which dividends from overseas entities could
be paid back to the US with an effective rate of 5.25 per cent compared with the usual rate of 35
per cent. At the time US corporations are thought to have retained earnings sitting offshore of
$700 billion. During the window somewhere between $350 billion to $400 billion was estimated
to be paid back to the US. (Estimates taken from note produced by Bank of America:
http://www.bofabusinesscapital.com/resources/capeyes/a07-05-291.html.)
246
An IMF survey in 2001 concluded Foreign Direct Investment has a major impact on tax
revenues. FDI and Corporate Tax Revenue: Tax Harmonization or Competition?, Reint Gropp
and Kristina Kostial, Finance & Development, Volume 38, Number 2, June 2001 (IMF
publication.)
243
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•

Most of the complicated rules for calculating underlying tax credits would
become redundant and the impact of the controlled foreign company
legislation could be substantially reduced.

Figure 27 Participation exemption prevents unfair double taxation
Impact of participation
of profits
exemption

Current Situation

Participation Exemption

Profit 80
Tax 10

Profit 100
Tax 20

Profit 80
Tax 0

Further taxation of dividends from
investments in overseas subsidiaries
Estimated $26 billion which could be
repatriated to UK remains offshore

Profit: 80

Foreign
subsidiary

Parent

Profit: 80

Owns
Foreign
Subsidiary

Parent

Owns

Profit 100
Tax 20

Two core principles
y not taxing profits twice
y treating a group as one whole
Exempts dividends and capital gains from
foreign subsidiaries
Greater return of overseas profits

Source: OECD, Trends and Recent Developments in Foreign Direct Investment (2005 ); TRC research

These benefits have been experienced in other countries where overall tax
receipts have increased in line with reform.247
The result would be to enhance greatly the attractiveness of the UK as a location
for controlling international business. This would encourage high value
managerial, financial, legal, accounting and other related technical and design
services to come to the UK.
These benefits could be obtained without creating a substantial shortfall in tax
receipts. The tax reduction from introducing a participation exemption is
conservatively estimated to be around £700 million.

7.4.2

Unnecessary tax regulations

Where tax regulations place an unjustified burden on business, or delay
transactions without good reason, they should be abolished or simplified.
Examples include:

•

The Treasury consent rules, which require permission to be obtained for
certain issues and transfers of securities in overseas companies. These
are bureaucratic, can delay transactions, and are now unnecessary.

•

Withholding tax clearances should be simplified, with automatic clearance
for interest on loans that fall within safe-harbour rules.

247

It would also be appropriate to consider further the taxation of overseas branch profits when
introducing a participation exemption, since these issues are related to each other.
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•

Introducing a participation exemption will mean that businesses will not
have to pay tax on dividends from overseas subsidiaries, and will
therefore absolve business of the need to produce complex and detailed
calculations of the underlying tax claimed as creditable.

Proposal 21
HMRC

Embark upon a programme of fiscal deregulation within

Primary regulations that should be abolished include:

•
•
•

The Treasury consent rules.
Withholding tax clearances.
Separate returns for companies within UK groups.

7.5

SIMPLIFYING – ALIGNING TAX AND ACCOUNTING PROFIT

7.5.1

Moving to accounting profit

Tax law in the UK has developed in a piecemeal fashion over a long period of time
without any systematic or overall review. The current system has not been
specifically designed for a twenty-first century global economy. Specifically,
companies have inherited the schedular system of taxation from the income tax
regime. This is no longer an effective way of capturing the tax consequences of all
those transactions that produce the total profits of the company. It produces an
unnecessarily complicated definition of the tax base.
Current tax law for business is a combination of three principal codes for:

•
•
•

Taxing income.
Taxing capital gains.
Providing capital allowances.

Each one of these codes includes a large number of detailed rules used for
calculating taxable profit in specific situations.
Accounts have always been used as the starting-point for calculating trading
profits. A more accounts-based approach has been also introduced for certain
other activities, such as loans and income from land. This approach has not been
applied generally.
Proposal 22
accounts

Replace the schedular system with a system based on

This avoids the artificial segregation created by the schedular system. It covers all
profits and expenses, whether or not they fall within the historic definitions applied
for the purposes of the schedules.
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There are three key arguments in favour of a move to an accounts-based
approach:

•

Simpler. It would be simpler and easier to understand.
-

A system based on accounts would facilitate the abolition for most
purposes of the distinction between income and capital and the
abolition of virtually all distinctions between trading and investment
companies. Since the accounts of a company reflect all its
transactions, gaps left open by the existing schedular system (for
example, no general tax relief for lump sum payments) would
automatically be filled.

-

The current accounts-based rules for loan relationships, derivatives,
and intangibles could all be simplified, and combined together with tax
rules for fixed assets, into a single regime. This approach would
enable radical simplification of the business tax code.248

-

Managers understand accounting profit. If the relationship between
accounting profit and taxable profit were to be clear they would be
more able to manage their own affairs, and liabilities, with less
expensive tax advice. Tax disputes (including appeals to the tax
tribunals) would normally be resolved on a more commonsense basis
than current tax law permits.

•

Reduction in rates. An accounts-based approach would permit a
reduction in tax rates as detailed in proposal 18. This is because the tax
base of accounting profits is broader than that provided by the current tax
code. An accounts-based approach to corporate taxation would, of itself,
enable the main rate of corporation tax to be reduced to 27 per cent with
almost immediate effect without any impact on the overall burden of
taxation in year one. Over a decade, it could be reduced much further.249

•

Fairer. Corporation tax would be levied more equally on different types of
taxpayers. Profit gives a measure of the taxpayer’s ability to pay. At
present some firms and sectors pay dramatically less tax than other
sectors. This is not necessarily the result of conscious policy but merely
the interplay of too many changes in tax law over a long period of time and
policy decisions which in many cases are no longer relevant.

There are some problems to be overcome in moving to an accounts-based
approach. In particular, International Accounting Standards, which require many
assets to be entered at fair value, may not show the correct profit for tax purposes
and adjustments will be appropriate. These problems require careful
consideration. However, as several of the submissions received by the
Commission have argued, they are not insurmountable.250 Such a move would
also be popular. The Commission’s survey into business attitudes to tax reform
reveals that 63 per cent would support such a move as long as the burden of
taxation remains unchanged or is improved. Only 9 per cent would oppose it.251
The HMRC Measurement Project also found that a common suggestion from
businesses was for “closer linkage between accounting and tax profits.” 252

248

This approach would extend further than was contemplated in the Government proposals for
reform of corporation tax, when first canvassed in 2002.
249
See Section 7.3.1, 7.5.7 and 7.6 for further details.
250
They are considered in more detail in Appendix A4.
251
Further details are contained in Appendix A4.
252
Administrative Burdens – HMRC Measurement Project, KPMG, March 2006.
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This move would increase government revenues by around £2,300 million in year
one and around £4,000 in year two (see Appendix A2.) This should be used to
offset the costs of the significant reductions in corporate tax rate proposed. (See
Figure 26.)

7.5.2

Adjustments to accounting profit

Accounting profit should be subject to only a limited number of adjustments, made
on a principled basis, and largely to address timing issues, to arrive at taxable
profits. It should not be subject to a large number of ad hoc adjustments.253 Only a
few issues will require adjustments. These include:

•

Assets forming the fixed capital of the business should be taxed only on
realisation.

•

Dividends received by companies should not be taxed. Otherwise double
taxation would arise within the corporate sector.

•

Expenses which are not incurred for business purposes are not tax
deductible.

•

Roll-over relief should be available where the profits of the sale of certain
business assets are reinvested in replacement assets.

Proposal 23 Further detailed study should be commissioned into how
these adjustments and the necessary transitional rules would operate in
practice
Further work should be put in hand now to identify any areas where the
accounting approach alone could leave too much discretion for tax purposes. Any
such areas should be capable of being addressed by “safe harbours” published by
HMRC.

7.5.3

Ending the income/capital divide

Accounts do not generally recognise a distinction between revenue and capital
profits. As a result, under the proposals above, the current income/capital divide
for tax purposes would cease to be valid. This would remove, at a stroke, a major
source of potential distortion and complexity. It would substantially simplify tax
law.
A consequence is that the indexation allowance, currently only available for
“capital assets”, should cease to accrue after the income/capital divide is
abolished. This measure should be acceptable to business as part of a wider probusiness package including the implementation of proposal 18.
Proposal 24 With the end of the income/capital divide the indexation
allowance should also be abolished
This could raise approximately £500 million in revenue and maybe more. At the
same time the main rate of corporation tax should be cut (as explained in Proposal
18.)

253

Further consideration may also be appropriate for foreign-source business income.
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7.5.4

Pooling of losses

Pooling of losses is the ability to set losses against profits for tax purposes,
irrespective of the source of those losses and profits. The current rules for utilising
tax losses, derived from different sources, are highly complex. For instance,
losses arising under Case V or under Case VI of Schedule D cannot be set
against trading profits which are taxable under Case I, but only against profits
taxable under the same source. These rules would be unnecessary in a more
accounts-based system and should be abolished.
Proposal 25 Permit full pooling of losses in the future so that a company’s tax
position reflects its commercial position
Losses should not, however, be carried forward if there is a major change in the
nature of the business. This restriction should apply irrespective of whether there
is a change of ownership. Some other restrictions on the utilisation of losses, such
as a cap on the period that they can be carried forward, may be appropriate.254
Transitional rules would also be required for brought forward losses, particularly
“capital” losses.255

7.5.5

Consolidated tax returns

Profits and losses of companies within a UK group should (where the group so
elects) be calculated on a consolidated accounts basis rather than under the
present group relief rules. This would have several advantages:

•

It would mean considerable savings in the bureaucracy of the tax filings
required for each separate company and the complication of group relief.

•

It would enable the group to ignore complex legislation applicable to intragroup transactions and intra-group tax planning, and prevent the trapping
of losses.

This is particularly relevant when other factors, such as regulation, are forcing
businesses increasingly to operate using more legal entities. A consolidated
approach to taxation has been adopted in Australia, Austria, Denmark, France,
Germany, Netherlands and Spain.
Proposal 26 Replace current rules for group relief with a consolidated tax
regime for UK companies within a group
The rules for tax groupings should also be uniform. The present anomalies where
capital gains tax, group relief, substantial shareholdings and stamp duty all have
separate rules could then be removed.

7.5.6

Tax depreciation

Allowances for the diminution in value of plant and machinery due to wear and
tear were first introduced in 1878. They are now out of control. They have been
developed to such an extent that the Capital Allowances Act 2001 now has 581

254

The Netherlands is reducing carry forward on losses to nine years, which will come into
effect next year.
255
Such losses brought forward might only be set against future “capital” gains. Alternatively it
might be simpler to have an immediate solution, allowing capital losses to be converted into
losses which can be carried forward at a conversion rate reflecting the market value of capital
losses. This is a key issue for costs to the Exchequer of reform, requiring careful further
evaluation.
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sections and four schedules. Nor is all the law relating to tax relief for capital
expenditure to be found in that Act.
The current system is complicated, unfair and redistributive. This is because it
provides accelerated tax depreciation on certain classes of assets. This would not
occur with a system based on accounts depreciation:

•

A business benefits from the current capital allowance regime if its capital
allowances exceed its level of accounting depreciation (this is the case, for
example, for capital expenditure on factories which have capital relief.)

•

Conversely, a company does not benefit from the current regime if its
accounts depreciation exceeds its current level of capital allowances (this
is the case for capital expenditure on hotels, hospitals, care homes, office
blocks, or information technology investment which have little or no relief.)

Regardless of the depreciation method used the benefit (or cost) results from
timing differences. Over the life of the asset, cumulative accounting and tax
depreciation are equal. However, the timing difference is important and is
available mainly to specific industries.
Tax relief for depreciation needs a sound economic rationale to reflect modern
capital expenditure, and to be horizontally fair to all business. The natural and
simple solution is to allow tax depreciation generally for capital assets in
accordance with the accounts. This is the approach adopted most commonly
abroad. This is the right approach for the UK too.
Proposal 27

Give relief for depreciation on an accounts basis

This is not a panacea but it would be clearer and easier. Of course, disputes are
still possible over the rate of depreciation to be applied. It is likely that “safe
harbour” rates of depreciation published by HMRC would help both sides.
However, any disputes would, in principle, be easy for managers to understand,
would be rooted in economic reality rather than the vagaries of capital allowances
law, and would not result in the all-or-nothing outcomes that currently bedevil the
system.
It would be necessary to pay careful attention to transitional provisions,
particularly for plant and machinery allowances. Various possibilities arise:

•

One is closing existing capital allowance pools to new expenditure (or, for
a limited period, closing the pool to major items of expenditure before
subsequently closing the pool).

•

Another would be calculating the difference at the date of change between
accounting depreciated expenditure and tax pool, and taxing or allowing
the difference over time.

A solution to this problem which did not require a lengthy transitional period would
be preferred.
The revenue technical note of December 2004 reported that managers liked the
capital allowances system because of the certainty that it gives and because it
avoids the need to track individual assets.256 Critically, however, the Revenue did
not propose any corresponding reduction in the rate of corporation tax. This is a
critical part of the overall programme which has not been officially consulted on.
Evidence received by the Commission strongly suggests that changes to the
regime for plant and machinery are likely to be acceptable as part of a balanced
256

Revenue technical note, December 2004, p.20.
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package which gives advantages back to business, in particular tax relief for all
depreciating business expenditure (including “tax nothings”, which are written off
in the year expended), and a reduction in the rate of corporation tax.

7.5.7

Winners and losers – current and proposed

Consistently around 90 per cent of all capital allowances relate to capital
expenditure on plant machinery & vehicle assets (“PM&V assets.”) Current
winners are those industries with investment in this asset class which have capital
allowances exceeding the level of accounting depreciation.257
The distribution of capital allowances across industries is broadly consistent over
time.258 Capital intensive industries such as energy and water suppliers, transport
and communications companies have historically benefited from the current
regime of capital allowances.259 However, this is at the expense of service-based
companies and those which have a relatively low requirement for PM&V assets,
such as technology companies.
Companies with a straight line depreciation policy will in general benefit from the
move to accounting depreciation for assets which have lives of less than five
years.260 Companies which adopt a reducing balance depreciation policy will also
benefit from the move to accounting deprecation if their effective writing down
policy is more than the current 25 per cent adopted under the capital allowance
regime.261
In general, the move to accounts-based depreciation will result in a less generous
regime of reliefs. This additional revenue should be used to reduce corporation tax
further. From an adjusted rate of 25 per cent this means that a target rate for
corporation tax of 20 per cent is a realistic and achievable objective.

7.6
BROADENING THE TAX BASE BY REDUCING INCENTIVES
AND RELIEFS
7.6.1

The case for providing some incentives (and not providing others)

As a rule, taxation with a wide base is less likely to harm economic efficiency than
taxes with a narrow base. In other words, the number of exemptions and reliefs in
the tax system should be limited. There are two main reliefs effecting business
taxation that the Commission proposes to abolish.262 They now reduce taxation by
£1,200 million per year.
257

HMRC Data table 11.9 Corporation tax – capital allowances due 1973 to 2003 summary. NB
The capital allowance legislation does not provide a definition of plant and machinery.
258
HMRC Data table 11.10 Corporation tax – capital allowances due 2000 to 2003 by industry.
259
Proposals for environmental taxes are not discussed in this report. However, it is generally
accepted that under an environmental tax regime companies profiting from natural resources
which are not obtained in a sustainable way will pay an environmental tax surcharge. Such
companies are often capital-intensive and arguably the current capital allowance regime offers
such industries a tax subsidy.
260
For example on an asset costing £100 and sold at the end of its useful economic life for no
profit or loss the permitted accounting depreciation would amount to £20 per year compared
with the current capital allowance regime which would permit £25, £19, £14, £10, and £32 of tax
depreciation in years 1, 2, 3, 4 and 5 respectively.
261
To determine who would benefit under the proposed regime it is necessary to have
information on (1) the method and rate of depreciation adopted by industry/company (2) annual
levels of capital expenditure by industry/company (3) the average expected life of new assets by
industry/company and (4) the appropriate time value of money by industry/company. Sufficient
data is only available in aggregate form to HMRC.
262
HMRC Data table 1.5 and B1. www.hmrc.gov.uk/stats/tax_expenditures/menu.htm.
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Table 7.6 Reliefs effecting businesses that should be abolished
Relief

Saving to business, £ million

Film tax relief
R&D tax credits
Total

470
760
1,230

Source: HMRC263

Recent academic research and submissions to the Commission have been
consistent in arguing that reliefs such as R&D tax credits are not effective or
efficient. To cite a few examples:
“We believe that our members regard the delivery of incentives through
the tax system as largely ineffective. The combined survey results suggest
that the complexity of the tax system makes such incentives virtually
incomprehensible to small businesses, and that this contributes to making
such businesses reliant on help from their accounting and tax advisers.” 264
“It was pointed out that, for many businesses, other features of the tax
system were probably more important, particularly the headline
corporation tax rate on income flows resulting from R&D, and that other
factors, such as the mainstream rate of corporation tax were more
important.” 265
“Tax credits for research and development … are restrictive and the
expense of claiming them largely outweighs the tax credit received.” 266
“Research and development tax credits have not worked as they were
meant to.” 267
A recent PricewaterhouseCoopers report confirmed these sentiments. It found
that only 11 per cent of businesses took advantage of government tax relief
schemes such as capital allowances on energy saving technologies and R&D tax
credits. Only 7 per cent of the smallest companies (those with a turnover of £2
million or less) took advantage of these reliefs.268
In addition, film tax credits have failed to achieve their purpose of increasing
British film production. The Treasury has also conceded that they have led to
widespread tax avoidance.

•

Film tax credits have failed to stimulate British film production, which has
been falling rather than rising:
-

Since 1997, UK film industry exports have fallen by over a quarter,
from £898 million in 1996 to £633 million in 2003.269

-

The number of domestic UK films made has fallen from 80 in 1997 to
less than 40 last year.270

263

The R&D tax credits figure includes directly payable R&D tax credits which is classified as
public expenditure.
264
Institute of Chartered Accountants of Scotland, First Contact Survey, August 2005.
265
Supporting growth in innovation: enhancing the R&D tax credit, Laura Abramovsky, Rachel
Griffith and Rupert Harrison, IFS, November 2005, p 18.
266
Submission provided to Tax Reform Commission by a representative body.
267
Leader, Financial Times, 28 July 2006.
268
Enterprise in the UK: Impact of the UK tax regime for private companies,
PricewaterhouseCoopers, July 2006.
269
UK Film Council Statistical Yearbook, Annual Review 2004-05.
270
Research and Statistics Bulletin Volume 3 (2), UK Film Council, March 2006.
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•

Film tax credits have also led to significant tax planning:
-

The tax credit saw an increase in co-produced films, which are able to
take advantage of the relief. However, in 2005, out of 91 UK coproduced films, only 15 were actually shot in the UK.271

-

Nine separate anti-avoidance measures were announced over two
Budgets in 2004 and 2005. The Treasury estimated that tax planning
related to the legislation was costing £250 million a year.272

The scope of tax incentives should be reduced. This should be done in tandem
with reductions in the main rate of corporation tax, which it would help fund.
Proposal 28

Abolish R&D tax credits and film tax credits

This would raise over £1,200 million and enable the rate of corporation tax to be
reduced by nearly 1 per cent. Based on the feedback it has received, the
Commission is confident that a programme of reducing the number of reliefs and
lowering tax rates would win the broad support of business. To prevent some
firms losing in the short-term, reforms should be introduced with appropriate
transitional arrangements.

7.7
IMPROVING STABILITY – INTRODUCING SAFE HARBOURS
AND IMPROVING ANTI-AVOIDANCE MEASURES
A simpler corporate tax system closer to accounting profits and with less need for
specific anti-avoidance provisions would provide the context in which to reestablish trust between the Treasury/HMRC and business.

7.7.1

Pre-clearance system

Pre-clearance is the facility to obtain a ruling in advance of a transaction from the
tax authority as to its view of the tax consequences. Clearance systems permit
greater certainty in dealing with tax authorities.
It is currently possible to obtain a pre-transaction ruling on the effect of legislation
in the preceding four Finance Acts or within an area of major public interest within
an industrial or financial sector.273 HMRC responses are not published so some
information on such clearances is known only to a small number of large firms of
advisers. This means that the information is only available to those who can afford
to pay for it – even when it is of wider interest.
The ability to obtain rulings in the UK remains, however, more limited than in most
overseas jurisdictions.274 Transparency could be improved by routinely publishing
271

Research and Statistics Bulletin Volume 3 (2), UK Film Council, March 2006.
The reform of film tax incentives: promoting the sustainable production of culturally British
films, HM Treasury, July 2005; Research and Statistics Bulletin Volume 3 (2), UK Film Council,
March 2006.
273
It is also possible to obtain a pre-transaction clearance from HMRC that it will not apply
certain pieces of anti-avoidance legislation to a transaction (for example, section 707 TA 1988
or section 138 TCGA 1992.) However, these are limited to those specific pieces of legislation
and are not general in application.
274
For instance, private rulings which are binding on the tax authority (although still subject to
appeal by the taxpayer) are generally available, with only limited excepted areas, in Australia,
New Zealand, Switzerland, Spain, Sweden, Austria, Hungary, Malta, Macedonia, Turkey,
Netherlands, Belgium, and Canada. In Australia in 2002-03, 2,635 business tax rulings were
issued. New Zealand issues 700 to 1,100 per year. Public rulings also exist on matters of wider
272
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appropriate clearances, without identifying the taxpayer concerned, in, for
example, HMRC’s Tax Bulletin.
Proposal 29 Introduce a general pre-clearance system and routinely
publish findings
The Government has not argued against the principle of pre-clearance. It has only
argued against the practicalities. With a broader simplification of tax law it should
become easier for HMRC to provide the resources necessary for a pre-clearance
system.

7.7.2

Safe harbour rules

An associated issue is the question of safe harbour rules. Safe harbours are
published rules of thumb indicating how the tax authority will apply tax law or
where it will not apply anti-avoidance legislation.
Safe harbour rules, too, permit greater certainty in dealing with tax authorities.
They are increasingly used internationally. For instance, most European countries,
the USA, Australia, and Canada all have rules stating clearly permissible thin
capitalisation limits for debt /equity ratios (i.e. the level of tax deductible interest on
debt funding.) This means that the rate of return for inward investment into other
countries can be more accurately forecast than in the UK; and the cost and
inconvenience of transfer pricing surveys can be minimised.
The level of acceptable debt is also generally far higher in the rest of the world
than the 1:1 debt to equity ratio HMRC sometimes seeks. This means that, other
things being equal, inbound investment into the UK is comparatively unattractive.
Proposal 30

Introduce safe harbour rules

In the first instance safe harbour rules should be introduced for thin capitalisation
and for other matters identified as appropriate in the review of corporation tax
(such as depreciation rates for capital items.)

7.7.3

Improving the approach to anti-avoidance

Tax avoidance generally takes two forms:

•
•

Diverting profits to another person to reduce tax.
Manipulating affairs to take advantage of other tax law in ways not
foreseen or desired by the tax authorities.

Much anti-avoidance legislation is currently needed only because of distortions
inherent in the tax system. A more accounts-based and simpler system would
remove many of these distortions.
To cite only a few, some rules which it might then be possible to repeal include:

•

Provisions applying to transfer of income arising from securities. This is
because accounts will reflect the actual profit earned.

•
•

Rules on rent factoring.
Rules for repo transactions.

interest. Review of Aspects of Income Tax Self Assessment, Discussion Paper, The Treasury,
Australia, March 2004.
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•

Rules for deeming the profit on the sales of interest in offshore funds to be
revenue rather then capital.

•

Rules aimed at preventing tax benefits arising on purely intra-group
transactions. This is because such transactions would not impact upon the
consolidated profit, and so no special tax rules would be needed to deal
with them.275

Proposal 31 Review anti-avoidance legislation to ascertain if it is still
required in the light of other reforms
Legislation which survived this process could then be simplified where possible, or
conformed or merged with other similar legislation. The purpose of the antiavoidance law would be expressly stated so as to aid judicial construction.

7.7.4

A general anti-avoidance rule (GAAR)

A GAAR would set out the principles to enable the courts to identify unacceptable
tax avoidance. This would apply generally, not just to a particular situation. It is
one of the solutions to tax avoidance. A GAAR might simplify tax law by enabling
specific (and intricate) anti-avoidance rules to be abolished and by substantially
restricting the need for new complex rules to be introduced, as has occurred on a
regular basis in recent years.
This is not, however, a straightforward issue. It is not easy to define exactly what
such a rule should say, and experience in other jurisdictions shows that it may
take some time before sufficient issues have been brought before the courts to
enable the scope of the GAAR to be clarified. The UK, along with Eastern Europe
and the USA, is unusual in not having a general anti-avoidance rule or an abuse
of law doctrine. It may be that such a rule, which must be combined with a preclearance system, is the way to proceed. However, this should probably only be
done when tax law generally has been simplified and specific avoidance rules that
are no longer necessary have been removed. It may not be helpful to introduce a
GAAR immediately, particularly if the current specific anti-avoidance rules stay in
place.
Proposal 32 Review introduction of a general anti-avoidance rule (GAAR)
once substantial simplification has been achieved
This should probably only be done when tax law generally has been simplified and
specific avoidance rules no longer necessary have been removed. It may not be
helpful to introduce a GAAR now, particularly if the current specific anti-avoidance
rules stay in place.

275

These relate to section 730 A TA 1988 (income arising from securities), sections 756A 764TA 1988 (offshore fund legislation) and sections 779 – 785 TA 1988 (sale and leaseback
provision.) Many others could be cited.
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Benefits for taxpayers – small companies and unincorporated
businesses
Lower tax

•

Tax relief would be given for all business-related expenditure (Proposals
22 and 27).

•

Unincorporated businesses would benefit from the reduction in the basic
rate of income tax to 20 per cent, and the abolition of the 10 per cent
starting rate (Proposals 2 and 5).

Simpler tax

•

Small businesses would benefit from greatly simplified tax compliance.
Tax would be paid on accounting profits, replacing the complicated
schedular system (Proposals 22 and 27).

•

The NIC rules would be simplified, and aligned with income tax, reducing
the PAYE burdens on small enterprises (Proposals 11-13).

Fairer tax

•

Full pooling of losses for companies would be allowed. Losses would be
set against profits in a fair manner (Proposal 25).

More stable tax

•

The pre-clearance system would be improved. Small business would be
more certain of the tax consequences of their future actions, making it
easier to plan ahead (Proposal 29.).

Safe harbour rules would be published for tax depreciation. Small businesses
would be more certain of how HMRC would interpret legitimate tax planning steps
(Proposal 30).

94

Tax Reform Commission: Tax Matters

8 REFORMING CAPITAL TAXATION
SYNOPSIS
British capital taxation is flawed. It involves double taxation and fails to
encourage savings. It is complex, distorting and unfair. It is not internationally
competitive. The current complex regime should be replaced by a simple
short-term capital gains tax. Inheritance tax should be abolished and replaced
by this short-term capital gains tax payable on death. This would permit longterm assets (including primary residences) to be passed to heirs without
taxation. Stamp duty on share transactions should also be abolished to
enhance UK’s attractiveness as a financial centre.

8.1

A VISION FOR REFORMED CAPITAL TAXATION

Gross savings are falling in the UK. The household savings ratio is now half what
it was in 1997, having fallen to 4.8 per cent of disposable income. This matters.
Private savings are one of the foundation stones of a strong and democratic
society. As the Prime Minister has recognised: “Money put aside changes your
horizons. It makes you plan, brings responsibility, and offers protection and
opportunity.” 276
And it matters for the economy. Capital is highly mobile and its efficient use is
central to the performance of a national economy. If there are to be taxes on
capital, they must be structured in such a way as to attract and retain capital while
offering a minimum amount of distortion.
The UK needs a system of capital taxation which meets the following criteria:

•
•
•
•
•

Rates should be low and internationally competitive.
Double taxation should be minimised.
Tax liabilities should be reasonably straightforward to calculate.
Savings and investments should not be distorted.
Savings should be encouraged.

The principal taxes on capital are capital gains tax and inheritance tax.277 As
presently structured, they meet none of these criteria.

8.2

SPECIFIC PROBLEMS WITH CAPITAL TAXATION

8.2.1

Not internationally competitive

The capital gains tax rates of 10 to 40 per cent are high in relation to most other
European countries, a number of which have no capital gains tax at all, while
others have rates from 1 per cent to 30 per cent.278
276

Tony Blair, Welfare Reform Speech, 10 June 2002.
Dividend tax also taxes income from capital. This has been discussed in Chapter 6.
278
See Figure 5.1, Taxation Reform Blueprint: a strategy for the Australian taxation system
2004-2014, Australian Chamber of Commerce and Industry, November 2004. This gives figures
for most developed countries.
277
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8.2.2

Extensive double taxation

In the process of formation most capital has already been taxed once. Double
taxation occurs when it is taxed again. This is common in the UK:

•

For example, companies pay corporation tax on their profits. The
imposition of further taxes at the shareholder level on dividends and on
capital gains derived from share sales therefore constitutes double
taxation.279

•

The same applies to the extent that inheritance tax is charged on savings
that have already borne tax in the process of formation.

Double taxation should be kept to a minimum. However, it is unlikely ever to be
completely eliminated, due to the boundary issue.

The Boundary Issue
The boundary issue is the problem of distinguishing between income and capital
given the fact that the effective rates of tax applicable to capital profits are in
general lower than those which apply to income.
The current income/capital divide would cease to be valid for corporate profits
given the implementation of proposals 22 and 27. In this case the double taxation
issue for corporate profits should be addressed through a participation exemption
as detailed in proposal 20.
For individuals and unincorporated businesses, the distinction between income
and capital profits would still apply. If capital profits are to be taxed significantly
more lightly than income, it is to be expected that taxpayers will look for ways of
ensuring that wherever possible income is reclassified as a capital profit. The
ingenuity of those operating within the savings industry will therefore be directed
to this end. There is nothing new about this; it has probably given rise to more tax
litigation and to more anti-avoidance legislation than any other single issue,
without any satisfactory solution being achieved. This is one reason why capital
gains tax was first introduced.
This boundary issue must be recognised and catered for through appropriate
legislation; to avoid excessive complexity it may be necessary to accept some “tax
leakage” as a result, on the basis that a light touch in capital taxation will
encourage savings and promote wealth creation generally.

8.2.3

Complex and difficult to calculate

Both capital gains tax and inheritance tax are complex. Examples include:

•
•
•

Separate income tax rates for interest, dividends, and other income.

•

Anti-avoidance rules designed to tax capital gains as income (for example,
the offshore funds legislation).

Rules for calculating the capital gain on a disposal of shares.
Intricate rules of the accrued income scheme on the sale of securities for
taxing part of the gain as income.

279

The imputation system of tax provides that a tax credit attaches to dividends, but this tax
credit does not eliminate double taxation.
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This complexity is despite the taxes’ comparatively small yields. In 2005-06 capital
gains tax collected £2.9 billion. Inheritance tax produced £3.2 billion.280 It is not
acceptable that taxes which apply to a wide range of circumstances and
individuals and whose yield is small in absolute terms should be so difficult to
calculate.
There are several reasons for this complexity:

•

Some assets are treated more favourably than others. Unquoted shares
are treated more leniently than quoted shares for both capital gains tax
and inheritance tax. Principal private residences are exempt from capital
gains tax but not from inheritance tax.

•

There is extensive legislation, much of which is ill-understood by
taxpayers, to address the boundary issues between capital gains tax and
income tax.

•

Governments use tax breaks to direct savings in certain directions such as
the encouragement of the venture capital industry. The need to police taxfavoured investments leads inevitably to yet more complexity in the rules
which surround them.

8.2.4

Distorting

The tax treatment of different investments can become a major driver of
investment decisions. This can lead to irrational decision-making:

•

The most apparent distortion is the interaction between capital gains and
income tax. As capital gains are generally more lightly taxed than income,
investors and savers can be attracted to generating capital gains rather
than income. This can produce quite different tax consequences if the
same economic profit is achieved by different means.

•

Taper relief can increase this distorting effect. While it can be generous,
there is a danger that it also encourages the acquisition of particular
investments for tax reasons rather than for economic reasons.281

•

Generous tax relief targeted at particular kinds of investment can also
distort investment decisions.

•

Stamp duty distorts the international market in share transactions and has
driven the market in exchange traded funds overseas (see section 8.7).

8.2.5

Unfair

Current tax incentives generally favour the better-off. This is because:

•

Steering the best path through a complicated tax system demands the
means to employ an adviser.

•

Many incentives are effectively only available to those who pay higher rate
tax, or who have substantial assets.282

280

Table C8, Budget 2006, HM Treasury, March 2006. The capital gains tax figure does not
include the contribution, lost in corporation tax figures, from companies on their capital gains,
although under the Commission’s proposals the same would also be true.
281
The amount of taper relief increases with length of time an asset is held but depends upon
whether the asset is a “business asset” or a “non-business asset” for tax purposes. For
business assets 25 per cent of the gain is chargeable if the asset is held for more than two
years. For non-business assets 60 per cent of the gain is chargeable, even after 10 years.
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8.2.6

Not conducive to long-term savings

Since 1956 Governments have encouraged individuals to save by making private
pension provision. Until recently this long-term policy had been comparatively
successful. Other more limited savings schemes have also been encouraged,
most notably the tax reliefs for investment and unit trusts and (now) real estate
investment trusts, ISAs and their predecessor PEPs, together with riskier vehicles
such as Venture Capital Trusts and the Enterprise Investment Scheme. There is
real merit in some of these schemes. However, as explained above, the rules for
the more tax-favoured investments are now complex and in some cases
contradictory. Radical simplification is needed. This is partly why recent savings
trends have not been favourable:

•

Gross savings are falling and the household savings ratio at 4.8 per cent
is now half what it was in 1997.283

•

Worse, voluntary pension saving has been declining. 46 per cent of those
in work were not contributing to a private pension in 2003-04. This is an
increase of about 400,000 from 2002-03.284

Figure 28 Gross saving and household saving ratio are both falling
Trendline

Gross saving, 1991-2005
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See Appendix A5 for an example.
Office for National Statistics. Data series RPQL: gross savings; NRJS: household savings
ratio. http://www.statistics.gov.uk/StatBase/tsdataset.asp?vlnk=221&More=N&All=Y Q4 2005.
284
A New Pension Settlement for the Twenty-First Century, The Second Report of the Pensions
Commission, (2005), pp. 50-51.
283
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8.2.7

Reforming capital taxation

Four different proposals for dealing with these problems are put forward. They are
divided into the following categories:

•
•
•

Simplifying capital gains tax (Proposals 33 and 34)
Abolishing and replacing inheritance tax (Proposal 35)
Removing stamp duties on shares (Proposal 36)

8.3

SIMPLIFYING CAPITAL GAINS TAX

8.3.1

Indexation and taper relief

Capital gains tax is too complicated for most taxpayers to understand and comply
with.
The capital gain on the disposal of an asset is not simply the difference between
the acquisition cost and the sales proceeds:

•

For assets purchased before March 1998, indexation applies. Indexation
is a process through which the acquisition cost of an asset is increased for
tax purposes by an amount equal to the increase in the RPI until March
1998.

•

Since 1998 taper relief has applied to all assets. Taper relief reduces the
gain that would otherwise arise by a percentage that depends on how long
after 1998 the asset has been owned. The percentage reduction is more
generous for “business assets” compared with “non-business assets.”285

Taper relief was introduced to encourage entrepreneurialism and a long-term
approach to investment. These objectives are welcome. The benefit to taxpayers
of indexation averaged £1 billion a year.286 By comparison, taper relief provides an
additional £4.5 billion – (including £4 billion in respect of business assets.)287 This
is a significant tax reduction for those able to profit from it, who unsurprisingly
regard it as “a welcome development.”288
However, the different rates of taper relief have created enormous complexity.
They also provide a financial incentive to distort investment decisions. The
Commission does not believe the tax system should attempt to reflect the various
degrees of risk that investors may assume. Nor should the price of investments be
influenced by tax considerations. The time has come to start again.

8.3.2

Short-term capital gains tax

The current regime should be replaced with a tax on short-term capital gains only:
no capital gains tax should be imposed on a gain arising on disposal of an asset
which has been held for over ten years. For shorter periods of ownership the gain
would be tapered so that 90 per cent of the gain is taxed after one year’s
ownership, 80 per cent after two years and so on.

285

For qualifying business assets the gain is reduced by 75 per cent for an asset held for more
than two. For non-business assets the gain is reduced over a ten-year period by a maximum of
40 per cent after ten years.
286
Lords Hansard WA243 15 March 2006.
287
Lords Hansard WA102 23 May 2006.
288
British Venture Capital Association, Pre-Budget Statement Submission, 2005/2006, p.7.

99

Tax Reform Commission: Tax Matters

As a general rule the gain would be calculated by comparing the cost of an asset
with the proceeds of disposal. There would be no special allowances for other
circumstances such as inflation. Nor would a distinction be made between
different types of asset. The profits of a business conducted by an individual
would be taxed as income on an accounts basis. The short-term capital gains tax
would only be available on the sale of the business or on the sale of the shares of
the company in which that business is conducted.
The rate at which the tax would be charged would be equal to the basic rate (20
per cent assuming proposal 5 is implemented) or higher rate of income tax
depending on whether the individual was a basic or a higher rate taxpayer, as is
currently the case.
Proposal 33 Introduce a short-term capital gains tax which tapers to zero
over ten years to replace the current system of taper relief and indexation
The short-term capital gains tax addresses the boundary issue (the problem of
income being reclassified as a capital profit if taxes on capital are significantly
lower – see box above) because the reduced rates of tax are only applicable if the
asset has been held for a significant period of time. This proposal represents a
major simplification of the current regime. Including proposals 34 and 35 below, it
would benefit taxpayers by about £2,600 million.

8.3.3

Capital gains tax allowance

A review of the exemptions and reliefs currently available to mitigate capital gains
is required. At present every individual has a capital gains tax allowance of £8,800
per year. This complicates the system as it is separate from the personal income
tax allowance of £5,035.
The allowance does have one important practical advantage. It can avoid the
need for complicated capital gains tax calculations. However, if gains were made
easier to compute (see Proposal 33) this justification for a separate allowance
would diminish.
Given that a reformed tax would only apply to comparatively short-term gains the
annual exemption for gains (currently £8,800) should be abolished.289 However,
the small chattels relief, which exempts sales of tangible movable property (such
as furniture) to £6,000, should be retained on practical grounds. The need for
rollover and holdover reliefs would be significantly reduced by these proposals.
They should be abolished as a simplification measure.290
Proposal 34 Abolish the separate capital gains tax allowance and review
other reliefs291

289

In the unusual case of an individual who has capital gains but income less than his personal
allowance, the personal allowance should also be set against capital gains.
290
There are some reliefs which may need to be retained. The reliefs for corporate
reorganisations, for example where one company acquires another, may need to be retained.
The exemption for gains arising on principal private residences is so deeply embedded that it
would have to be retained, although it should be simplified where possible.
291
This is contingent on the introduction of a short-term capital gains tax.
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This would simplify the system and allow for substantial reductions in rates. The
total benefit which taxpayers currently receive from taper relief, the separate
capital gains tax allowance and indexation is in the region of £7 billion.292
Abolishing the allowance would lessen the reduction of revenue from Proposal 33.

8.4

ABOLISHING AND REPLACING INHERITANCE TAX

8.4.1

Problems with inheritance tax

As with capital gains tax, inheritance tax has some fundamental flaws. It:

•
•
•

Involves significant double taxation.
Is complex.
Does nothing to encourage savings.

When inheritance tax succeeded capital transfer tax in 1986, it was expected to
apply only to the wealthy. That is no longer the case. The failure to raise the
inheritance tax threshold in line with asset appreciation means that many more
people now will be, or fear they will be, liable for inheritance tax. In effect it has
become a deferred wealth tax.293
Figure 29 Fiscal drag means more people are paying
inheritance tax
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292

Average cost of indexation from 1995–98 was £1 billion (Lords Hansard WA243 15 March
2006.) Now estimated at £0.7 billion. Annual benefit of capital gains tax allowance is £1.85
billion. Annual cost of taper relief is £4.55 billion. HMRC data table 1.5
293
From 1997 to 2005 (latest year available) average house prices rose by 151 per cent: Table
503, Office of the Deputy Prime Minister, www.odpm.gov.uk. The IHT threshold rose by only 28
per cent over the same period: Budget 1997 and Budget 2005, HM Treasury. The inheritance
tax threshold will increase to £325,000 by 2009-10: Budget 2006, HM Treasury. Average house
prices will exceed £325,000 by 2009-10 if the previous rate of increase is maintained, although
this is unlikely given the house price slowdown.
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The middle classes may now, in practice, be more likely to pay inheritance tax
than the rich. It is still easier for genuinely wealthy individuals to avoid inheritance
tax with mechanisms such as lifetime gifts, trusts or ownership of tax-favoured
assets.
A main reason for the growing incidence of inheritance tax is that house price
inflation has led to a much more widespread search for ways of avoiding it.
Examples of legislative counter-measures have been the charge to tax on ìpreowned assetsî and the recent legislation on many forms of trusts.
Reform to inheritance tax is required urgently. While it currently only yields £3.3
billion, this figure is growing rapidly.294
ìThe number of properties in the UK valued at more than the 2006-07
inheritance tax (IHT) threshold of £285,000 now stands at 1.5 million.
Halifax projects this will more than triple to 4.6 million properties by 2020 if
the threshold is only increased in line with retail price inflation... Halifax
projects that the revenue collected by the Exchequer from IHT could rise to
£5.6 billion a year in today's money by 2020. That is a 249 per cent increase
from the £1.6 billion the Exchequer received in 1996/97, the last time the
IHT threshold was raised significantly.î 295
Figure 30 London house prices now exceed the inheritance
tax threshold and UK house prices look set to follow suit
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Other countries, such as Italy, Australia and Sweden, have recently abolished
inheritance tax. As the UK Government becomes more reliant on these revenues,
reform will become more difficult in the UK.

294

In the first half of 2006, government revenue from inheritance tax had increased by 13 per
cent on the same period in the previous year: The Times, 22 July 2006.
295
Halifax press release, 18 March 2006, www.hbosplc.com.
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8.4.2

Capital gains on death

Inheritance tax should be abolished. It should be replaced by the reformed capital
gains tax which would become chargeable on death, as is the case in Canada.
This would ensure that all comparatively short-term gains would be chargeable
but that assets held over the long-term (and primary residences) could pass to
heirs without taxation. This would take primary residences out of all capital
taxation, with the exception of stamp duty on property. The current exemption
from inheritance tax for assets transferred to a spouse should also remain.
Proposal 35 Abolish inheritance tax and replace with the short-term capital
gains tax on death296

8.5

REMOVING AND REFORMING STAMP DUTIES ON SHARES

Stamp duties (including stamp duty reserve tax) are levied at a rate of ½ per cent
on the purchase price of shares in UK incorporated companies. It is a complex tax
(parts of the legislation date back to early last century) and it is currently raising
around £4 billion a year.297 It has a number of disadvantages, particularly in terms
of the UK’s international competitiveness, notably:

•

It is distorting. Stamp duty is charged on securities issued by UK
corporations. It is not charged on overseas sales of securities issued by
companies incorporated overseas or on sales of debt. As other transaction
costs fall, so stamp duty has grown as a proportion of total costs.
Investors have therefore had an increasing financial incentive to engage in
transactions which do not attract the tax.298 This has contributed to the
growth in off-market trading activities such as contracts for difference.

•

It reduces share prices. Analysis has shown that stamp duty depresses
share prices by up to 10 per cent. One study suggested that if stamp duty
were abolished the increase in the market capitalisation of the FTSE All
Share could be in the region of £150 billion.299 An IFS study also
concluded that stamp duty depresses share prices, particularly for firms
with more frequently traded shares, and that “these effects are real and
measurable.” 300

296

If the short-term capital gains tax is not introduced on death, then at the very least the
threshold for inheritance tax should be raised to between £0.75 and £1 million. This would
benefit taxpayers by up to £2.8 billion. In this case, small miscellaneous reliefs (such as gifts on
marriage or for family maintenance) should be reformed. They have been severely diminished
by inflation and are merely complicating the system.
297
Table C8, Budget 2006, HM Treasury, March 2006. Actual revenue decrease would be less
due to increased corporation and capital gains tax. See Appendix A2.
298
In 1999 London Economics estimated that, since 1986, other transaction costs for UK
equities had more than halved while stamp duty had remained constant.
299
On 28 April 2006 the market capitalisation of the FTSE All Share was £1,800 billion (source:
Datastream.) Oxera, The Impact of the Abolition of Stamp Duty on the Cost of Capital of UK
Listed Companies, October 2003, concluded that the abolition of stamp duty would lead directly
to an increase in share prices of between 6.5 per cent and 9.5 per cent. Applying this increase
in share prices suggests the FTSE All Share would increase between £120 billion and £170
billion.
300
Stamp duty on shares and its effect on share prices, Steve Bond, Mike Hawkins and
Alexander Klemm, Institute for Fiscal Studies, June 2004.
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•

It increases the volatility of share prices. A recent paper analysing
share prices in France between 1995 and 1999 found that the hourly
range volatility of individual stocks increases by more than 30 per cent for
a 20 per cent increase in transaction costs. It concluded: “Higher
transaction costs in general, and security transaction taxes in particular,
should be considered as volatility-increasing.” 301

•

It harms the UK’s attractiveness as a financial centre and has led to
the growth of offshore funds based in centres such as Dublin and
Luxembourg. For example, Exchange Traded Funds were launched five
years ago in Europe. The average cost for trading equities in Exchange
Traded Funds in Europe is 44 basis points. Stamp duty levied at 50 basis
point therefore more than doubles the trading costs for Exchange Traded
Funds. This is despite the fact that some Exchange Traded Funds contain
no stampable securities. As a result, despite the UK’s dominant position
within the European financial services industry, London has only has 14 of
the 234 listed Exchange Traded Funds.302

•

It increases the cost of capital for UK business. Oxera has concluded
that that the abolition of stamp duty would lead to a reduction in the pretax cost of capital for companies of between 0.5 per cent and 0.8 per
cent.303 The IFS’s recent study on stamp duty and its effect on share
prices agreed that stamp duty may increase the cost of capital faced by
firms.304 Stamp duty is therefore having a negative impact on investment
by UK companies.

Other countries understand the problems caused by this tax and the benefits
which flow from the abolition of stamp duty on shares. Since 1999, the US,
Japanese, Australian and Swiss Governments have all either abolished or
reduced their comparable taxes. The UK now has the highest rate among the G7
countries.
Proposal 36

Stamp duties on UK share transactions should be abolished

This would probably boost share prices and consequentially everyone’s pension
funds and savings. It would also enhance the UK’s attractiveness as a financial
centre while decreasing the cost of capital for UK business.

301

The Role of Transaction Costs for Financial Volatility: Evidence from the Paris Bourse,
Journal of the European Economic Association, June 2006.
302
Morgan Stanley, Exchange Traded Funds – Q3 2005 Review, 25 October 2005.
303
Oxera, The Impact of the Abolition of Stamp Duty on the Cost of Capital of UK Listed
Companies, October 2003.
304
Stamp duty on shares and its effect on share prices, Steve Bond, Mike Hawkins and
Alexander Klemm, Institute for Fiscal Studies, June 2004.

104

Tax Reform Commission: Tax Matters

9 REFORMING TAX LAW
SYNOPSIS
There is too much UK tax law. Parliamentary scrutiny needs to be improved.
Lord (formerly Sir Geoffrey) Howe, the IFS Tax Law Review Committee and
the Hansard Society have all argued for establishing a body with an overall
remit to simplify and improve the direct tax structure. The legislative process
must also allow sufficient time for proper consultation. Changes to the way tax
law is made are a crucial part of the overall tax reform process.

9.1

A VISION FOR REFORMED PROCEDURES

Tax law suffers from four major problems:

•
•
•
•

There is too much of it.
There are shortcomings in the consultation process.
Scrutiny is seriously inadequate.
There is no political will to simplify taxation.

This chapter sets out a series of proposals to reform the way tax law is made.
They are crucial to any programme of tax reform. Even if all of the reform options
proposed in the other chapters were to be implemented tomorrow, new issues
would arise in the future. That is why the Commission believes it is essential to
improve the process of parliamentary scrutiny, to create a consistent semi-official
voice for tax simplification and to bring the sheer volume of tax legislation under
some sort of control. In addition, most tax legislation should reach Parliament
having been pre-approved by consultation. This would enable Parliament to
concentrate on the principles of tax law (which it is good at) and not at the details
of tax law (where its expertise is more limited.) These reforms build on the
excellent work already being done by the Tax Law Rewrite project. But there is
more to be done. Otherwise, tax will always tend to become less stable, less
simple and less fair.

9.2

THE PROBLEMS WITH THE CURRENT SYSTEM

9.2.1

Too much law

The call for streamlining the UK tax systems is not new. As long ago as the
sixteenth century Edward VI proclaimed:
“I would wish that … the superfluous and tedious statutes were brought
into one sum together, and made more plain and short, to the intent that
men might better understand them.” 305

305

Cited in report of Renton Committee, Cmnd. 6053, p.6.

105

Tax Reform Commission: Tax Matters

As has been shown above, the complexity of the system has been escalating.306
This is the result of many factors, including:

•

•

•

The current Chancellor’s desire to use the tax system to achieve particular
aims, coupled with a drive to increase tax revenues by extensive antiavoidance legislation. This creates a vicious circle, as the tax profession
responds to the Chancellor’s initiatives with ever more imaginative and
complex schemes and to which the Chancellor then in turn responds.
(Figure 24.)
The desire to minimise uncertainty in tax law has encouraged every
possible circumstance to be defined. One alternative would be to rely
more on principles and on the intention of the law. A former legal adviser
to the House of Commons has said: the ìdilemma ... [is] a choice between
two eminently desirable but mutually exclusive objectives, namely clarity
and certainty.î 307 Legislation in the UK has in recent times favoured the
latter whereas other countries have adopted a more principle-based
system.
For reasons of history, income tax is an annual tax which has to be
renewed each year by a Finance Act. This constitutional necessity has
allowed successive Chancellors to enjoy the ongoing opportunity to
amend the UK tax system on an annual basis. Few have resisted the
temptation to tinker; the current Chancellor arguably least of all.

Figure 31 A paradox: speed and complexity of recent
changes to tax system unprecedented - yet radical
reform still needed
Area\ Year of change

1993

1994

1995

1996

1997

1998
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2000

2001

Major rewrite / new tax law
Anti Avoidance
Revision of existing law
Changes due to EU law
2002

2003

2004

2005

Loan relationships
Forex
Financial instruments
Share schemes
Intangibles
CFC
Double tax relief
Substantial
shareholdings
Quarterly payments
Group relief
Transfer pricing
Stamp duty - property
Leasing
Films
Insurance

Source: Interviews with tax advisers and Damon Lambert, Business Tax Survey, 2005

306

See Sections 3.2.5, 6.2.3, 7.2.4 and 8.2.3 for detailed examinations of complexity in the tax
system.
307
Sir Charles Davis, Legal Adviser to the House of Commons Select Committee on European
Secondary Legislation providing evidence to the Renton Committee in 1975.
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•

Even legislation designed to simplify the tax system has been introduced
with unnecessary complexity. This makes it hard to apply in practice both
for the taxpayer and the Revenue. An example of such legislation is the
substantial shareholding exemption regime which compares unfavourably
with simpler equivalents in other jurisdictions.308

•

Secondary legislation and statements of practice have proliferated. The
House of Lords Select Committee on the Merits of Statutory Instruments
has expressed concerns about the way statutory instruments are being
used and has taken the decision to undertake an Inquiry into the
management of secondary legislation “to review the working practices of
Government, the House, and Committee so that the House and
Committee can most effectively scrutinise the merits of statutory
instruments and promote better regulation.” 309

9.2.2

Inadequate consultation

Consultation can and frequently does take place throughout the evaluation of
policy proposals. However, two problems recur:

•

Firstly, consultation is not, as one senior tax professional put it, always
“meaningful.” In other words, while Government may solicit opinion, it
does not always appear to take account of serious objections which are
raised. One consequence can be a need for further changes or guidance.
A case in point is the disclosure of tax avoidance schemes regime in the
Finance Act 2004. On this occasion, consultation took place. However, the
resulting note prepared by HMRC was, according to tax professionals, of
“poor quality, took into account none of the points raised in the
consultation, and gave the parties involved only 10 days to respond.” 310

•

Secondly, changes to the tax system can be proposed without any preconsultation at all. This appears to be happening more frequently. One
recent example of this is the decision to impose tax on two types of trust
(accumulation and maintenance and income in possession) in the Finance
Bill 2006. This was apparently made without any consultation. The
Chartered Institute of Taxation (CIOT) estimated that the change as first
announced would have led to an increase in tax revenue of £15 million but
would have cost ordinary families £250 million in advisers’ fees as they
sought to review and rewrite their wills.311

9.2.3

Parliamentary scrutiny is not good enough

Finance Bills do not receive sufficient or effective Parliamentary scrutiny. For
example, less than 5 per cent of the clauses and only three out of the 165 pages
(1.5 per cent) of the 2005 Finance Bill were fully discussed. The remainder of the
Bill was agreed without debate. The 2005 Budget policy decision with by far the
largest effect on the Government’s finances for 2005-06 was the change in the
timing of payments from North Sea oil revenues, which increased tax revenues for

308

Evidence provided to the Tax Reform Commission by the Law Society.
House of Lords Select Committee on the Merits of Statutory Instruments, Call for Evidence,
Inquiry into the management of secondary legislation.
310
Evidence provided to the Commission by a Big Four Accounting firm.
311
Press release from the Chartered Institute of Taxation – Spend a penny save a pound 10
April 2006 available at http://www.tax.org.uk. It is recognised that this proposal was changed by
the Government before the Bill was passed but this fact serves only to highlight the need for
consultation.
309
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the year by £1.1 billion. This was implemented by statutory instrument with no
parliamentary debate at all.312
Figure 32 Finance Bill permits insufficient consultation and
parliamentary scrutiny
Finance Bill

Typical
date

Finance Bill after proposals 37 and 39
Time available for debate

Date

Pre-budget
report

Nov or
Dec

~ 2 hours

Pre-budget
report

Nov or
Dec

Budget
statement

March

4 days. Bill only formally
presented after debate.
Economic focus not tax.

Budget
statement

March

April

1 day

Second
reading
Committee
stage

May to
June

Typically not more than
20 sessions (about 6-8
days)*

Report
stage

June or
July

2 days

July

1 day. Economic focus
as well as tax

House of
Lords

Second
reading

April

Committee
stage

May to
June

Report
stage

June or
July

House of
Lords

y All changes to tax
law with technical
content must be
proposed no later
than the PreBudget Report
y Time for proper
consultation

July

y Joint Parliamentary
Select Committee on
Taxation could draw
on experience
available in Lords
y Should report before
Standing Committee
y Should scrutinise
government
initiatives in form of
draft legislation or
detailed statements
of proposals

* Including 1-3 days on the floor of the house
Source: The Tax Journal, June 2003; IFS Tax Law Review Committee

Poor scrutiny arises for three main reasons:

•

Firstly, there is too little time. As Finance Bills are introduced in the spring,
they are effectively guillotined by the start of the summer recess.313 John
Whiting, a tax partner at PricewaterhouseCoopers and a former President
of the Chartered Institute of Taxation, estimated that parliamentary time
allocated to the 2003 Finance Bill required “one line of legislation to be
read, digested, debated, and agreed or amended every ten seconds of
available parliamentary time.” 314

•

Secondly, the House of Lords has no power to amend the Finance Bill.
Until recently the entire burden of scrutiny was left to the House of
Commons. Although in 2003 the Lords set up a sub-committee on the
Finance Bill, its terms of reference are limited. It has only a few weeks for
its work and aims to report in good time for the Report Stage in the
Commons: given the present timetable it could not report before Standing
Committee. Although it makes a significant contribution to the scrutiny
which the Bill receives, in practice an important source of legislative
expertise is not tapped as fully as it should be.

312

KPMG Submission to the Tax Reform Commission.
The provisional Collection of Taxes Act was introduced following Lloyd George’s clash with
the House of Lords in 1909 over his budget proposals. It ensured that the basic taxes could
continue to be collected whatever the arguments about structure or tax reform.
314
John Whiting, Who is scrutinising the Finance Bill?, The Tax Journal, June 2003.
313

108

Tax Reform Commission: Tax Matters

•

9.2.4

Finally, the quality of parliamentary scrutiny is open to improvement. For
example, in 1999, Robert Maas (a former chairman of the Tax Faculty of
the ICAEW’s Technical Committee) found that after 100 hours of debate
there were only seven changes – and these amendments were only of a
minor nature. He described the whole process as “almost a complete
waste of time.” 315 The IFS has come to the same conclusion.316

Unpopularity of simplification

There is a key problem facing attempts at tax simplification: it will be unpopular
with some taxpayers who lose privileges or pay more tax.
Simplification generally benefits the many at the expense of the few. It requires
the removal of special exemptions and reliefs. Some of these may have been
hard-won. Sometimes there is even a good justification for them. Interest groups
and beneficiaries can be relied upon to fight hard to retain them. It is easier to give
than to take away.
Governments therefore have little incentive to do anything about the complexity
caused by giving reliefs and exemptions. Indeed, while the demands on
government for exemptions and reliefs are constantly growing, there is no
countervailing force arguing for tax simplicity and predictability in the legislative
process. Governments have, therefore, typically only selected the more appealing
recommendations in previous proposed reforms. Examples of stalled reforms
include:

•

In 2001 and 2002 the Inland Revenue published several corporate tax
reform documents.317 A major proposal was to align taxable profit with
commercial profit. Since 2002 there has been no movement in this
direction at all.

•

This has also been true in the US:
“The landmark Tax Reform Act of 1986 (TRA) – a remarkable
accomplishment in many respects – fell short of its goal of simplicity [in
order] to meet the requirement of ‘revenue neutrality.’ TRA created several
complicated phase-outs and hidden taxes in order to raise revenue and
meet distributional targets.” 318
“Despite the clamour for simplification, the Department of Treasury and
the Internal Revenue Service rolled out 609 pages of final nondiscrimination regulations, containing their understanding of how Congress
meant five of the provisions of the Tax Reform Act of 1986 to operate in
practice.” 319

315

Robert Maas, Why Parliament fails taxpayers, The Tax Journal, 21 February 2000.
IFS’s Tax Law Review Committee, Making Tax Law, March 2003.
317
A Review of Small Business Taxation, Inland Revenue Technical Note, March 2001; Large
Business Taxation: The Government’s strategy and corporate tax reforms, HM Treasury and
Inland Revenue Consultation Document, July 2001; Reform of Corporation Tax: A consultation
document, HM Treasury and Inland Revenue, August 2002.
318
William G. Gale, Joseph A. Pechman Senior Fellow, Economic Studies, testimony to the
House Committee on Ways and Means, 17 July 2001.
319
New Regulations More Like Restraining Orders, David Langer, Pensions and Investments,
March 1992.
316
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9.2.5

Reforming tax law

Three different proposals for dealing with these problems are put forward. They
are divided into the following categories:

•
•
•

Improving consultation (Proposal 37)
Improving parliamentary scrutiny (Proposal 38)
Limiting and simplifying tax legislation (Proposals 39 and 40)

9.3

INSTITUTIONAL REFORM WILL IMPROVE TAX LAW

9.3.1

Improve consultation

The consultation process could be greatly improved by introducing a clear
framework and timetable for consultation.
Proposal 37 All changes to the tax law with any technical content to be
included in the annual Finance Act must be proposed no later than the
preceding Pre-Budget Report (unless in exceptional cases the Treasury can
make a convincing case for urgency)
Certain changes, such as the recent amendments to the taxation of pensions, can
be considered over a reasonably long period and consultation both in principle
and on the basis of draft clauses can take place. But in other cases, in particular
where forestalling would be an issue, a balance has to be found between allowing
time for consultation and having a long period of uncertainty before the change is
enacted. In these cases an announcement of the change in the Pre-Budget
Report (usually in November or December) would allow at least some time for
HMRC to undertake proper consultation without giving rise to too long a period of
uncertainty. Only in exceptional circumstances should a change with any technical
content be announced as late as Budget day (usually in March.)
The Office of Tax Simplification (see proposal 40) would have two roles in respect
of new legislation. In addition to providing its own view on the proposed
legislation, it would act as a referee on the consultation process. It would publicly
conclude whether consultations had been properly carried out.

9.3.2

Improve parliamentary scrutiny

Parliament’s supremacy is built on its successful assertion of the control of
taxation.320 If Parliament is to discharge its responsibilities it should therefore
attach the highest importance to pre-legislative scrutiny of, above all, Finance
Bills.321 However, as has been seen, this scrutiny is not currently adequate.
Although many members of the House of Commons bring real expertise to the
task, it is increasingly clear that the House of Commons is not capable of
providing sufficiently effective scrutiny of Finance Bills on its own.

320

See the Bill of Rights 1689, Article 4.
Select Committee on Modernisation of the House of Commons, The Legislative Process, 23
July 1997, HC 190 1997-98.
321
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As the IFS Tax Law Review Committee concluded:
“In relation to Parliament’s role in authorising appropriations, the Hansard
Society Commission concluded that the House of Commons fails to
scrutinise government expenditure in any systematic or effective way. In
the case of taxation, the unfortunate reality is that the House of Commons
fails to scrutinise the rules (if not the levels) of taxation in any real sense at
all.” 322
Proposal 38

Create a Joint Parliamentary Select Committee on Taxation

A Joint Parliamentary Select Committee on Taxation could draw on the
experience available within the Lords and build upon the work of the House of
Lords Finance Bill Sub-committee.323 It would also help to address the problem of
the time constraints faced by the House of Commons and should make its report
on the Bill before Standing Committee in the House of Commons. The Joint
Committee would have no power to initiate tax proposals. It would scrutinise
Government initiatives in the form of draft legislation, detailed statements of
proposals, any issue which was the subject of consultation or draft reports from
the Office of Tax Simplification. It would thereby be dealing with current tax
proposals rather than with legislation that was before Parliament for enactment.
Announcing proposals of a technical nature no later than the Pre-Budget Report
(unless the Treasury could demonstrate the need for greater urgency) would give
the Joint Parliamentary Select Committee on Taxation more time to consult. This
would further improve the process of parliamentary scrutiny.
A concern about the current consultative process is that responses are not always
listened to. However, at present it is not clear if it is because officials are
unsympathetic or because Ministers are rejecting the advice. If the Joint
Parliamentary Select Committee on Taxation takes evidence and makes
recommendations about matters subject to consultation, then Ministers would
have either to accept them or explain why they did not. This would further improve
the process of parliamentary scrutiny.
The current restrictions on the terms of reference of the House of Lords SubCommittee on the Finance Bill should not apply to the Joint Committee so that it
could study the rates and incidence of tax changes, but the interface with the
Treasury Select Committee of the House of Commons would need to be agreed.

9.3.3

Limit new tax legislation and simplify new tax law

Tax law is too extensive and too complicated. Primary legislation increasingly
appears to require HMRC interpretations, statements and clarifications. It needs to
be reduced and simplified. New law needs to be written in such a way that it does
not further complicate the system. The IFS Tax Law Review Committee proposed
“to build into the fabric of government tax policy work a body of people who will …
provide a focus in government for the need to accord simplification a higher tax
policy priority than heretofore has been the case.” 324
322

Paragraph 2.4, Making Tax Law, IFS Tax Law Review Committee Discussion Paper No. 3,
March 2003.
323
This idea is not new. It has been recommended by both Lord Howe (Hardman lecture 9
November 2002) and IFS’s Tax Law Review Committee in their paper, Making Tax Law,
published in March 2003. There are historical precedents for cooperation between the two
Houses (for example, the Joint Committee on Tax Law Rewrite Bills and the Joint Committee on
Human Rights.)
324
Paragraph 8.4, Making Tax Law, IFS Tax Law Review Committee Discussion Paper No. 3,
March 2003.
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The Commission therefore proposes that an office should be set up with that
specific task.
Proposal 39

Create an Office of Tax Simplification (OTS)

The Office of Tax Simplification would report to the Joint Select Committee on
Taxation. It would operate alongside and extend the work done by HMRC’s Tax
Law Rewrite project, which has rewritten a number of Acts relating to taxation to
make the legislation clearer and easier to use.
The OTS itself would be modelled on the National Audit Office (which reports to
the Public Accounts Committee), publishing reports and becoming an
authoritative, independent voice on tax law.325 It would have two primary
functions:

•

To review current tax law and make proposals for its simplification.

•

To examine proposed legislation to determine whether it is consistent with
the principles of tax law and whether it is reasonably simple.

The OTS could be funded by Parliament and would be made up of a mixture of
HMRC individuals and secondees from the private sector with relevant expertise.
Assuming the Tax Structure Office was staffed by, say, 20 HMRC individuals and
supported by 15 secondees, annual costs are estimated at £3 million or 0.1 per
cent of the Inland Revenue’s administration budget of £2.8 billion.326 This is a
fraction of the administrative savings which should result from simplification of the
tax system.
Government should feel itself under an obligation to consider the potential
economic impact of tax changes. The burden of proof should fall on those
proposing the tax change.
Proposal 40 All proposed changes to the tax law must be accompanied by
an Economic Impact Assessment
Economic Impact Assessments would be based on Regulatory Impact
Assessments (RIAs.) Though far from perfect, RIAs have helped improve analysis
of regulation in the UK economy.327 EIAs should do the same and provide a more
meaningful evaluation of the economic impacts than is to be found in RIAs. In the
preparation of the EIAs, the Government should be prepared to receive evidence
from external commentators concerning the costs and benefits of any proposed
changes. The Office of Tax Simplification could comment on, or perhaps even
conduct, each EIA.

325

It would have a similar purpose to the Tax Law Commission proposed by the IFS Tax Law
Review Committee.
326
Figures on Inland Revenue’s administration budget 2004 – see chapter 2.3.4. By way of
comparison the cost of the Tax Law Rewrite Project to HMRC in 2004-05 was just under £3
million. The project has 34 employees, of whom 29 are full time. Thirteen of these employees
are either secondees or working on fixed term contracts: Lords Hansard WA243 – 15 March
2006.
327
RIAs also briefly consider the implications of regulation on the Exchequer.
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10 A FLAT TAX IN THE UK?
SYNOPSIS
While theoretically attractive, moving directly to a “pure” flat tax in the UK
would not in practice be viable. Financing current levels of government
expenditure would require a flat tax rate which would entail either undue risk
with the public finances or major cuts in expenditure or a steep increase in tax
rates for the least well-off. Nevertheless, many of the features of flatter taxes –
simplicity, stability, a broader base, higher thresholds, fewer rates – can and
should be actively pursued.

10.1

WHAT IS THE FLAT TAX?

10.1.1 The concept of the flat tax
The idea of a flat tax is not new. Nor is it alien to UK-style tax and legal systems.
Versions of it have operated in Jersey since 1940, in Hong Kong since 1947 and
in Guernsey since 1960.
The first modern advocates of the flat tax were Robert E. Hall and Alvin Rabushka
in the US.328 At its core, their flat tax proposal has five main components:

•
•
•
•
•

A high personal allowance.
A flat (and low) rate income tax.
A flat (and low) rate business profit tax.
An end to all exemptions, reliefs and credits including reliefs on savings,
mortgages, charitable donations and interest payments.
Removal of all other taxes not classified as income or business profit tax
(for example inheritance tax, taxation on dividends, capital gains tax on
equities and tax on savings and investments).

Under Hall and Rabushka’s proposals, all income would be classified as either
wages (salaries and pension income) or business income (everything else
including self-employment.) Under the Hall-Rabushka plans everyone would have
to fill in the paperwork for both taxes. However, this would be reduced to two
postcard-sized forms: the personal income tax form and the business income tax
form.

328

They first published articles on the flat tax in 1981. See also Robert E. Hall & Alvin
Rabushka, The Flat Tax (Second Edition), Stanford, Hoover Institution Press, 1995.
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Figure 33 The Hall-Rabushka “postcard” tax returns
Individual Wage Tax

1995

Business Tax

1995

Name

Social security no.

Business Name

Employer Identification no.

Home address

Spouse social security no.

Street address

County

City, State and ZIP code

Principal Product

City, town, or post office, state and ZIP code

Your occupation
Spouse’s occupation

1 Wages and salary

1

1 Gross revenue from sales

1

2 Pension and retirement benefits

2

3 Total compensation (line 1 plus line 2)

3

2 Allowable costs
a) Purchases of goods, services, and materials
b) Wages, salaries and pensions
c) Purchases of capital equipment, structures and land

2a
2b
2c

4 Personal allowance
a) $16,500 for married filing jointly
b) $9,500 for single
c) $14,000 for single head of household

4a
4b
4c

3 Total allowable costs (sum of lines 2a, 2b and 2c)

3

4 Taxable income (line 1 less line 3)

4

5 Number of dependents, not including spouse

5

5 Tax (19% of line 4)

5

6 Personal allowances for dependents
(line 5 multiplied by $4,500)
7 Total personal allowances for dependents
(line 4 plus line 6)
8 Taxable compensation
(line 3 less line 7, if positive; otherwise zero)
9 Tax (19% of line 8)

6

6 Carry forward from 1994

6

7

7 Interest on carry forward (6% of line 6)

7

8

8 Carry forward into 1995 (line 6 plus line 7)

8

9

9 Tax due (line 5 less line 8, if positive)

9

10 Tax withheld by employer

10

10 Carry forward to 1996 (line 8 less line 5, if positive)

10

11 Tax due (line 9 less line 10, if positive)

11

12 Refund due (line 10 less line 9, if positive)

12

Source: The Flat Tax, Hall and Rabushka, Hoover Institution Press 2nd Edition 1995

10.1.2 Versions of the flat tax
Many variants of the flat tax have been proposed, and even implemented since
1985. The case for the flat tax has been made in the US by Democrats,
Republicans and by those of no party at all. It has actually been introduced (in one
form or another) by many Eastern European countries (Estonia, Lithuania, Latvia,
Russia, Serbia, Ukraine, Slovakia, Georgia, Romania and to a limited extent in
Poland) although not, yet, in any Western European country. Several US states
and some Western European politicians have also espoused it (not always with
much success, as Angela Merkel has discovered.)
There are two key “design-decisions” in implementing flat tax systems:

•

Should a flat tax have a high personal threshold or not?
-

Proponents have argued that the threshold for personal income should
be raised in a flat tax system. The rationale behind this approach is
that it removes the low-paid from income tax and introduces a
progressive element to the tax system without having multiple rates
and complexity.

-

In contrast, others have argued either for no or for a severely reduced
personal threshold. The rationale for this is that it is marginal tax rates
that are critical in encouraging work and that reducing or abolishing
the personal allowance would allow a significant reduction in marginal
tax rates.
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•

Should the flat tax system rigorously and systematically remove all
exemptions and reliefs and apply to all types of taxation or should it permit
a few exemptions to remain (e.g. for savings) and not cover all forms of
tax?
-

The original Hall-Rabushka plan was bold, with proposals to end tax
breaks for contentious issues in the US – mortgage payments and
charitable giving, for example. However, it took no account of social
security payroll tax. This was for two reasons. Firstly, it is already
essentially flat for most people in the US. Secondly, it is entirely
hypothecated to fund the US state pensions system.

-

In contrast, in countries with more complex social insurance schemes
(such as the UK) many have argued that the social insurance system
needs to be folded into an overall (flattened) tax system. The flat tax
schemes that have been implemented in Eastern Europe, however,
have not covered the extensive social security contribution
arrangements and employment taxes that exist. Headline flat tax rates
can be misleadingly low and can conceal wide variations in total
taxation.

10.1.3 The advantages of the flat tax
Proponents of a flat tax, such as Allister Heath in Flat Tax: towards a British
model, have argued that:329

•

The flat tax could increase wealth and economic growth. By lowering
marginal rates, the flat tax increases incentives to work and invest,
reduces the deadweight cost, makes a country more attractive for
international investment and thus increases economic growth (and tax
takes).
-

Lowering marginal tax rates produces a disproportionate gain in posttax income. For example, reducing the UK top rate of tax from 41 per
cent to 35 per cent would result in a 10 per cent increase in post-tax
earnings. Tax reductions of this nature increase the supply of labour
by encouraging more work and greater entrepreneurialism and by
tempting new workers into the labour market. The extent of this impact
is disputed. However, its existence is increasingly empirically clear.330
A parallel argument applies to capital investment or investment in
training and education. All pay for themselves much more quickly with
a lower marginal rate.

-

A (low) flat tax makes countries more attractive to foreign
entrepreneurs and investment. This is because low taxes encourage
inward investment and encourage skilled migrants.

-

A flat tax could therefore boost economic growth. In Eastern Europe,
there is a strong correlation between the introduction of some form of
flat tax and improved economic growth rates. Eastern European
countries with a flat tax, whose number has grown continually since
1994, have enjoyed annual average growth of 5.3 per cent since 1995
compared with 2.6 per cent for the non-flat tax Eastern European
countries. (Clearly other factors beside tax are at work here and less
developed economies typically have more scope for faster growth.)331

329

Flat Tax: towards a British model, Allister Heath, February 2006, contains a detailed
exposition of the arguments in favour of a flat tax, as well as an extensive literature review.
330
For more discussion of this theory and academic evidence, see Chapter 2.1.1 and 2.1.2.
331
World Economic Outlook, IMF, 2002 and 2005.
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-

The combination of enhanced growth, increased inflows of
international capital and skilled labour means that the reductions in tax
rates do not reduce a Government’s revenue by as much as some
have predicted.

•

The flat tax could make the system simpler. With fewer taxes and
exemptions, a flat tax would be simpler and cheaper to administer. It
would also profit from less fraud and tax avoidance. Significantly, in
transition economies, the grey economy is significant – around 40 per cent
of GDP. In countries like the UK it is closer to 10 or 12 per cent.332 The
Treasury has nevertheless conceded that “the lack of credits and
exemptions in a flat tax structure should lead to a significant reduction in
avoidance and evasion as potential loopholes are eliminated.
Furthermore, the reduced ability to evade the tax structure broadens the
tax base as grey economies are encouraged to join the open economy.
The subsequent increase in compliance therefore results in an overall
increase in tax revenue yielded.” 333

•

The flat tax could make the system fairer and less distorting. The
better-off and the better-advised benefit most from the multiplicity of reliefs
and exemptions. By ending exemptions, cutting rates and increasing the
personal allowance, the least well-off actually gain from a flat tax system
in both the short-term and in the long-term (due to greater economic
growth.) A flat tax with a substantial personal allowance is also fairer
horizontally so that different interest groups are not benefited and irrational
distortions are not introduced into decision making:

•

-

For example, in the UK at present the least well-off actually pay a
higher proportion of their income in tax than the most well-off. The
least well-off 10 per cent pay of the population pay 37.3 per cent of
their income in direct or indirect tax. The richest 10 per cent pay 35.5
per cent. This is largely because of VAT. It is also because income tax
applies on incomes over only £5,025, meaning that the bottom 10 per
cent pay (on average) £498 in income tax and national insurance. This
amounts to 15 per cent of their original pre-benefit income.334

-

By contrast, a flat tax with a high threshold would take nearly all of this
group out of direct taxation altogether. This is not regressive.

The flat tax could be more stable. Exemptions and complexity tend to
encourage instability – particularly in corporation tax receipts as taxpayers
find ways round high tax rates which are then closed off, leading to further
avoidance steps, further anti-avoidance legislation and so on.

332

F Schneider cited in A. Heath, Flat Tax, 2006, p. 60.
Flat Taxes, HM Treasury, 2005.
334
Table 8, The Effects of Taxes and Benefits on Household Income 2004-05, Economic
Trends, Office for National Statistics, May 2006.
333
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10.1.4 The disadvantages of the flat tax
Other commentators, such as Brian Reading and Charles Dumas of Lombard
Street Research, have argued that a flat tax is not the right solution.335 There are
six basic arguments made against the flat tax:336

•

A flat tax could be regressive. It eschews staggered, increasing rates
and it removes credits or exemptions designed to help the least well-off.
This argument is unconvincing. It is obviously true that under a flat tax,
those on higher income would pay tax at a lower rate. But this does not
make it regressive. There are two major flaws with this argument:
-

Wealthy people could well end up paying a higher proportion of overall
taxation, as the table below shows:

Table 10.1 Cutting top marginal income tax rates can increase income tax
revenue paid by wealthy
Tax Cut

Top rate income tax cut,
per cent

Share of income tax receipts paid by
top rate payers, per cent

US: 1963-65
US: 1981-88
UK: 1979-88

91 to 70
70 to 28
83 to 40

12 to 15
48 to 57
337
35 to 42

Sources: Lowering Marginal Tax Rates: the key to pro-growth tax relief, Daniel J. Mitchell,
Heritage Foundation, May 2001; Flat Tax: the British case, Andrei Grecu, Adam Smith Institute,
2004
-

•

•

Most flat tax proposals also involve raising the personal allowance and
actually reducing taxation for the poorest sections of society.

A flat tax could impair a Government’s ability to manage the
economy. Again the Treasury has argued that one core advantage of tax
credits or exemptions is that “they can be designed to encourage or direct
economic activity as the Government sees fit.” There may be some truth in
this point but it does not seem relevant or important. Clearly, tax
exemptions can be used to encourage specific activities or sectors. The
most notable recent example is the introduction of taper relief which has
provided an important incentive for entrepreneurs and the Private Equity
industry. Longer lasting reliefs have also been used to encourage savings
and charitable donations. There are two problems with this argument:
-

Firstly, the evidence that the Government’s “encouragement” of certain
industries is more effective than a system of generally low taxation and
regulation is far from convincing.

-

Secondly, if a Government wants to keep a small number of
exemptions (for example to encourage charitable giving) having a
‘near pure’ flat tax does not contradict the basic advantages of a flat
tax.

A flat tax might not simplify the tax system. The OECD, the Treasury
and think-tanks such as the CPS have all argued that reducing the
number of rates would do little, in itself, to simplify the tax system: “having
a progressive rate schedule with a reasonably low number of income

335

Flat Tax: An Idea Whose Time Has Gone, Brian Reading and Charles Dumas, Lombard
Street Research Monthly Economic Review, September/October 2005.
336
These arguments were made by the Treasury in its papers on the flat tax released under the
Freedom of Information Act: Flat Taxes, HM Treasury, 2005. They have been excellently
summarised in A Heath’s Flat Tax.
337
42 per cent in 1990.
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brackets is probably not much more complex than having a single rate
from an administrative point of view.” This is true. But it is not in itself an
argument against the flat tax:
-

It is true that reducing the number of rates is not all that is necessary
to simplify the system. However, ending some tax exemptions,
equalising the treatment of different types of income and reducing or
ending double taxation (all necessary parts of conventional flat tax
proposals) all do significantly simplify the tax system.

-

There is also no reason why other simplifying proposals (for example,
moving to an accounting basis) could not be promulgated at the same
time.

•

The flat tax might not lead to dynamic effects and economic growth.
This argument is increasingly hard to sustain in the face of mounting
empirical evidence that tax cuts increase economic growth. See Chapters
2 and 4.

•

It is not possible to rely on the experience of Eastern Europe. It is
argued that the potential for economic growth, the reduced reliance on
income tax and the larger size of the grey economy all make experience in
Eastern Europe not directly applicable to UK tax policy. This is a
reasonable point. It would clearly be naïve to expect tax changes in the
UK to have an identical impact to tax changes in an emerging economy.

Another argument may be far more important and substantive.

•

It could be difficult to introduce a flat tax in an economy where
government spending is at a high level. Given that public spending is
above 40 per cent of GDP in the UK at present, a flat tax rate that
replaced all other taxes would have to be set at a rate of around 40 per
cent, which is above that currently paid by the majority of taxpayers. It
would not be economically desirable or politically feasible to introduce a
flat tax that entailed a significant tax rise for most people:
-

This point has been made several times recently, not least by Dr Alvin
Rabushka when giving oral evidence to the Commission.

-

A paper by the Joseph Rowntree Foundation found that a revenueneutral restructuring of the tax system to ensure that everyone faces
the same marginal tax rate, including national insurance contributions
and the effect of tax credit withdrawal, would mean a flat tax rate of 46
per cent.338

-

A paper by the Policy Institute think-tank in Scotland calculated that
the flat tax rate would have to be set at 44 per cent to raise the same
revenue as is currently raised by income tax and national insurance.339

-

This argument was also made by Allister Heath, who wrote: “The huge
and growing size of the British state is the biggest single challenge for
tax reformers. In theory, a flat tax of 44.8 per cent would be required
on all forms of income to pay for current levels of spending; this would
mean a 44.8 per cent tax on all earnings for work and all profits. The
only way is for the government to hide as much of this tax burden as
possible by using less visible taxes such as value added tax ….
Unlike in the US, where it is quite easy (in pure economic terms,

338

Flatter Taxes: rich giveaway or new deal for poor?, Donald Hirsch, Joseph Rowntree
Foundation, August 2006.
339
Flat Taxes: the case for radical tax reform, John Chown, Policy Institute, June 2005, p.11.
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leaving politics to one side) to design a flat rate tax on income and
profits that is both very low and immediately revenue neutral, without
any need to cut or freeze public spending, it is simply not possible to
do so in the UK.” 340

10.2

WHERE HAS A FLAT TAX BEEN INTRODUCED AND WITH
WHAT IMPACT?

10.2.1 Overview
Although many of the small or emerging economies are not similar to that of the
UK, the subsequent economic success of all countries that have moved to a flat
tax system is striking. The main flat tax economies are listed in table 10.2.
Table 10.2 Introduction of a flat tax – examples
Year

Country

Personal
income*

Corporate
income*

Comments

1940

Jersey

20 per cent
flat rate

20 per cent
flat rate

•

Allowances for single
married
individuals,
allowances for children
dependent relatives

•

No double taxation of dividends
or interest payments

•
•

No tax on capital gains or VAT

•

No taxation of stock dividends,
capital gains

1947

Hong Kong

1960

Guernsey

1994

Estonia

1994

Lithuania

1995

Latvia

340

16 per cent
flat rate

20 per cent
flat rate
26 per cent
flat rate when
introduced;
now 22 per
cent flat rate

33 per cent
flat rate
25 per cent
flat rate

17.5 per cent
top rate

20 per cent
flat rate
0 per cent for
retained
profits; 26
per cent top
rate for
distributed
profits
15 per cent
top rate
15 per cent
top rate

and
and
and

Individuals may choose a
progressive tax system between
2 and 20 per cent on income
adjusted for allowances or a flat
16 per cent tax on gross income

•
•

No VAT or payroll tax

•

Ignored IMF advice to increase
graduated tax rates in 1994

•

Personal income tax rate
lowered to 22 per cent and
legislation ratified to lower
further to 20 per cent in 2007

•

Corporation tax cut from 19 per
cent in 2003 to 15 per cent in
2004

Same tax code as Jersey

Flat Tax: towards a British model, Allister Heath, February 2006.
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2001

Russia

13 per cent
flat rate

24 per cent
top rate

•
•

Corporation tax reduced from
35 per cent to 24 per cent in
2002
Inheritance tax abolished on 1
January 2006

2003

Serbia

14 per cent
flat rate

10 per cent
flat rate

•

Lowest corporate profit rate in
Europe (except for Estonia’s 0
per cent rate for distributed
profits)

2003

Ukraine

25 per cent
top rate

•

Top rate of corporation tax
reduced from 30 per cent to 25
per cent

2004

Slovakia

13 per cent
flat rate
although the
rate will rise
to 15 per
cent
19 per cent
flat rate

19 per cent
flat rate

•

A fully comprehensive flat tax
system

•

A unified VAT rate of 19 per
cent further simplifies the
system

2005

Georgia

2005

Romania

12 per cent
flat rate
16 per cent
flat rate

20 per cent
flat rate
16 per cent
flat rate

* Does not include social security contributions and employment taxes.
Sources: Flat Tax: towards a British Model, Allister Heath, 2005; unpublished work by Reform,
2005

10.2.2 Eastern Europe
Many other factors beside taxation clearly influence GDP growth. Yet the IMF data
is clear: countries with a flat tax, whose number has grown continually since 1994,
have enjoyed annual average growth of 5.3 per cent since 1995 compared with
2.6 per cent for the non-flat tax countries.341

•

Baltic countries
-

•

Since Estonia and Lithuania introduced flat taxes in 1994, and Latvia
introduced a flat tax in 1995, real GDP growth in these three countries
has averaged around 6 per cent.342

Russia
-

GDP growth has averaged 6 per cent from 2001 to 2005, compared
with 1.8 per cent in the five years preceding the introduction of the flat
tax.343

-

Four years after the implementation of the flat personal income tax,
total real receipts from the personal income tax have risen by more
than 100 per cent. After adjusting for inflation, personal income tax
revenue increased 25.2 per cent in 2001, 24.6 per cent in 2002, 15.2
per cent in 2003 and 14.4 per cent in 2004. The share of government

341

World Economic Outlook, IMF, 2002 and 2005.
World Economic Outlook, IMF, 2002 and 2005.
343
World Economic Outlook, IMF, 2002 and 2005.
342
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revenue received from personal income tax rose from 12.1 per cent in
2000 to 17 per cent at the end of 2003.344

•

Ukraine
-

•

10.3

Following annual average real GDP growth in the Ukraine of 2.5 per
cent in the six years preceding the introduction of a 13 per cent flat tax
in 2003, growth between 2003 and 2005 averaged 9.5 per cent.345

Slovakia
-

For the six years preceding the flat tax reform, real GDP growth
averaged 3.4 per cent. In 2004, growth was 5.5 per cent and was
expected to be 4.8 per cent in 2005.346

-

Ivan Miklos, former Finance Minister and Deputy Prime Minister of
Slovakia, wrote in the Financial Times: “Many say Slovakia now has
one of the simplest, most transparent, and least distortive tax systems
in the world. It is much more conducive to economic activity than the
old one, as both work and investment are now taxed much more lightly
than in most countries. And our tax revenues have not decreased at
all, partly because the reform eliminated most of the incentives and
opportunities for tax avoidance, partly because lower direct taxes were
offset by higher indirect taxes. The new Slovak tax system has been
particularly popular with German companies. It has made Slovakia an
even more attractive destination for their investment. Yet it has also
contributed indirectly to the improved competitiveness of the German
economy. For example, the concern that jobs would move east
became one of the main incentives for liberalisation of labour relations
in the German corporate sector. The first results of these changes are
already visible – leading German companies recorded a dramatic
increase in export performance and profitability last year.” 347

WHAT ARE THE PROPOSALS IN THE UK?

10.3.1 Overview of published proposals
Many different proposals have been made for a flat tax in the UK. The published
proposals, which include cost estimates together with their key features, are set
out in the below.
While each of the published proposals is different there are two common themes:

•

Substantial rise in the personal allowance. The level differs but tends to
be above £7,000.

•

Significant cost. With the exception of Patrick Minford’s proposal, each of
the proposals which recommend a flat rate below 30 per cent result in a
decline in tax revenues of at least £35 billion.348 This makes them
practically difficult to implement.

344

The Flat Tax at Work in Russia, Alvin Rabushka, Hoover Institution, 18 February 2003, 26
April 2004, 26 January 2005.
345
World Economic Outlook, IMF, 2002 and 2005.
346
World Economic Outlook, IMF, 2005.
347
Financial Times, 23 March 2005.
348
Patrick Minford’s approach overcomes this problem by assuming £72 billion of benefits will
accrue from growth. Crucially he also charges the imputed rent on housing which adds a further
£33 billion to Exchequer revenues.
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CGT – Capital gains tax
IHT – Inheritance tax
NIC – National Insurance Contributions
IHT – Inheritance tax
VAT – Value added tax

Figure 34 Recent published flat tax
proposals for the UK
Issue

Richard Teather

John Chown

Edward Leigh

Allister Heath

Patrick Minford

Flat rate

22% - income and
capital

• 44% - earned
income
• 22% unearned
income

22% - income

28% - income
(pensioners at 22%)

15% - consumption

Personal allowance
threshold

£12,000

£ 6,985

£10,000

£ 9,000

£7,185

Assumptions on
growth and removal
of reliefs/
exemptions

• No specific
assumptions on
growth
• £12bn from
removal of
reliefs/
exemptions

• £10bn per
year within
two years
• Removal of
reliefs not
specifically
costed

• Not specific
assumptions
on growth
• Removal of
reliefs not
specifically
costed

• £17bn per year within
three years
• £9bn from removal of
reliefs/ exemptions

• £ 72bn from increased
growth
• Removal of reliefs not
specifically costed

Other

No change to NIC,
IHT, CGT or VAT

NIC abolished as
included in flat
rate

• Corporate tax rate
28% on profits >
£300,000.
• No taxes on
dividends, capital
gains, inheritance tax
and interest payments
• NICs included in the
flat rate of income tax

• Extend VAT across all
categories.
• Abolish CGT, IHT and
stamp duty.
• Uncap NIC for employees.
• Reduce tax credits.
• Tax on imputed rent from
owner occupied housing
(raises £33bn)

Expected
benefit/(cost)

(£35bn)

(£ 10bn)

(£ 43bn)

£47bn*

(£43bn)

Sources: Richard Teather (Adam Smith Institute), John Chown (Policy Institute), Edward Leigh (Cornerstone Group), Allister
Heath, (Tax Payers Alliance), Patrick Minford, (CPS)

10.3.2 Possible problems with introducing a flat tax in the UK
In oral evidence to the Commission, Alvin Rabushka (the ‘f ather’ of the flat tax)
pointed out that it would be difficult to introduce a flat tax in the UK because of the
current high level of government expenditure. He outlined five potential options,
each of which has considerable problems:

•

The first option is to accept the current level of government expenditure
and to have a high flat rate, probably in excess of 30 per cent. In
economic terms the main problem is that for the full benefits of the flat tax
to be realised the rate has to be relatively low. The practical problem is
that a headline flat rate in excess of the current basic rate of income tax of
22 per cent results in many losers. It is therefore not a realistic option.

•

The second option again accepts the current level of government
expenditure but increases the revenue raised by the introduction of a flat
tax. This is done through having a minimal level of personal allowance and
removing some of the “sacred cow” exemptions such as incentives for
savings and pensions. Practically such a proposal is unrealistic as it would
create a significant number of losers, particularly among the least well-off.

•

The third option is to raise additional revenue through other taxes such as
an extension of, or increase, in the rate of VAT. As a sales tax VAT is
regressive. Any increase in it has a disproportional impact on the poor.
Increasing VAT at the same time as reducing the top rate of tax, as would
be required under a flat tax proposal, is thus impractical.

122

Tax Reform Commission: Tax Matters

•

The fourth option is to bridge the gap by deficit financing which will be
repaid as the dynamic effects are realised. While there is now a broad
consensus among economists that dynamic effects will occur, there is still
uncertainty over their timing and magnitude. It is therefore not considered
practical.

•

The fifth option is to reduce the level of public expenditure. This is
considered by other proponents of a UK flat tax.349 However, it is not
within the remit of the Commission to analyse and recommend
expenditure reforms of this magnitude.

10.3.3 Possible impact of a flat tax in the UK
Were it possible to introduce a flat tax in the UK, the Commission believes that a
flat tax would have a positive impact on the UK economy and on the simplicity,
stability and fairness of the UK tax system. The main benefits would arise from:

•
•

An increase in wealth and economic growth.
A reduction in the cost of the tax system (both the administrative cost of
HMRC and the regulatory burden imposed on UK taxpayers).

A further potential benefit which arises from a simple system such as a flat tax is
that if the system is sufficiently transparent the opportunity to raise tax revenues
through stealth taxes is removed.

10.4

RECOMMENDATIONS

The theoretical arguments in favour of flat or flatter taxation are convincing. They
are buttressed by an impressive array of practical experience. A flat tax is not
necessarily either regressive or unjust – quite the opposite. A proposal with a high
personal threshold can take the low-paid out of taxation. However, a flat tax would
currently be impossible to introduce to the UK at the current level of state
expenditure – even if large dynamic effects could be safely projected.
Nevertheless, the debate on a flat tax has highlighted the important changes
which need to be made to the UK tax system:

•

At one level, flat tax (with a high personal allowance) is an argument for
low and simple taxation.

•

The removal of all anti-avoidance legislation is probably unrealistic. Nor
will complex financial instruments and cross-border corporations ever be
manageable without detailed treatment. If this is not provided in statute, it
will simply be provided in common law, regulations or guidance. The
extreme ‘2 postcards’ format flat tax is not viable in the UK – although
more complex variants have much to recommend them.

349

For example Richard Teather makes reference to £35 billion of efficiency savings highlighted
by the James Review, and the £81 billion of savings identified by the Taxpayers’ Alliance, See A
Flat Tax for the UK – A Practical Reality, Richard Teather, Adam Smith Institute, 2005.
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•

The Commission has reservations about some ideas contained in some
flat tax schemes. For instance, ending all tax on savings income seems a
rather naïve solution to double taxation and liable to lead to substantial tax
avoidance.

•

There is also a problem with moving straight to a flat tax in economies with
high levels of public expenditure. Without major cuts in expenditure, wide
extension of the tax base to the poorest in society and/or sales tax
increases (which are limited under EU law) it would be difficult to set a UK
‘flat rate’ confidently at a level which would be effective in encouraging
increased enterprise without taking undue risk with the public finances.

•

The Commission therefore takes the view that (while theoretically
attractive) moving directly to a ‘pure’ flat tax in the UK now would not (in
practice) be a viable route to making tax lower, fairer, simpler and more
stable. Complete flattening of all rates cannot be the first step on the route
to a fully reformed tax system.

•

However, many of the other elements which are part of the traditional flat
tax programme (simpler, more stable, broader base, higher thresholds,
fewer rates) can and should be actively pursued. These can be expected
to increase economic growth and pay for further tax cuts over time.

•

Once these are achieved, and as future growth permits tax cuts, a priority
should be to lower marginal rates and build a flatter, more stable and
simpler system over time. This is essential, in the context of international
competition where the UK’s position is declining.
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PART III – MOVING FORWARD
“Back in the late 1990s when, as Ireland’s Minister of
Finance, I started cutting taxes, many people feared
that the loss of revenue to the Exchequer would be
massive and that the policy would have to be
abandoned. But the opposite happened. Far from the
policy causing an erosion of the Exchequer’s revenue
stream, reduced tax rates generated higher economic
activity, greater taxpayer compliance and a surge in
the tax take for the Exchequer.”
Charlie McCreevy
EU Commissioner for the Internal Market and Services
and former Irish Finance Minister.350

350

Foreword to The Case for Reducing Business Taxes, Charlie Elphicke and William Norton,
Centre for Policy Studies, February 2006.
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11 CONCLUSIONS AND NEXT STEPS
SYNOPSIS
The UKís tax burden is increasing, its international competitiveness is falling
and the level of complexity in the system is unsustainable. This is now
beginning to impair the economy of the nation. Without reform, it will get
worse. If Britain is to remain a prosperous nation with a high standard of living,
tax reform is urgently required. The 40 proposals in this report are an
affordable and achievable step in the right direction.

11.1

APPROACH TO REFORM

It would not be possible to implement all 40 of the proposals listed in this report
overnight. Many require extensive consultation and legislation. Others would be
best introduced on a phased basis. The great majority of the reforms could,
however, be completed within a single four or five year Parliament.
It has been demonstrated that these proposals would have a beneficial impact on
the UK economy. However, in the absence of any dynamic model for the UK
economy, it is not possible to quantify this impact with absolute certainty. All that
can be done is to calculate the immediate cost of the proposals (i.e. to ignore any
dynamic impact they might have on economic growth and the resultant change in
government revenues.) On this basis, the complete menu of 40 proposals would
ìcostî the Treasury around £21 billion.351 This represents around 1.5 per cent of
GDP.
Almost all these reforms could be implemented over a four or five-year
Parliament. The trend growth rate for GDP is around 2.5 per cent a year, which
compounds to nearly 10.5 per cent over four years. The static cost of these
reforms is therefore modest, particularly if the fruits of economic growth are to be
shared between lower taxes and strengthened public services.
The precise timing of their introduction is of course a matter for the Government of
the day. There are of course many ways in which the proposals could be implemented. Economic and fiscal conditions, and political priorities, will influence the
speed of reform. What should not be in, doubt, however, is the final destination.

11.2 A VISION FOR THE FUTURE
What might a reformed tax system look like at the end of a period of tax
reform?

•

It would not be a flat tax system. There would still be more than one tax
rate.

•

It would, however, be a much flatter system - and with lower rates. Basic
rate tax (for earned and unearned income), the small companies rate and
main corporation tax rate would be 20 per cent - and would be expected
to fall further.

351

This does not include proposals 6,14 and the second part of proposal 18 which should not
be implemented immediately.
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•

At least 2.5 million fewer low-paid people would pay income tax. The basic
rate threshold would start at a higher rate than now.

•

More middle income earners would pay the basic rate only. In the medium
term, the higher rate threshold would increase substantially. The higher
rate of income tax would also be expected to fall in the medium term.

•

The tax system would be much simpler. The great majority of reliefs,
allowances and exemptions – such as relocation relief or the professional
subscriptions allowance – would have been abolished. Some allowances
(to meet the need, for example, to encourage pensions and other longterm savings) would, however, remain.

•

National insurance would have been aligned with income tax to the benefit
of small companies up and down the country.

•

The main corporation tax rate would be lower and more competitive
internationally.

•

The tax system would make the UK a more attractive place to domicile
companies and to book profits.

•

Company taxes would be calculated according to accounting profits, just
like profits for any other purposes – instead of the current complex
schedular system.

•

Inheritance tax would have been abolished and replaced by a capital
gains tax on death (from which family homes would be exempt.)

•

The Government would have a clear understanding of the probable impact
on the economy of any tax changes.

•

There would be far more pressure both within and beyond Government to
keep the tax system simple and stable.

11.3 RECOMMENDATIONS FOR FURTHER WORK
The proposals listed in this report should only be the start of a long process of
research into tax reform. There is certainly more analysis to do to plan out a major
programme. Areas for further research should include:

•

A study to recommend reform of the tax credits system;

•

A line-by-line review of all income tax reliefs and exemptions;

•

A detailed analysis of the process for moving to an accounts-based
system and the transitional rules which would be necessary;

•

A detailed review of proposals to simplify corporate taxation such as
introducing a participation exemption or a General Anti-Avoidance Rule;

•

The creation of a dynamic model of the economy by a panel of economists
and tax experts; and

•

A further review to consider how the tax system can best encourage
savings.
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11.4 CONCLUSION
The UK’s tax burden is increasing, its international competitiveness is
falling and the level of complexity in the system is becoming unsustainable.
Tax reform is urgently required.
Tax reform can work. The economies of other countries have benefited
greatly from similar programmes of reform. Many are now developing lower,
simpler, more stable tax systems against a background of budget surpluses
and rising tax receipts. Early and bold Treasury reform has also been
successful in the past in the UK. Sir Geoffrey Howe’s abolition of foreign
exchange controls in 1979 and Gordon Brown’s granting of independence to
the Bank of England in 1997 to set interest rates are two recent prominent
examples.
The prize is the same today. Reform may not be easy. But the long-term
competitiveness of the British economy, and the quality of life of all its
citizens, now depend on a successful transformation of the British tax
system.
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Appendix A1

RECENT INTERNATIONAL TAX REFORMS
Table A1 lists major reforms in the last few years, other than those described in
chapter 4. It does not cover earlier tax reforms, such as New Zealand’s in the
1980s or Sweden’s in the early 1990s. It does include all flat tax systems.
Table A1 International Tax Reforms
Country

Simplification and fairness

Rate reductions

Austria

Income tax thresholds were raised
in 2005. Someone earning the
average wage faced a combined
income tax and social security
marginal rate of 49.7 per cent in
2004, which fell to 44.9 per cent in
2005.

•

Belgium

Canada

Federal income tax rates have
fallen for those on lower incomes.
The federal rate for the first
C$30,000 of income fell from 17
per cent in 2000 to 15 per cent in
2005. Federal rate for the next
C$30,000 of income fell from 26
per cent in 1999 to 22 per cent in
2001.352

Czech
Republic

•
•

Corporation tax reduced from 34 to
25 per cent in 2005.
Combined dividend tax rate
reduced from 50.5 to 43.8 per cent
in 2005.
Basic and lower income tax rates
reduced from 31.7 and 27 per cent
in 2004 to 30.4 and 26.8 per cent
in 2005 although higher rate raised
from 35.3 to 37.5 per cent.

•

Corporation tax reduced from 40.2
to 34 per cent in 2003.

•

Combined dividend tax rate cut
from 49.1 to 43.9 per cent in 2003.

•

Top rate of income tax reduced
from 63.3 per cent in 2001 to 53.5
per cent in 2003.

•

Corporation tax reduced from 44.6
per cent in 2000 to 36.1 per cent in
2004.

•

Combined dividend tax rate fell
from 62.5 per cent in 2000 to 56.1
per cent in 2004.

•

Federal Goods and Services Tax
fell from 7 per cent to 6 per cent in
July 2006.353

•

Corporation tax reduced from 31
per cent in 2003 to 24 per cent in
2006.

•

Combined dividend tax rate fell
from 41.4 per cent in 2003 to 37.1
per cent in 2005.

352

Tax rate tables, Canada Revenue Agency,
http://www.cra-arc.gc.ca/tax/individuals/faq/taxrates-e.html.
353
Budget 2006, Department of Finance Canada,
http://www.fin.gc.ca/budtoce/2006/budliste.htm.
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Country

Simplification and fairness

Rate reductions

Denmark

Changes to income tax and social
security
contributions
have
reduced the marginal tax rate
facing a person earning two-thirds
of the average wage from 50.7 per
cent in 2000 to 42.9 per cent in
2004.
Introduced 26 per cent flat
personal and corporate income
tax in 1994. Tax rate for profits reinvested in Estonia is 0 per cent.

•

Corporation tax reduced from 34
per cent in 1998 to 28 per cent in
2005.

•

Combined dividend tax rate fell
from 60.1 per cent in 2004 to 59
per cent in 2005.

•

Flat tax rate was reduced to 22 per
cent in 2006 (23 per cent for
personal income) and will fall to 20
per cent in 2007.

Changes to income tax and social
security
contributions
have
reduced marginal tax rate facing a
person earning two-thirds of the
average wage from 52.4 per cent
in 2000 to 38.9 per cent in 2005.
For someone earning the average
wage the marginal rate has fallen
from 48 per cent in 2000 to 44.1
per cent in 2005.
The marginal tax rate faced by a
person earning two-thirds of the
average wage has fallen from
33.2 per cent in 2002 to 32.6 per
cent in 2005, while the rate faced
by a person on the average wage
fell from 39.1 per cent in 2002 to
36.8 per cent in 2005.

•

Corporation tax reduced from 29
per cent in 2004 to 26 per cent in
2005. However, the combined
dividend tax rate was raised at the
same time from 29 per cent to 37.8
per cent.

Estonia

Finland

France

Guernsey

Germany

20 per cent flat tax on personal
and corporate income introduced
in 1960. No dividend taxation, no
tax on interest payments, no
capital gains tax, no VAT.
Changes to central government
income tax and social security
contributions have reduced the
marginal tax rate facing someone
on two-thirds of average earnings
from 54 per cent in 2000 to 51.3
per cent in 2005, while for
someone on average earnings the
marginal rate fell from 60.4 per
cent in 2004 to 57.8 per cent in
2005.

•
•
•

Top marginal income tax rate
reduced from 55.2 per cent in 2000
to 50 per cent in 2006.
Corporation tax reduced from 41.7
per cent in 1998 to 34.4 per cent in
2006.
Combined dividend tax rate
reduced from 63.2 per cent in 2000
to 55.9 per cent in 2005.

•

Top marginal income tax rate fell
from 61.3 per cent in 2000 to 51
per cent in 2006

•

Corporation tax reduced from 52
per cent in 2000 to 38.9 per cent in
2001.

•
•

Combined dividend tax rate
reduced from 60.4 per cent in 2000
to 52.4 per cent in 2005.
Top marginal personal income tax
reduced from 53.8 per cent in 2000
to 42 per cent in 2005, although
was raised to 45 per cent in 2006.
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Country

Simplification and fairness

Rate reductions

Greece

The removal of the lower income
tax band resulted in the marginal
personal income tax and social
security rate facing someone on
two-thirds of average income
falling from 28.5 per cent in 2001
to 15.9 per cent in 2002, although
the threshold for the basic rate of
income tax was lowered, meaning
that the marginal rate faced by
someone on average earnings
rose from 28.5 per cent in 2001 to
41.1 per cent in 2002.
The marginal tax rate facing a
person on two-thirds of the
average wage fell from 40.5 per
cent in 2002 to 36.5 per cent in
2005, although the marginal rate
facing a person on the average
wage remained at a high 69.5 per
cent.

•

Corporation tax reduced from 40
per cent in 2000 to 29 per cent in
2006.

•

Combined dividend tax rate
reduced from 40 per cent in 2000
to 32 per cent in 2005.

Hungary

Iceland

•

•

Corporation tax reduced from 33.3
per cent in 1996 to 16 per cent in
2004.

•

Combined dividend tax rate
reduced from 55.7 per cent in 2003
to 45.4 per cent in 2004.

•

Japan

Top marginal personal income tax
rate fell from 40 per cent in 2003 to
36 per cent in 2006.

•

Corporation tax reduced from 33
per cent in 1997 to 18 per cent in
2002.

•

Combined dividend tax rate fell
from 37 per cent in 2001 to 26.2
per cent in 2002.

•
Italy

Top marginal personal income tax
rate reduced from 45 per cent in
2000 to 40 per cent in 2002.

Top marginal personal income tax
rate fell from 45.8 per cent in 2001
to 43.6 per cent in 2004.

•

Corporation tax reduced from 53.2
per cent in 1997 to 33 per cent in
2004. But raised to 37.5 per cent in
2006.

•

Combined dividend tax rate
reduced from 46.1 per cent in 2003
to 44.8 per cent in 2005.

•

Top marginal personal income tax
rate reduced from 46.1 per cent in
2004 to 43 per cent in 2005,
although raised to 45 per cent in
2006.

•

Corporation tax reduced from 51.6
per cent in 1998 to 39.5 per cent in
2004, although raised to 42 per
cent in 2006.

•

Combined dividend tax rate
reduced from 64.5 63.7 per cent in
2004.
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Country

Simplification and fairness

Jersey

Flat tax of 20 per cent on
individual and corporate income
introduced in 1940. No double
taxation of dividends or interest
payments. No capital gains tax.
No VAT.

Rate reductions

•

Korea

•
•
Latvia

Introduced a flat income tax of 25
per cent in 1995.

Lithuania

Introduced a flat income tax rate
of 33 per cent in 1994, with a top
corporation tax rate of 15 per cent.
Changes to income tax rates and
social
security
contributions
reduced the marginal tax rate
facing a person on two-thirds of
average earnings from 37.1 per
cent in 2000 to 30 per cent in
2002. But rate increased to 33.7
per cent in 2005. For someone on
average earnings, rate fell from
47.9 per cent in 2000 to 42.5 per
cent in 2002, then increased to
46.1 per cent in 2005.

Luxembourg

Mexico

Norway

Increases in tax thresholds
reduced marginal rate facing
someone on average earnings
from 49.3 to 35.8 per cent in 2005.

Corporation tax reduced from 30.8
per cent in 2001 to 27.5 per cent in
2005.
Combined dividend tax reduced
from 53.9 per cent in 2001 to 48.7
per cent in 2005, although had
been 44.7 per cent in 2000.
Top marginal personal income tax
fell from 44 per cent in 2001 to
38.5 per cent in 2006.

•

Corporation tax reduced from 19
per cent in 2003 to 15 per cent in
2004.

•

Corporation tax reduced from 40.3
per cent in 1996 to 29.6 per cent in
2006.

•

Combined dividend tax reduced
from 52.2 per cent in 2000 to 44
per cent in 2002.

•

Top marginal income tax rate
reduced from 47.2 per cent in 2000
to 39 per cent in 2002.

•

Corporation tax reduced from 35
per cent in 2002 to 28 per cent in
2006.

•

Combined dividend tax rate fell
from 35 per cent in 2002 to 30 per
cent in 2005.

•

Top marginal personal income tax
rate fell from 40 per cent in 2001 to
30 per cent in 2005.

•

Top marginal personal income tax
reduced from 47.5 per cent in 2004
to 43.5 per cent in 2005.
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Country

Simplification and fairness

Poland

Portugal

Romania

Russia

Serbia

Slovakia

Spain

Switzerland

Cuts to the lower and basic rates
of income tax reduced the
combined marginal rate of income
tax
and
social
security
contributions for someone on twothirds of average earnings from 26
per cent in 2000 to 24 per cent in
2005. For someone on average
earnings the rate fell from 36 per
cent to 34.5 per cent.

Rate reductions

•

Corporation tax reduced from 40
per cent in 1996 to 19 per cent in
2004.

•

Combined dividend tax reduced
from 44 per cent in 2000 to 34.4 in
2004.

•

Corporation tax reduced from 37.4
per cent in 1999 to 27.5 per cent in
2004.

•

Combined dividend tax rate
reduced from 51.4 per cent in 2000
to 42 per cent in 2004.

•

Income tax rates fell from 15, 25,
35 and 40 per cent in 2000 to 13,
23.5, 34 and 40 per cent in 2005.
But top marginal personal income
tax rate was raised from 40 to 42
per cent in 2006.

•

Combined dividend tax rate
reduced from 52.7 per cent in 2002
to 50 per cent in 2003.

•

Top rate income tax reduced from
56 per cent in 1995 to 45 per cent
in 2003.

•

Corporation tax reduced from 28.5
per cent in 1997 to 21.3 per cent in
2005.

•

Combined dividend tax rate
reduced from 56.5 per cent in 2000
to 54.7 per cent in 2003.

Introduced a 16 per cent flat tax
on personal and corporate income
in 2005.
Introduced a 13 per cent flat tax
on personal income in 2001, and
a 24 per cent corporation tax in
2002.
Introduced a 14 per cent flat tax
on personal and corporate income
in 2003.
Introduced a 19 per cent flat tax
on personal and corporate income
with a 19 per cent VAT rate in
2004.

•

Top marginal personal income tax
rate reduced from 43.8 per cent in
2000 to 40 per cent in 2005.
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Country

Simplification and fairness

Turkey

Rate reductions

•

Corporation tax reduced from 44
per cent in 1998 to 30 per cent in
2003.

•

Combined dividend tax rate
reduced from 65 per cent in 2002
to 44 per cent in 2005.

•
Ukraine

Top personal income tax rate
reduced from 40.6 per cent in 2004
to 35.6 per cent in 2006.

Introduced a flat personal income
tax rate of 13 per cent with a
corporate income tax rate of 25
per cent in 2003.

USA

•

Federal income tax rates reduced
from 10, 15, 27, 30, 35 and 38.6
per cent in 2002 to 10, 15, 25, 28,
33 and 35 per cent in 2003.

•

Dividend tax rates fell from 35 and
38.6 per cent in 2002 to 5 and 15
per cent in 2003.

•

Capital gains tax fell from 10 and
20 per cent in 2002 to 5 and 15 per
cent in 2003.354

Sources: Data from 2000 onwards: OECD Tax Database 2006, March 2006 and Tax Misery
and Reform Index, Forbes, May 2006; Data from before 2000: Corporate Tax Rate Survey,
KPMG, January 2002 (unless otherwise indicated in footnotes)

354

JGTRRA 2003, www.house.gov.
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Appendix A2

COSTINGS METHODOLOGY
With the exception of calculations where the source is a single written
parliamentary answer, all the costing estimates have been rounded to the nearest
£50 million or £100 million depending on the scale of the proposal.
The costings assume no behavioural responses, as is the current practice. The
Commission strongly recommends that work be undertaken to estimate the
dynamic effects of tax changes on the UK economy.
All these numbers are estimates. Some, particularly those relating to business tax
and capital tax, are both particularly difficult to estimate and particularly sensitive
to behavioural responses on the part of companies and individuals. A thorough
dynamic model would attempt to estimate those. Some of the costings should
therefore be read as indicative estimates to aid discussion rather than precise
predictions.
PROPOSAL 1
Title: Establish an official dynamic model for the UK economy
Initial revenue effect: Zero
Rationale: Should be paid for out of existing Treasury budget of £308 million.355
The dynamic analysis division in the US Treasury Department costs $500,000, or
around £300,000.356
PROPOSAL 2
Title: Raise the personal allowance to £7,185 and abolish the 10 per cent rate
Initial revenue effect: -£5,900 million
Source: Table 2.6, HMRC
Calculation:

•
•

Cost for 2006-07 used.
HMRC estimate that the 10 per cent starting rate raises £5,770 million on
earnings and £138 million on savings.

PROPOSAL 3
Title: Simplify the age-related allowances
Initial revenue effect: +£650 million
Sources: Table 1.5, HMRC; Lords Hansard, 31 March 2006, WA 156; Pensioners
Income Series, Office for National Statistics.

355

2006-07 figure used. Table 1, Departmental Report, HM Treasury, May 2006
Fiscal Year 2007 Budget Initiative, Office of Tax Policy, US Treasury Department, February
2006; Washington Post, 11 February 2006.

356
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Rationale: The incremental allowance will be reduced to £1,410 to ensure that
no-one pays more tax than at present. This assumes that proposal 2 is also
implemented to raise the personal allowance to £7,185 by abolishing the starting
rate of 10 per cent.

•

The current higher incremental allowance available to the over 75s is £2,385
(on top of the £5,035 personal allowance.)

•

This means that a pensioner who is a basic rate taxpayer currently having
taxable income of £9,570 (personal allowance of £5,035 + current age
increment of £2,385 + tax band at the 10 per cent starting rate of £2,150 =
£9,570) or above would have exactly the same tax bill.
- Currently they would pay £215 ((£9,570 - £2,385 - £5,035) @ 10 per cent =
£215.)
- Under this proposal (assuming proposal 2 is also implemented) they would
pay £214.50 ((£9,570 - £7,185 - £1,410) @ 22 per cent = £214.50.)

•

A pensioner who has taxable income of less than £9,570 would be better off
under this proposal.

•

If proposal 5 is also implemented, the gain to pensioners will increase.

Calculation:

•

Reducing the incremental allowance to £1,410 raises £900 million in revenue.
- The age-related allowance is £7,280 (65-74.) This is an increase of £2,245
on the personal allowance of £5,035. Reducing the incremental allowance
to £1,410 is a reduction of £835 (37 per cent.)
- The age-related allowances reduce revenue by £2,300 million for 2005-06
so a reduction of 37 per cent is a saving of £851 million. If the analysis is
done for those over 75 the reduction is 41 per cent representing a saving of
£943 million.
- We have assumed an even distribution between the two age groups, giving
an overall saving of £900 million.

•

Equalising the under 75s allowance with the over 75s allowance (i.e. £1,410
for everyone) and aligning the married couples allowance at the over 75 level
reduces revenue by £50 million.

•

Eliminating the age allowance taper and making it deductible at the basic rate
only reduces revenue by £150 million.
- The pensioners who would benefit from this are those with taxable incomes
in excess of £20,000. They would retain a benefit worth £310 (£1,410 @ 22
per cent = £310) which they would otherwise lose under the taper rules.
- There are 2.8 million pensioner couples (5.6 million people, although some
spouses may be under pension age, so 5.6 million is likely to be an
overestimate) and 4.25 million single pensioners. This makes a total of 9.85
million pensioners.
- The same source also shows that the median income of the top fifth quintile
single pensioners in 2003-04 was £278 per week, or around £14,500 per
annum. Only 10 per cent of single pensioners receive more than this, and
so an estimate of the percentage of pensioners earning more than £20,100
might be 5 per cent. A similar estimate applies to married pensioners.
- The cost is therefore 5 per cent of 9.85 million times £310 = around £150
million.

•

Eliminating the taper to the married couples allowance and halving the married
couples allowance and making it deductible at the basic rate reduces revenue
by £35 million.
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-

-

-

The married couples allowance is currently £6,135, deductible at 10 per
cent, and cannot be reduced below £2,350 by tapering. The maximum loss
to someone if tapering is removed is £378.50 ((£6,135 - £2,350) @ 10 per
cent = £378.50).
There are about 1.8 million pensioner couples where the husband has been
retired for five years or more, who therefore qualify for the married couples
allowance.
The cost is therefore about 5 per cent (derived from the above calculations)
of 1.8 million times £378.50 = around £35 million.
Halving the married couples allowance and making it deductible at the basic
rate would not materially impact on these figures.

PROPOSAL 4
Title: Introduce a transferable allowance for couples with a child aged five or
under
Initial revenue effect: -£900 million
Source: Lords Hansard, 17 May 2006, WA53-55
Calculation:

•
•
•
•

The written answer estimated a revenue reduction of £700 million, if the
personal allowance remained as it is, and £1,000 million if all personal
allowances were raised to £7,500.
The relevant tax rate for income between £5,035 and £7,185 is 10 per cent.
The relevant tax rate for income between £7,185 and £7,500 is 22 per cent.
This implies that a transferable allowance with a threshold of £7,185 would
cost around £200 million more than a transferable allowance with a threshold
of £5,035.
The total revenue reduction is therefore estimated at £700 million plus £200
million.

PROPOSAL 5
Title: Reduce the basic rate of income tax to the savings rate of 20 per cent
Initial revenue effect: -£7,400 million
Source: Table T1.6, HMRC
Calculation:

•
•

•

The current savings rate is 20 per cent and the basic rate of income tax is 22
per cent.
Changing the basic rate of income tax by 1p costs £3,000 million in 2006-07
and £3,700 million in 2007-08. These figures are on an accounts basis for
PAYE and a receipts basis for self-assessment. To be conservative we have
taken the later figure. Reducing the rate by 2p therefore costs £7,400 million.
This cost excludes savings income. The Commission is not proposing to
change the savings rate from its existing 20 per cent so this is appropriate.
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PROPOSAL 6
Title: Reduce higher rate of income tax and/or raise higher rate threshold
Initial revenue effect: Zero
Rationale: This is not an initial proposal. Each 1p reduction in the higher rate of
income tax costs £750 million in 2006-07 and £1,270 million in 2007-08 (Table
T1.6, HMRC.)
PROPOSAL 7
Title: Increase tax credits on dividends to the savings rate
Initial revenue effect: -£600 million
Source: Inland Revenue Press Release 2 Accompanying July 1997 Budget
(http://archive.treasury.gov.uk/pub/html/budget97/ir2.html )
Rationale: The impact on domestic taxpayers would be close to zero since the
effective tax rates on dividends would remain unchanged at 0 per cent for basic
rate taxpayers and 25 per cent for higher rate taxpayers.357 However, a revenue
loss arises due to payments to foreign shareholders, for whom the tax credits
carried by their UK dividends is governed by the terms of any relevant double
taxation agreement.
Calculating the size of this revenue loss from first principles would require
knowledge of the distribution of dividend payments across countries and the terms
of the respective double taxation agreements. Instead we up-rate the cost of total
tax credits paid to foreign shareholders contained in an HMRC supporting release
at the time of the original change in the July 1997 Budget.
Calculation:

•

HMRC estimated in 1997 that the cost of total tax credits in 1997-98 paid to
foreign shareholders before taking account of the changes announced in the
July 1997 budget would have been £600 million.

•

Halving the credit rate from 20 per cent to 10 per cent would have reduced this
cost by an amount greater than one half, since foreign shareholders would not
be able to claim the entire value of the credit anyway under double taxation
treaties.

•

Assuming that halving the credit rate had the effect of reducing this amount by
two-thirds, this would have saved £400 million in lost revenue. Up-rating this
amount for the increase in the FTSE all share index since 1997, the lost
revenue from reversing the change is estimated to be around £600 million.

PROPOSAL 8
Title: Review all tax free employee benefits and either abolish, restrict or simplify
them
Initial revenue effect: +£1,100 million
Sources: Table 1.5, HMRC; Lords Hansard, 14 March 2006, WA221

357

In fact there would be a very small revenue gain since the amount of income (equal to the
dividend plus the tax credit) rises, bringing slightly more dividend income above the higher rate
threshold. The estimated loss from the reverse change in 1997 was only £50m per annum, so in
order to be conservative in our estimate we ignore this gain.
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Calculation:

•

The overall revenue gain is the sum of the abolition of a number of tax-free
employee benefits. The expenditure on each relief is given for 2005-06:
- Termination payments restriction to statutory redundancy pay
£600 million
- Relocation relief
£300 million
- Professional subscriptions
£90 million
- Foreign service allowance
£85 million
- The estimate for termination payments is calculated as follows:
The cost of tax relief for the first £30,000 of payments on termination of
employment is £1,000 million according to HMRC.
The Government has also estimated that reducing the tax relief limit on
redundancy payments from £30,000 to £10,000 would save £450
million.
Reducing the tax relief limit to zero should therefore save a further
£550 million.
A conservative estimate of the average statutory redundancy pay
(which varies according to, among other factors, length of employment)
is £7,500.
Reducing the tax relief limit to statutory redundancy pay should
therefore save £450 million plus one quarter of the further £550 million
(about £140 million.) This implies an estimated total saving of around
£600 million.

•

The abolition of other tax-free employee benefits is conservatively assumed to
raise negligible revenue for the purposes of the Commission’s overall
calculations.

PROPOSAL 9
Title: Simplify and standardise the employee non-share benefit code
Initial revenue effect: Zero
Rationale: This is primarily a legal simplification measure and the effect on
revenue is assumed to be negligible.
PROPOSAL 10
Title: Rewrite all employee share benefit codes to focus on principles not a myriad
of rules
Initial revenue effect: Zero
Rationale: Employee share benefits will be taxed to the same extent as now
(income tax is charged on the value of the shares when given to the employee
and capital gains tax on the appreciation.) The only difference is the timing of the
charge to tax, with both forms of tax payable when the share is sold. The revenue
effect of waiting for the income tax payments is minimal.
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PROPOSAL 11
Title: Align basis of charge of national insurance contributions and income tax
Initial revenue effect: +£230 million
Source: Lords Hansard, 8 March 2006, WA136
Rationale: The revenue gain specified in the written answer comes from charging
NICs on employee benefits on the same basis as income tax. Employee benefits
in kind are currently subject to employers NICs and income tax. Under this
proposal they would also be subject to employee NICs.
PROPOSAL 12
Title: Align period of charge for national insurance contributions and income tax
Initial revenue effect: Zero
Rationale: This measure will not affect the amount of NICs paid, merely the time
at which they are paid.
PROPOSAL 13
Title: Charge national insurance on aggregate income from all employments like
income tax
Initial revenue effect: +£250 million
Source: Lords Hansard, 14 February 2006, Column WA151
Calculation:

•

410,000 people have more than one job which earns less than the primary
threshold at which employee national insurance become payable (Lords
Hansard 14 February 2006 Column WA151.)

•

Assuming they earn £2,522 from the second employment (the midpoint
between zero and the primary threshold of £5,044) and that this became
subject to employee and employer national insurance contributions, additional
revenue raised would be £246 million:
- Calculated as [earnings * (NIC employers rate + NIC employees rate) *
number of people]
- £2,522 * (11 per cent + 12.8 per cent) * 410,000 = £246 million

•

This is an increase in employee national insurance contributions of £114
million (around £277 per person) and £132 million in employer national
insurance contributions.

PROPOSAL 14
Title: Consider merging national insurance contributions and income tax in a
phased manner
Initial revenue effect: Zero
Rationale: This proposal, when implemented, would be designed to have zero or
negligible impact on revenue.
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PROPOSAL 15
Title: Establish a Commission with the specific task of recommending reforms to
the current system of tax credits
Initial revenue effect: Zero
Rationale: This could be paid for out of the existing HMRC budget.
PROPOSAL 16
Title: Consider how to differentiate tax credits for lone parents and couples
Initial revenue effect: Zero
Rationale: This proposal, when implemented, would be designed to have zero or
negligible impact on revenue. There are a range of possible approaches available.
PROPOSAL 17
Title: Restrict child tax credits to basic rate taxpayers only
Initial revenue effect: +£600 million
Source: Lords Hansard, 17 May 2006, WA52
Calculation:
• An individual becomes subject to higher rate income tax on income above
£38,335.
• The family element of the child tax credit is £545 which is currently subject to a
taper rate of 6.67 per cent once income reaches £50,000 per annum.
• If the family element of the child tax credit began to be withdrawn at income
levels in excess of £30,160 then higher rate taxpayers would not receive it.
(This assumes the individual is only eligible for the family element of the child
tax credit and is not eligible for age-related personal allowances.)
• HMRC has estimated reducing the second income threshold of tax credits to
£30,000 would reduce the overall cost of tax credits by £600 million.
PROPOSAL 18
Title: Reduce main rate of corporation tax to 25 per cent and over time introduce
a single rate of 20 per cent
Initial revenue effect: -£8,000 million
Source: Table T1.6, HMRC
Calculation:
• According to HMRC, reducing the main rate of corporation tax by 1p reduces
revenue by £850 million in 2006-07 and £1,600 million in 2007-08.
• The increase is because national accounts run corporation tax on a receipts
basis rather than accruals so increasing corporation tax only starts to feed into
payments slowly. It is also due to projected economic growth and assumed
future increases in corporation tax revenues (a forecast which has been
consistently over-optimistic in recent years and which we consider to be too
large.)358

358

For a discussion of this see the IFS Green Budget 2006, Box 5.1
http://www.ifs.org.uk/budgets/gb2006/06chap5.pdf
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•
•
•

Despite these concerns we have taken the higher figure of £1,600 million per
1p increase. Reducing the rate by 5p is expected to cost around £8,000 million
on a static basis.
This assumes no behavioural change, but to the extent that economic activity
or taxable profits were to increase following the reduction the total cost could
be less.
The Commission envisages that in the longer term the rate could be reduced
further to 20 per cent. However, this would not happen initially and therefore is
not included in the costing of the initial revenue effect. In any case, based on
past experience it is extremely difficult to forecast corporation tax revenues
several years ahead, and so an accurate costing would not be possible.

PROPOSAL 19
Title: The main corporation tax rate should apply to all profits above £300,000.
Initial revenue effect: -£200 million
Sources: Table T11.3, HMRC
Rationale: This costing assumes that the main rate of corporation tax is reduced
to 25 per cent at the same time, as detailed in proposal 18. The 19 per cent rate
would continue to apply to the first £300,000 of profits for all firms. Only one
£300,000 allowance is allowed for each group of companies.
Calculation:

•

If the small companies rate remains at 19 per cent and the main rate is
reduced to 25 per cent, then the marginal rate for profits between £300,000
and £1,500,000 would need to be 26.5 per cent in order to ensure that the
average rate for firms with profits about £1,500,000 was 25 per cent. To see
this consider the average rate for a firm with profits of exactly £1,500,000:
- (19 per cent * £300,000) + (26.5 per cent * £1,200,000) = £375,000
- £375,000 / £1,500,000 = 25 per cent

•

HMRC Table T11.3 gives the amount of profit charged at the marginal relief
rate in 2003-04 as £8,751 million.

•

Reducing the marginal rate on this profit from 26.5 per cent to 25 per cent
would cost about £130 million in lost revenue.

•

Up-rating this amount to 2006-07, this change is conservatively estimated to
cost £200 million in lost revenue.

PROPOSAL 20
Title: Introduce participation exemption for all income from qualifying foreign
shareholdings.
Initial revenue effect: -£700 million
Sources: Table 1.5, HMRC; Table T11.2, HMRC
Calculation:
Consider first the cost under the current 30 per cent corporation tax rate

•
•

Overseas income is approximated as “Dividends and branch distributions
received by UK corporates” and is approximately £32,200 million.
The maximum level of tax payable on overseas income is therefore £9,660
million (£32,200 million * 30 per cent.)
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•

Subtracting double tax relief of £8,000 million (taken from HMRC Table 1.5)
gives a figure of £1,660 million in tax received from overseas income. This
represents the maximum possible cost of a participation exemption under the
current system.

•

The Commission is not proposing to extend the participation to tax havens,
which would still be subject to the controlled foreign company regime.

•

Unofficial estimates from HMRC put the cost under the current system in the
range of £500 million to £1,000 million.

The cost of a participation exemption would be significantly less under a
corporation tax rate of 25 per cent, since the difference between the tax already
applied to income from foreign shareholdings and UK corporation tax would be
less. The reduction in cost would be more than proportional to the reduction in the
corporation tax rate, since the tax rate already applied to foreign income will in
general be greater than zero.

•

A conservative estimate of the cost of an exemption under a 25 per cent
corporation tax rate is thus about £700 million.

PROPOSAL 21
Title: Embark upon a programme of fiscal deregulation within HMRC
Initial revenue effect: Zero
Rationale: This measure will not affect anyone’s tax liability. It is a reduction in
the burden of regulation, not of tax.
PROPOSAL 22
Title: Replace the schedular system with a system based on accounts
Initial revenue effect: +£4,000 million
Sources: Reform of corporation tax: A response to the Government’s consultation
document, Alexander Klemm and Julian McCrae, IFS, 2002; Table 11.9, HMRC;
ONS data for CAPEX for 2003.
Rationale: Well-known uncertainties about the impact of introducing a system
based on accounts mean that this change is particularly difficult to cost accurately,
and we would recommend further investigation by HMRC and others before
introducing such a system. In the costing below we consider primarily the shortterm impact on revenues, assuming no behavioural changes. Significant changes
to average depreciation rates used in company accounts might result in a smaller
revenue gain than estimated, and thus “safe harbour” rates might be needed to
ensure that this did not result in a significant erosion of revenue.
An accounts-based approach would permit a reduction in tax rates, primarily
because accelerated plant and machinery depreciation rates would be abolished.
The tax base of accounting profits is therefore broader than that provided by the
current tax code. On its own therefore, the proposal raises revenue.
Regardless of the depreciation method used the benefit (or cost) arises mainly
from timing differences. Over the life of the asset cumulative accounting and tax
depreciation are roughly equal.
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There is also an additional revenue shortfall since there are no allowances for
commercial buildings under the current system. Under an accounts-based system
commercial buildings would be depreciated, albeit at a low rate in accordance with
their economic usage.
Calculation:

•
•

•

•

•
•

•

•

The composition of a companies existing asset pool is not considered as it is
assumed that transitional rules would permit existing assets to be covered by
the existing capital allowance regime.359
A study of more than 4,000 non-financial quoted UK companies in 2002 found
that the average depreciation rate for non-property assets was 11.2 per cent
on a reducing balance method. A number of companies use the straight line
method of depreciation. Assuming an average asset life of 10 years an
average straight line depreciation rate of 10 per cent is assumed.
Under a reducing balance system the net increase in taxation as a percentage
of the asset cost (for plant and machinery) in year 1 of the change would be
equal to the difference between 11.2 per cent and the current 25 per cent,
multiplied by a tax rate of 25 per cent, which gives 3.45 per cent.
Under a 10-year straight line system the net increase in taxation as a
percentage of the asset cost (for plant and machinery) in year 1 of the change
would be equal to the difference between 10 per cent and the current 25 per
cent, multiplied by a tax rate of 25 per cent, which gives 3.75 per cent.
Table 1 below applies these costs to the latest available data on the volume of
relevant capital expenditure to calculate the estimated net increase in revenue
in the first year.
For industrial property, the same study found that the average depreciation
rate was 2 per cent on a straight line basis, compared to 4 per cent available
for industrial buildings under the current system. The net increase in taxation
as a result of slower depreciation of industrial property would thus be very
small, and to be conservative we exclude this.360
For commercial property (for example, hotels, hospitals, office blocks) the
same study found that the average depreciation rate was 1.3 per cent on a
straight line basis, compared to no depreciation allowances under the current
system. The net increase in taxation as a percentage of the asset cost in year
1 of the change would thus be equal to the difference between 1.3 per cent
and the current zero per cent, multiplied by a tax rate of 25 per cent, which
gives 0.325 per cent.
Table 1 applies this cost to the volume of relevant capital expenditure to
calculate the estimated net cost in the first year.

359

This does introduce a layer of complexity in the short-term but it is necessary to avoid
retrospective legislation. We would recommend further analysis of transitional arrangements by
HMRC and others.
360
We also exclude a number of other small effects, most of which would tend to increase the
revenue gain from the proposal. These include the effects on capital allowances for
unincoporated businesses and partnerships, as well as enhanced capital allowances for SMEs.
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Table A2.1 First year impact of changing to accounts based depreciation at
corporation tax rate of 25 per cent
Average asset life –
10 years
Capital expenditure which qualifies for capital allowances361
Net increase in taxation – using reducing balance at 11.2 per cent
Net increase in taxation – using straight line
Capital expenditure which previously did not qualify for capital
allowances362
Net (decrease) in taxation in year 1 – using straight line

•

•

•

£75,000 million
£2,588 million
£2,813 million
£40,000 million
(£130 million)

The move from capital allowances to accounts-based depreciation therefore
amounts to a net cost in year one for companies across the economy of
between about £2,500 million and £2,700 million. A mid-point is thus a
revenue gain to the Exchequer of about £2,600 million.
The revenue gain would be even larger in subsequent years before eventually
falling back somewhat as the stock of undepreciated assets under the new
system rose. For example, in the second year the revenue gain would
comprise a similar amount to that from the first year from new capital
investment, plus a smaller additional amount from the remaining
undepreciated expenditure from year one. At the same time the additional loss
from depreciation of commercial property would be slightly larger than in the
first year.
We conservatively estimate that the full revenue gain in the second year would
be about £4,000 million. Given that we are using the full second year costing
(for 2007-08) for the reduction in the main corporation tax rate, this second
year revenue gain seems the most appropriate figure, even though revenue
gains in subsequent years would be even larger.

PROPOSAL 23
Title: Further detailed study should be commissioned into how these adjustments
and the necessary transitional rules would operate in practice
Initial revenue effect: Zero
Rationale: This cost would come from HM Treasury’s existing budget.
PROPOSAL 24
Title: With the end of the income/capital divide the indexation allowance should
also be abolished
Initial revenue effect: +£500 million
Rationale: This is a complex proposal to cost accurately. For example, HMRC
Table 1.5 states that the cost of the current indexation allowance for company
gains is not listed “because of estimation difficulties.” We provide a conservative
estimate based on an estimate of the value of property and other appreciating
assets in company accounts of £100,000 million. However, it is possible that the
true figure is much higher than this.

361

Extrapolated from Table 11.9 Corporation tax – capital allowances due 1973 to 2003
summary, HMRC.
362
Extrapolated from ONS data for CAPEX for 2003.
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Assuming an inflation rate of 2 per cent and a tax rate of 25 per cent this gives an
annual revenue gain of £500 million.
PROPOSAL 25
Title: Permit full pooling of losses in the future so that a company’s tax position
reflects its commercial position
Initial revenue effect: Expect to be minimal
Rationale: This is a particularly complex proposal to assess accurately. At
present revenue (as opposed to capital losses) can generally be set against other
current year profits. (There are some exceptions such as Schedule D Case VI
losses.) Carried forward losses are then normally “streamed” so that, for example,
carried forward trading losses can only be used to set against future trading
profits.
Under this proposal there will however be a rule that losses can only be carried
forward if there is no major change in the business. This should have a broadly
similar effect. In some circumstances there would remain an advantage for the
taxpayer under the proposed rules: for example, where losses attributable to a
trade are set against other profits in the next accounting period (assuming that the
trade continues, otherwise there is likely to be a major change in the business.) In
other circumstances the taxpayer may be worse off under the proposed rules: for
example, a trading loss could not be carried forward if there is a major change in
the business, even if there is no change of ownership.
Potentially more significant is the fact that under current law capital losses cannot
be set against revenue profits, but only against capital profits of the same or
subsequent years. While it is proposed to pool all profits and losses the following
factors will reduce costs to the Exchequer arising under the proposal:

•

•
•

•

It is proposed to allow depreciation for tax purposes, the cost of which is
factored into the accounting change calculations. To the extent that
depreciation has been allowed, no further “capital” loss will accrue on disposal
to be taken into account under this proposal.
No allowable loss will arise on the disposal of certain assets such as, for
example, shareholdings qualifying for the “substantial shareholding” (or
“participation”) exemption.
More importantly, however the major change in the business restriction will
apply to restrict the carry forward of losses. At present capital losses can
normally be carried forward indefinitely and set against future capital gains.
Under this proposal a capital loss will not be carried forward if there is a major
change in the business.
It will also be noted that it is proposed to limit the time for which losses
(whether revenue or capital) can be carried forward. There is no such
restriction under current law.

Transitional measures will be required, in particular for carried forward capital
losses, but it is intended that these should be worked out on a broadly cost neutral
basis.

147

Tax Reform Commission: Tax Matters

PROPOSAL 26
Title: Replace current rules for group relief with a consolidated tax regime for UK
companies within a group
Initial revenue effect: Expected to be minimal
Rationale: Group relief and a consolidated tax regime enable current year losses
and profits within a group to be offset. The consolidated tax regime would enable
losses to be brought forward to later accounting periods to set against profits of
the whole group, not just the profits of the individual company with the losses.
Groups of companies will no longer need to re-arrange their affairs to mitigate this
problem.
We expect the overall cost of this proposal to be small, since groups with positive
net profits are often already able to arrange their affairs to benefit in full from relief.
Further, under the proposed regime, it will no longer be possible to save tax by
virtue of intra group transactions (whether alone or combined with transaction with
third parties.) The proposal is, however, primarily a simplification measure.
PROPOSAL 27
Title: Give relief for depreciation on an accounts basis
Initial revenue effect: Included in the costing for proposal 22
PROPOSAL 28
Title: Abolish R&D tax credits and film tax credits
Initial revenue effect: +£1,200 million
Source: Table 1.5, HMRC; Annual and quarterly cost of support claimed through
the SME R&D tax credit on a receipts basis, HMRC
Calculation:

•

HMRC lists the expenditure on R&D tax credits and film tax credits for 200506:
- R&D tax credits
£510 million
- Small budget film tax relief
£340 million
- Large budget film tax relief
£220 million

•

The HMRC table notes that the film tax relief figures include tax avoidance that
was closed down by anti-avoidance measures announced in the 2004 PreBudget Report. This was expected to save £90 million in 2005-06, and so we
have reduced our estimated savings by this amount.

•

However, the HMRC table also notes that the R&D tax credit figure
“represents only the negative tax element of the tax credit payments. Negative
tax is that part of the tax relief due to the enhanced expenditure (i.e. amounts
in excess of 100 per cent of the expenditure) which offsets liability to
corporation tax. Directly payable tax credits are treated as public expenditure
and are not included in these figures.”
- Directly payable R&D tax credits are estimated to cost around £250 million
in 2005-06. The most recent HMRC data includes the cost of directly
payable R&D tax credits up to 16 January 2006, and gives a total of £182
million. The totals for the preceding three years indicate a rapidly rising
trend: 2004-05: £223 million; 2003-04: £213 million; 2002-03: £189 million;
2001-02: £56 million. This represents a compound annual growth of 59 per
cent which we have very conservatively extrapolated to £250 million.
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-

This £250 million is added to the sums listed above to reach a total revenue
of about £1,200 million.

PROPOSAL 29
Title: Introduce a general pre-clearance system and routinely publish findings
Initial revenue effect: Zero
Rationale: This is a measure which gives greater legal certainty. It does not
change anyone’s tax liability.
PROPOSAL 30
Title: Introduce safe harbour rules
Initial revenue effect: Zero
Rationale: This is a measure which gives greater legal certainty. It does not
change anyone’s tax liability.
PROPOSAL 31
Title: Review anti-avoidance legislation to ascertain if it is still required in the light
of other reforms
Initial revenue effect: Zero
Rationale: Simpler and better-focused anti-avoidance legislation would not lose
revenue.
PROPOSAL 32
Title: Review introduction of a General Anti-Avoidance Rules (GAAR) once
substantial simplification has been achieved
Initial revenue effect: Zero
Rationale: The intention of a GAAR would be to reduce revenue loss through tax
avoidance. In order to be conservative, an estimate of this is not included.
PROPOSAL 33
Title: Introduce a short-term capital gains tax which tapers to zero over ten years
to replace the current system of taper relief and indexation
Initial revenue effect: -£2,600 million
Sources: Table 14.5, HMRC; Table 14.3, HMRC; Table 12.4, HMRC; Table T1.2,
HMRC
Rationale: The proposal is to change the way that capital gains are taxed away
from the current system of combined indexation allowance and taper relief, to one
where only short-term capital gains are taxed.
A tapered reduction in the amount of gain taxable would be introduced, where the
taxable gain is reduced by 10 per cent for each year of ownership, and the
separate capital gains tax allowance would be abolished.
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The main residence exemption from capital gains (principal private residence
relief (PPR)) would be maintained. However, PPR on second homes, which is
available for up to three years, would be abolished. Inter-spouse transfers would
remain exempt from capital gains tax.
The costing assumes that proposal 5 to reduce the basic rate of income tax to 20
per cent has been implemented.
Calculation:

•

The analysis is based on data for 2002-03, the latest year for which complete
data is available.

Short-term capital gains tax:

•

The tax base for the short-term capital gains tax is estimated to be £5,200
million.
- HMRC Table 14.5 gives the sum of chargeable gains on assets as £17,700
million.
- The data also gives information on the length of ownership of assets,
summarised in the table below. A linear distribution is assumed between
years for which the HMRC table does not provide a breakdown. The
weighted average.
- Figure is based on the chargeable gains for financial/non-financial assets as
a percentage of total chargeable gains. Financial assets account for one
third of all assets and non financial assets account for two-thirds.

Table A2.2 Distribution of financial and non financial assets
Period of
ownership

Distribution of gains:
financial assets

Distribution of gains:
non- financial assets

Distribution
of gains: all
assets

< One year

0%

3%

0.99%

1 – 2 years

2%

5%

2.99%

2 – 3 years

6%

6%

6%

3 – 4 years

10.5%

11.5%

10.83%

4 – 5 years

10.5%

11.5%

10.83%

5 – 6 years

4.4%

4.6%

4.47%

6 – 7 years

4.4%

4.6%

4.47%

7 – 8 years

4.4%

4.6%

4.47%

8 – 9 years

4.4%

4.6%

4.47%

9 – 10 years

4.4%

4.6%

4.47%

> 10 years

47%

39%

44.36%

Not known

3%

1%

2.34%

Total

100%

100%

100%
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Table A.2.3 Short-term capital gains tax base
Period of
ownership

Distribution of gains:
all assets, %

Proposed relief from
CGT, %

Revised tax
base

< One year

0.99%

0%

0.99%

1 – 2 years

2.99%

10%

2.69%

2 – 3 years

6%

20%

4.80%

3 – 4 years

10.83%

30%

7.58%

4 – 5 years

10.83%

40%

6.50%

5 – 6 years

4.47%

50%

2.24%

6 – 7 years

4.47%

60%

1.79%

7 – 8 years

4.47%

70%

1.34%

8 – 9 years

4.47%

80%

0.89%

9 – 10 years

4.47%

90%

0.45%

> 10 years

44.36%

100%

0%

Not known

2.34%

100%

0%

Total

100%

n/a

29.27%

-

•

The tax base for the short-term capital gains tax is therefore £5,200 million
(£17,700 million * 29.27 per cent.)

The revenue raised by the short-term capital gains tax is estimated to be
£1,700 million.
- HMRC Table 14.3 gives the distribution of capital gains tax by individual
income levels.
This shows that capital gains below £34,515 (the top income tax rate
threshold in 2002-03) are 35 per cent of all gains. These are assumed
to be taxed at the basic rate of tax of 20 per cent (assuming proposal 5
has been implemented) in their entirety.
Gains above £34,515 are therefore 65 per cent of all gains. These are
assumed to be taxed at the higher rate of tax of 40 per cent in their
entirety.
The short-term capital gains tax is therefore estimated to raise £1,700
million ((£5,200 million * 35 per cent * 20 per cent) + (£5,200 million *
65 per cent * 40 per cent.)

Short-term capital gains tax on death:

•

The tax base for the short-term capital gains tax on death is estimated to be
£2,100 million.
- The estimated value of estates subject to the short-term capital gains tax on
death is £12,500 million. HMRC Table 12.4 gives the composition of estates
transferred on death by asset class.
Cash, loans and insurance policies are conservatively estimated to be
exempt under the proposed regime as these are unlikely to give rise to
significant gains.
UK residential property is assumed to be exempt given that the main
residence is exempt from the short-term capital gains tax.
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-

-

•

Securities, other buildings and land, and other assets are assumed to
be the relevant asset classes for the purposes of this calculation. The
value of these assets is £12,500 million (securities of £7,841 million +
other buildings and land of £1,308 million + other assets of £3,362
million.)
Therefore, of the £47,000 million which passed in estates in 2002-03,
£12,500 million would be subject to the short-term capital gains tax on
death.
Under the proposed regime only the gains, not the relevant value of the
estate, are charged to tax. The gains are estimated to be £7,300 million.
Using HMRC Table 14.5, it is estimated that the gain on securities
approximates the gain on financial assets (66% across all holding
periods) and that the gain on other buildings and land and other assets
approximates the “pregnant gain” on non-financial assets (44 per cent
across all holding periods.)
The gain on securities is therefore £5,200 million (£7,841 million * 66
per cent.)
The gain on other buildings and land is therefore £600 million (£1,308
million * 44 per cent.)
The gain on other assets is therefore £1,500 million (£3,362 million * 44
per cent.)
The total gain is therefore £7,300 million (£5,200 million + £600 million
+ £1,500 million.)
Given the tapered reduction in the amount of gains chargeable to tax, the
tax base is estimated to be £2,100 million.
Securities, other buildings and land, and other assets are assumed to
attract around 70 per cent relief from the short-term capital gains tax on
death as they are assumed to have similar holding patterns to asset
classes which are subject to existing capital gains tax (see Table 2.)
The gain on securities chargeable to tax is estimated at £1,500 million
(£5,200 million * 29.27 per cent.)
The gain on other buildings and land chargeable to tax is estimated at
£200 million (£600 million * 29.27 per cent.)
The gain on other assets chargeable to tax is estimated at £400 million
(£1,500 million * 29.27 per cent.)
The tax base is therefore estimated to be £2,100 million (£1,500 million
+ £200 million + £400 million.)

The revenue raised by the short-term capital gains tax on death is estimated to
be £900 million.
- HMRC Table 12.4 provides data on the breakdown of assets within an
estate by value.
Securities up to a value of £50,000 are assumed to attract tax at 20 per
cent and those in excess of £50,000 are assumed to attract tax at 40
per cent (£34,515 / 66 per cent = £52,000.) This results in a distribution
of 3 per cent at 20 per cent and 97 per cent at 40 per cent.
Other buildings and land up to a value of £80,000 are assumed to
attract tax at 20 per cent and those in excess of £80,000 are assumed
to attract tax at 40 per cent (£34,515 / 44 per cent = £78,000.) This
results in a distribution of 1 per cent at 20 per cent and 99 per cent at
40 per cent.
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-

•

Other assets up to a value of £80,000 are assumed to attract tax at 20
per cent and those in excess of £80,000 are assumed to attract tax at
40 per cent (£34,515 / 44 per cent = £78,000.) This results in a
distribution of 5 per cent at 20 per cent and 95 per cent at 40 per cent.
The revenue raised by the short-term capital gains tax on death is estimated
to be £900 million.
Securities are estimated to raise £600 million ((£1,500 million * 3 per
cent * 20 per cent) + (£1,500 million * 97 per cent * 40 per cent).)
Other buildings and land are estimated to raise £100 million ((£200
million * 1 per cent * 20 per cent) + (£200 million * 99 per cent * 40 per
cent).)
Other assets are estimated to raise £200 million ((£400 million * 5 per
cent * 20 per cent) + (£400 million * 95 per cent * 40 per cent).)
The revenue raised is therefore estimated to be £900 million (£600
million + £100 million + £200 million.)

The short-term capital gains tax is estimated to reduce Exchequer revenue by
£2,500 million.
- HMRC Table T1.2 shows that the current capital gains tax and inheritance
tax regime raised £4,000 million in 2002-03 (the relevant time period.) This
comprised £1,600 million from capital gains tax and £2,400 million from
inheritance tax.
- The short-term capital gains tax is estimated to raise £2,600 million based
on data from the same period. This comprises £1,700 million from capital
gains and £900 million from assets transferred on death.
- The estimated revenue shortfall in 2002-03 is thus £1,400 million. We uprate this for 2006-07 using the 180 per cent increase in combined capital
gains tax and inheritance tax revenues between these periods (from £4,000
million in 2002-03 to £7,300 million in 2006-07) to reach an estimated cost
of £2,600 million.

PROPOSAL 34
Title: Abolish the separate capital gains tax allowance and review other reliefs
Initial revenue effect: Included in the costing for proposal 33
PROPOSAL 35
Title: Abolish inheritance tax and replace with the short-term capital gains tax on
death
Initial revenue effect: Included in the costing for proposal 33
PROPOSAL 36
Title: Stamp duties on UK shares should be abolished
Initial revenue effect: -£3,000 million
Source: Table T15.1, HMRC; Table 15.1, HM Treasury; FTSE All Share
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Rationale: Government receipts from UK stamp duty on shares are a factor of
both market valuations and trading volume. Various estimates for the future
revenue effect of abolishing stamp duty are therefore possible:

•
•

In 2004-05 the tax raised £2.7 billion (Table T15.1, HMRC)

•

In August 2006, the Treasury claimed that abolishing the tax would cost £4
billion (The Daily Telegraph, 28th August 2006)

•
•

•
•

In 2000-01 (when the market was at it peak) the tax raised £4.5 billion (Table
T15.1, HMRC)

Our independent linear comparison of average market values in 2000-01 and
2006 (without taking account of trading volumes) supports the Treasury’s
contention that abolishing the tax would cost around £4 billion.
However, there would also be revenue gains from higher Capital Gains Tax
and Corporation Tax receipts as a result of this proposal. In a speech in 2001,
Don Cruickshank, Chairman of the London Stock Exchange estimated that a
phased withdrawal of stamp duty would cost less than £1,400 million a year
due to these additional revenues, even at a time when stamp duty was raising
£4,400 million a year.363
Our estimates are much more cautious. We calculate that additional revenues
from capital gains tax and corporation tax would be around £1,000 million,
giving a total cost of around £3,000 million.
As well as these automatic revenue effects there would almost certainly be
additional positive impacts from increased investment and productivity growth.
However to be conservative we do not include these behavioural responses in
the overall costing.

PROPOSAL 37
Title: Create a Joint Parliamentary Select Committee on Taxation
Initial revenue effect: Negligible
Rationale: Select Committees employ around 4-5 staff: 1-2 clerks, a committee
subject specialist, a committee assistant and a committee secretary. There is also
an additional salary of £12,500 for the Chairman of the committee. Committee
rooms and offices are provided within the parliamentary buildings and printing is
done in-house or via the Stationery Office.
PROPOSAL 38
Title: Create an Office of Tax Simplification (OTS)
Initial revenue effect: Negligible
Source: Lords Hansard, 15 March 2006, WA243
Rationale: By way of comparison, the cost of the Tax Law Rewrite Project to
HMRC in 2004-05 was just under £3 million.

363

http://www.londonstockexchange.com/engb/about/Newsroom/Media+Resources/Speeches/speech14.htm
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PROPOSAL 39
Title: All changes to the tax law with any technical content to be included in the
annual Finance Act must be proposed no later than the preceding Pre-Budget
Report
Initial revenue effect: Zero
Rationale: Expanded consultations would be paid for out of the existing HMRC
budget.
PROPOSAL 40
Title: All proposed changes to the tax law must be accompanied by an Economic
Impact Assessment
Initial revenue effect: Zero
Rationale: Economic Impact Assessments would, like Regulatory Impact
Assessments, be paid for out of existing budgets.
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Appendix A3

ADDITIONAL INFORMATION RELATING TO
CHAPTER 6
A3.1 FURTHER DETAILS ON AGE-RELATED ALLOWANCES

•

The complexity of the current system leads to unfairness. Form P161
is issued to persons approaching retirement age. It is difficult to complete
when income in typically subject to change. As a result “There is failure by
the Revenue to give people their allowances, a failure to tax people
correctly and ignorance by the taxpayer of what they are entitled to. It is a
recipe for disaster.” Paddy Millard, Director of Tax Help for Older People.

•

Some pensioners face a marginal rate of 33 per cent. The taper rate
applicable to the age allowance is 50 per cent which in addition to the
basic rate of tax at 22 per cent gives a combined marginal tax rate of 33
per cent. Note that the taper rate is a taper of a tax-free allowance rather
than a taper of a benefit award, hence 50 per cent of the basic rate of 22
per cent means an additional 11 per cent marginal rate, not an additional
50 per cent marginal rate.

A3.2 FURTHER DETAILS ON TAX-FREE EMPLOYEE BENEFITS.

•

Relocation relief. This allows individuals tax relief against the first £8,000
of relocation costs in specific circumstances. The cap has remained
constant for 13 years. It is now worth a fraction of the likely actual costs of
moving house. The relief is therefore unlikely to be a material factor in
encouraging job mobility.

•

Foreign service allowance. This relieves crown servants living outside
the UK from extra tax costs. This special exemption only applies to crown
servants. It creates a distortion with other sectors of the labour market. It
would be simpler to pay additional salary if necessary or desired.

•

Relief for professional subscriptions. This provides tax relief for
subscriptions paid to professional bodies. It is only relevant where the
normal condition that expenses should be wholly, exclusively and
necessarily incurred for the employment is not satisfied.

•

Relief for termination payments. This has been reduced in scope and is
strictly policed. However, it still provides an exemption for the first
£30,000, provided (broadly speaking) the employee was not expecting to
receive the payment while still working. The main two arguments
traditionally advanced for maintaining the benefit are slightly contradictory:
-

Firstly, that it acts in former employees’ interests by permitting larger
after-tax payments. This is far from certain. Arguably it acts as
incentive for job reduction rather than job creation.
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-

Secondly, that it encourages labour market flexibility by making it
cheaper to terminate employment.

•

Vouchers and credit tokens. The legislation dealing with cash vouchers,
non-cash vouchers and credit tokens extends to 24 sections. These
obscure the simple principles which apply to determine the amount of the
benefit and when it is taxed. These are that the amount of the taxable
benefit is normally the cost to the employer of providing the voucher in
accordance with normal principles, while for cash vouchers the taxable
benefit is the face value of the voucher. This law should be simplified.

•

Rationalisation of all the employee benefits rules. Currently some
benefits provided for past employees are charged to tax. Others are not.
Some benefits provided in the ordinary course of family relationships are
exempted. Others are not. These rules should be standardised and
simplified. The principle that reasonable apportionments should be made
where necessary should apply generally, not just for some benefits.

•

Car benefits. At present the charge is based on the cost of the car and
the carbon emissions rating. This produces complexity and should be
simplified. It discriminates against employees who drive a car provided for
them which has a high emissions rating compared with someone who is
self-employed or someone who is not earning who chooses to drive a car
which has a high emissions rating:

•

-

The rules are unlikely to be effective as a method of raising a carbon
emissions tax on vehicles with a high carbon emissions rating. An
employee who wishes to drive a car with a high emissions rating can
choose not to have the car provided by his employer but to have some
other benefit from his employer instead (such as an interest free loan
to buy the car himself.) The benefit of having a car provided by the
employer should therefore be taxed by reference to the cost of the car,
in a similar way to the provision of other benefits.

-

An alternative method to raise a carbon emissions tax on cars is to
levy it by way of further differentials to the road tax charge for cars with
different emissions ratings, or by imposing further tax on the sale of
high emissions vehicles. (This latter option could probably only take
effect with agreement of other EU states.)

Living allowances. The rules for living accommodation, introduced when
most houses cost less than £75,000, should be updated and simplified. An
approach based on the market rent for the accommodation is more
appropriate for measuring the taxable benefit than the current highly
complex rules based on combining old rateable values and notional
interest free loans. The council tax band for the property might be used as
a convenient basis for ascertaining a market rent for tax purposes, rather
than requiring a separate valuation (and negotiation between the taxpayer
and the tax authority) in respect of each property.
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•

Lower paid employees. The exemption for benefits paid to “lower paid”
employees should be reconsidered. This exempts those earning less than
£8,500 a year from tax on benefits they receive from their employers. This
is mainly irrelevant following the introduction of the minimum wage which
provides a full time worker with an annual salary in excess of this level.364
Therefore it now mainly applies to part-time workers and creates a
distortion in their favour compared with full time workers. It is not an
effective or well targeted anti-poverty measure.365

364

An individual on the minimum wage has an annual salary of £9,200 rising to £9,700 in
October 2006. (assuming 35 hour week and 52 weeks per year.)
365
Although its abolition would increase Government revenues, it is not possible to produce a
reliable estimate of the increase in tax revenues which would result. Employers are not required
to report data on the level of benefits provided to the lower paid.
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Appendix A4

ADDITIONAL INFORMATION RELATING TO
CHAPTER 7
A4.1 COMMON CONCERNS RAISED ABOUT A MOVE TO AN
ACCOUNTS-BASED SYSTEM OF TAXATION
Some companies and professionals have raised concerns over the move to an
accounts-based system of taxation. However, most submissions received by the
Commission do not believe these issues are not insurmountable. Nor does the
Commission.

•

An overall increase in the level of taxation. Some corporations are
worried that a move to a broader-based accounts-based approach (with
fewer reliefs and adjustments) could be used, effectively, to raise taxation.
It is essential that this is not done. Tax rates should be correspondingly
reduced so that the overall level of corporate taxation is not increased as a
result of the change.

•

Consolidated group accounts are the most meaningful but tax is
levied on legal entities. Legal entities are currently taxed but the most
meaningful accounts are those drawn up for groups of legal entities (i.e.
consolidated rather than individual company results.) These may include
non-UK companies over which the UK has no taxing rights. This is a
reasonable concern and does need to be addressed in further analysis.

•

Introduction of International Accounting Standards. The introduction
of International Accounting Standards means that more assets will be fairvalued in the accounts, giving rise to more unrealised profits. It is usually
accepted that only realised profits should in general be taxable. The issue
is particularly germane in relation to financial instruments. These issues
do not however undermine the accounting based approach. As a technical
matter, the adjustments required for tax purposes can be satisfactorily
defined. The legislation which has already been introduced can be
simplified by, for example, abolishing the tax distinction between capital
and income.

•

Level of precision. Finally, some are concerned that accounts are not
sufficiently precise and are capable of overly-flexible interpretation.
Accounts, it is argued, are not law, and not expected to act as definitively
as law. Too much discretion may be left to accountants. Accountants may
not be interested in tax considerations when new standards are prepared.
All these points require thought. However, there are some important
answers to these objections:
-

Firstly, one can still legislate for such adjustments as are required to
accounting profit for tax purposes.
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-

Secondly, detailed examination of the current tax code reveals few
existing provisions which result in taxable profit being different to
accounting profit which would need to be retained.366 Most tax law
does not address problems which arise because the accounting
approach is inadequate for tax purposes. They only introduce
complication.

-

Nor would it be easy for companies to report artificially low accounting
profits so as to reduce their tax bill. Modern accounting standards
ensure a satisfactory base. They have been developed to counter the
manipulation of profit. There is a specific accounting standard, for
example, which prevents making excessive provisions. Auditors are
themselves regulated by and answerable to the Financial Reporting
Council. Other pressures encourage companies to report greater
rather than lesser profits. These include stock market movements for
public companies, and bonuses and borrowing covenants for others.

366

See for example IFS Discussion Documents on Corporation Tax Reform and Aligning Tax
and Accounting Profits published in February and December 2004 and the article on taxing
corporate capital gains published in BTR in December 2005.
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Appendix A5

ADDITIONAL INFORMATION RELATING TO
CHAPTER 8
A5.1 EXAMPLES OF
BETTER-OFF

TAX

INCENTIVES

FAVOURING

THE

A married couple on higher rate of tax can sell shares on the Alternative
Investment Market at a low level of tax. If they sell shares after only two years for
a profit of, say, £150,000, the tax payable could be £7,960.367 This results in an
effective tax rate of only 5.3 per cent on the transaction. This is not a tax rate ever
available to those on the lowest incomes who do not have the wealth to make
such investments.
Another example is that those with surplus cash not required for their own old age
care are generally able to avoid inheritance tax by making use of lifetime gifts or
through the ownership of exempted business or agricultural property. Such
individuals are also more able to make use of trusts.

A5.2 WEALTH TAX
Some have argued for a wealth tax as this would be equitable, reflect ability to
pay, and could correct or counterbalance other aspects of the tax system (such as
the capital gains tax exemption for the main residence, or the fact that income
from investments is taxed more lightly than earned income, because national
insurance contributions do not apply).
This would be complex and burdensome. A wealth tax would charge owners on
notional increases in asset values (even if they have not benefited from any sale.)
This would result in cash flow problems of payment. It would also extend double
taxation which is not an improvement to the tax system. The Select Committee
examining a wealth tax in 1975 failed to agree on a report.368 The Commission is
not in favour of the introduction of a wealth tax in the UK.

367

Assuming the shares have been held for at least two years, and that husband and wife each
take advantage of their annual exemption the tapered gain is £37,500. Deduct two annual
exemptions (£17,600) leaves £19,900. The tax is 40 per cent of £19,900.
368
Select Committee on a Wealth Tax, Session 1974-75.
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Appendix A6

TAX REFORM COMMISSION BUSINESS SURVEY
As part of its work the Tax Reform Commission undertook an indicative survey of
British businesses’ attitudes towards tax and tax simplification. There were over
600 respondents. This joint survey was undertaken with the three largest business
groups in the UK – the CBI, the IoD and BCC to all of whom the Commission is
most grateful.

Survey questions on tax simplification
1. What do you think are the first and second priorities for simplification in
the tax administration work that you have to do as an employer?
First priority
Total
Procedures for employees joining and leaving
Benefits in kind and employees’ business expenses
National insurance
Statutory sick pay and statutory maternity pay
Student loan deductions
Other

11%
33%
22%
17%
2%
15%

Second priority
Total
Procedures for employees joining and leaving
Benefits in kind and employees’ business expenses
National insurance
Statutory sick pay and statutory maternity pay
Student loan deductions
Other

16%
21%
20%
21%
3%
19%

2. Do you agree or disagree with the following: “a system which combines
national insurance and income tax using rates so as to leave the total tax
burden unchanged would be beneficial to my business”?
Total
Strongly agree
Agree
Neither agree or disagree
Disagree
Strongly disagree

28%
37%
27%
4%
4%
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3. Is the amount your business spends each year on tax planning, law and
advice (including external advice and internal resources):
Total
Increasing
Remaining the same
Decreasing

60%
37%
3%

4. Is the amount of external and internal expenditure incurred by your
business on annual tax compliance:
Total
Significantly higher than an appropriate level
Marginally higher than an appropriate level
At an appropriate level
|Marginally less than an appropriate level
Significantly less than an appropriate level

21%
35%
38%
4%
2%

5. How would you describe the forms and other information you have to
complete to meet your business tax compliance responsibilities:
Total
Very straightforward
Reasonably straightforward
Acceptable
A bit too complicated
Far too complicated
Not applicable – outsourced to professional advisers

4%
18%
22%
28%
20%
8%

6. In the last five years has the level of complexity in the tax system:
Total
Significantly increased
Marginally increased
Remained the same
Marginally decreased
Significantly decreased

44%
34%
20%
2%
0%

7. Are there any tax reliefs or exemptions that you could claim, but do not
claim because of the complexity of the system?
Total
Yes
No

16%
84%

If yes, which reliefs/exemptions?
R&D Tax credits (30%), Statutory sick pay (13%)
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8. Do you agree or disagree with the following: “the complexity of the UK tax
system has forced my business to consider transferring operations outside
the UK”?
Total
Strongly agree
Agree
Neither agree or disagree
Disagree
Strongly disagree

9%
10%
15%
18%
48%

9. Do you agree or disagree with the following: “the UK tax system is having
a negative impact on the UK’s international competitiveness”?
Total
Strongly agree
Agree
Neither agree or disagree
Disagree
Strongly disagree

28%
38%
24%
8%
2%

10. Do you agree or disagree with the following: “the current UK tax system
drives economic distortion with businesses doing things for tax reasons
which they would not otherwise have done”?
Total
Strongly agree
Agree
Neither agree or disagree
Disagree
Strongly disagree

29%
48%
16%
6%
1%

11. How would you describe your business’s relationship with HM Revenue
and Customs (formerly the Inland Revenue and Customs & Excise)
compared with five years ago?
Total
Significantly better
Marginally better
Neither better nor worse
Marginally worse
Significantly worse

7%
15%
68%
7%
3%

12. Do you agree or disagree with the following: “A system which used
accounting-based profit to calculate corporation tax using a tax rate so as to
leave the total tax burden unchanged would be beneficial to my business”?
Total
Strongly agree
Agree
Neither agree or disagree
Disagree
Strongly disagree

12%
41%
38%
7%
2%
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13. Do you agree or disagree with the following: “A simpler flat tax with no
or fewer reliefs, exemptions or tax planning opportunities at a rate so as to
leave the total tax burden unchanged would be beneficial to my business”?
Total
Strongly agree
Agree
Neither agree or disagree
Disagree
Strongly disagree

20%
41%
22%
11%
6%

14. Capital gains on business assets owned by individuals are taxed more
lightly than gains on non-business assets, even when the business assets
are sold and not replaced. Business assets include shares in many
companies, including most family companies, as well as assets used by
sole trader and partnership businesses. Do you favour this system, or
would you prefer a system under which gains on all assets were taxed alike,
using a tax rate in between the current business and non-business tax rates
so as to leave the total tax burden unchanged?
Total
Favour the current system
Prefer taxing gains on all assets alike

54%
46%

15. Are there any further points that you would like to make about the UK tax
system, in particular related to:
Any difficulties you have in understanding the tax liabilities of yourself or your
business?
“I have no option but to rely on my accountant”… “need external advice every
time”… “use an external adviser just in case”…“impossible to understand without
professional advice.”
Any difficulties you have had in dealing with your tax affairs or the tax affairs of
your business?
“It is difficult to speak to someone within HMRC who has enough knowledge to
answer specific queries.”
Examples of economic distortion within businesses which you believe are driven
by the current UK tax system?
“Large corporations underpaying on tax because, they know the system, meaning
smaller businesses are less competitive”… “It is simpler to employ owner drivers
than employ staff.”
Whether you feel that tax is getting simpler or more complicated, and what the
reasons for any such change might be?
“Keep adding makes it more complicated”…“NI and PAYE should be merged and
charged on one scale.”
What is the one single change or simplification to the current UK tax system which
you would most like to see?
“Tax on benefits in kind”…“combined PAYE & NI into one tax”…“cost neutral
merger of income tax and national insurance”…“exemption for new businesses
under £1m in first three years.”
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Appendix A8

GLOSSARY
Accounts depreciation: Where a depreciating asset has been purchased for a
business, the cost of the asset is charged against profits in the accounts of the
business, spread over the useful life of the asset.
Age-related allowances: A person aged 65 or over is entitled to receive a higher
personal allowance and (if applicable) married couples allowance. The additional
amount of these allowances depends on the taxable income received. The agerelated allowances are further increased for those aged 75 or over.
Capital allowances: A tax allowance (currently 25 per cent per year on a
reducing balance basis) that can be claimed on the purchase of plant and
machinery used in a business. Capital allowances can also be claimed (at
different rates) on the purchase of certain other assets, such as agricultural or
industrial buildings.
Capital gain: A profit on the sale or disposal of a capital asset.
Capital gains tax: Tax charged on a capital gain realised by an individual. The
taxable profit normally equals sale proceeds, less cost of purchase, less
indexation allowance from the date purchased to 5 April 1998 and taper relief from
6 April 1998.
Corporation tax: Tax charged to corporations as a percentage of their taxable
income and capital gains.
Council tax: Tax paid by residents to their local authority. The amount payable
varies by local authority area and is determined by the council tax band, which
itself is determined by the value of the house. It is not within the remit of the
Commission to examine council tax.
Deadweight cost: The extent to which the value and impact of a tax, tax relief or
subsidy can be reduced because of its side-effects: for example, increasing the
amount of tax levied on workers’ pay will have deadweight cost because it will
lead some workers to stop working or work less, so reducing the amount of extra
tax to be collected; or, creating a tax relief or subsidy to encourage people to buy
life insurance would have a deadweight cost because people who would have
bought insurance anyway would benefit.
Direct taxation: Taxes charged directly on an individual or company, in particular
by reference to their income and capital gains. The Commission’s remit is only to
examine direct taxation.
Distortionary taxation: Taxation which has the effect of making individuals or
companies behave differently to how they would behave if the taxation did not
apply.
Finance Bill: The annual Bill which is introduced in Parliament containing
proposals for new tax legislation, and which, following any amendments in the
course of debate, is enacted as the annual Finance Act.
Flat tax: A tax applied at the same rate to all income, rather than at higher rates
to higher levels of income as is the case with a progressive tax.
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Imputation: Under the imputation system of taxation, dividends paid by a
company have a tax credit for shareholders, thus giving shareholders some credit
for the tax paid by the company.
Income tax: Tax charged on individual income, including dividend and savings
income.
Indexation allowance: An allowance to ensure that capital gains tax is charged
on capital gains made after adjusting for inflation. The indexation allowance has
been frozen at 5 April 1998 and replaced by taper relief.
Indirect taxation: Taxes which may be levied on one person but which are borne
by someone else, for example, a tax on the sale of goods or services, such as
value-added tax. Indirect taxation is not within the remit of the Commission.
Inheritance tax: A tax payable on a deceased person’s assets and on some
lifetime gifts if the deceased dies within seven years of making the gift.
Marginal effective tax rate: The amount of extra tax payable as a percentage of
any extra income or gains which may accrue to an individual or company. (In the
case of an individual the METR may also reflect extra national insurance
contributions and the withdrawal of benefits.)
Marginal net-of-tax rate: The amount of income received after tax for a given
increase in gross earnings, expressed as a percentage of the gross earnings
increase.
National insurance contributions (NICs): A levy charged on employed
individuals and their employers, or (at different rates) on the self-employed. The
individual may qualify for certain social security benefits as a consequence of
these payments being made (and sometimes NICs are paid voluntarily to preserve
this entitlement.) However, the contributory link between the payment and the
entitlement to benefits is becoming increasingly tenuous.
Participation exemption: Tax exemption accorded to dividend distributions made
by a non-UK resident subsidiary company to its parent company which owns a
certain minimum percentage of shares, in order to mitigate double taxation of such
dividends, and the phrase may also refer to a further exemption from tax on any
capital gain on a sale by the parent company of shares in the subsidiary.
PAYE: Acronym for Pay As You Earn. PAYE is the system under which
employers deduct income tax and national insurance contributions from
employees’ pay during the year.
Personal allowance: An amount of income (£5,035 in 2006-07) that everyone is
entitled to receive before paying income tax.
Pooling of losses: The ability of a taxpayer to set all losses (from whatever
source) against all income or profits in order to determine net income or profits
chargeable to tax.
Pre-clearance: The facility to obtain a ruling in advance of a transaction from the
tax authority as to their view of its tax consequences.
Safe harbour rules: Published rules of thumb indicating how the tax authority will
apply tax law or where it will not apply anti-avoidance legislation.
Schedular tax system: Tax system in which the amount of income from different
sources is calculated separately, i.e. under different “schedules.” Separate tax
computations are therefore made for trading income, income from land, income
from securities and shares etc.
Self-assessment: The system under which an individual is responsible for
completing a tax return and calculating the tax liability to be paid each year.
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Stamp duty: A tax paid as a percentage of the sale price of shares, or of a
property, and which is usually borne by the purchaser.
Taper relief: Relief given for capital gains purposes by scaling down the gain on
the disposal of an asset by reference to the period of ownership of that asset after
5 April 1998. Taper relief replaced the indexation allowance on that date.
Tax avoidance: This occurs when a taxpayer arranges his affairs so as legally to
reduce his tax. The expression sometimes connotes artificial steps taken to
reduce tax, not anticipated by Parliament, even though there is no illegality.
Tax burden: Total tax receipts as a percentage of national income.
Tax credits: Tax credits are payments by the government to individuals (the
amount of which depends on their other income) through the tax system.
Tax evasion: This occurs when a taxpayer deliberately or fraudulently conceals
taxable income or gains from the tax authority. Tax evasion is illegal.
Tax haven: Overseas jurisdiction which has nil or minimal tax on income or gains,
thereby attracting financial or other business activities to be located there.
Tax nothing: Informal but widely used expression for an expense which is not
incurred to acquire an asset, but is nevertheless a capital expense for tax
purposes and therefore not tax deductible.
Tax planning: Arrangement of a business’s or a person’s business and/or private
affairs in order to minimise tax liability.
Transferable allowance: An unused personal allowance which may be
transferred within a couple in order to reduce the tax liability of the person to
whom the allowance is transferred.
Value added tax (VAT): An indirect tax which must be charged by VAT-registered
businesses on goods and services which they supply. Registered businesses
must pay to HMRC any VAT that they charge on their sales (outputs) but can
normally deduct VAT they have paid on goods purchased for the business
(inputs.) It is not within the remit of the Commission to examine VAT.
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