Tax policy and companies

The Pre-Budget Report (PBR) contained no unexpected measures affecting the
taxation of companies. One reform to the tax system for companies where the
government has chosen to consult widely is the introduction of the research
and development (R&D) tax credit for larger firms. Section 6.1 assesses the
government’s proposed options for the design of the new credit. The PBR did
announce new proposals to pilot new initiatives to increase training among
low-skilled employees. Section 6.2 discusses the case for intervention in
training and assesses the government’s proposals to date.

But the government has not always chosen to consult before making changes
to the tax system. In June 2001, neither the time of the Budget nor the Pre-
Budget Report, the Chancellor announced modifications to the capital gains
tax regime to take effect in April 2002. In light of these changes, Section 6.3
considers what the Chancellor is trying to achieve through the design of the
capital gains tax system and whether any further changes might be necessary.
The final section looks more generally at pressures on the structure of the UK
corporate tax system, in particular those driven by developments in
international taxation.

6.1 The R&D tax credit for larger firms

The government intends to introduce a further R&D tax credit open to larger
firms in Budget 2002. Following the PBR, it issued a further consultation
document on the final design of the credit.~ This section discusses which firms
are most likely to benefit from the new credit, and the likely costs and
effectiveness of the designs proposed.

A rationale for the introduction of an R&D tax credit is that, in the absence of
government intervention, firms may undertake too little R&D because of the
difficulty in capturing the full returns to innovative activity.~Spillover benefits
from R&D - that is, the ability of other firms to capitalise on the discoveries
of others — benefit the economy as a whole but are not captured by the
innovating firm. This inability to appropriate the full returns to R&D leads to
underinvestment in innovative activity. An R&D tax credit aims to address
this by bringing the private return to a firm closer to the social return to the
economy as a whole. Evidence also shows that R&D tax credits are effective
in generating additional R&D.

! HM Treasury and Inland Revenue, Designs for Innovation: A Consultative Note, London,
December 2001 (
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The new R&D tax credit will operate alongside the existing R&D tax credit
for small and medium-sized enterprises (SMESs) that was introduced in April
2000. The R&D tax credit for SMEs is volume-based — that is, it is payable on
all R&D carried out by the firm. The government has decided that the new
credit will also be based on the volume of R&D. As a guide to which firms
will benefit from the new credit, the next subsection looks at how R&D
activity is distributed across firms.

Eligible R&D

In this subsection, we estimate the amount of R&D expenditure eligible for the
tax credit using data for 1999 from the enterprise-level data underlying the
Survey E_f[)f Business Enterprise Research and Development (the BERD
survey).= It is useful to start by considering which types of R&D expenditure
will not be eligible for the credit. The consultative document suggests that
qualifying R&D expenditure is likely to be defined as current expenditure on
R&D that is conducted by the firm in the UK. This excludes capital
expenditure, R&D conducted overseas and R&D paid for by the firm but
conducted outside the firm.* R&D conducted by SMEs that are claiming the
SME credit will also be ineligible. Under the SME credit, R&D that is either
directly or indirectly funded by the government (UK or EU) is not eligible.
This makes a big difference to the amount of eligible R&D, but it is not clear
whether similar exclusions will apply for the new credit.

In the 1999 BERD survey, total in-house R&B expenditure is around
£10.6 billion for the sample of enterprises surveyed.*Large firms carry out the
vast majority of R&D expenditure. In 1999, SMEs accounted for only
approximately 10% of total in-house R&D expenditure. Table 6.1 shows in-
house R&D expenditure by larger firms by industrial sector. Firms in the R&D
services sector conduct nearly 30% of in-house R&D expenditure. But most of
the expenditure in this sector represents R&D carried out by the R&D
subsidiaries of manufacturing firms, particularly those in the pharmaceuticals
and chemicals sectors. The second column shows that around 90% of total in-
house R&D expenditure is current expenditure.

Under the R&D tax credit for SMEs, R&D expenditure that is directly funded
by grants or subsidies from government is not eligible for the credit. The final
column of Table 6.1 shows the percentage of in-house R&D that is not directly
funded by government. Sectors with a relatively high proportion of defence
spending, such as mechanical engineering and aerospace, receive the most
government funding for R&D. In addition, under the SMEs credit, if part of
the costs of a particular project are funded by a ‘notified State Aid’ such as a

* The survey covers all R&D expenditure undertaken in the UK. It differs from accounting
data in that it does not include R&D carried out by overseas subsidiaries of UK firms but does
include R&D carried out by UK subsidiaries of foreign firms.

> An exception to the latter will be made for some collaborative research carried out outside
the firm — for example, in conjunction with universities.

® All of the numbers reported are for the sample. This is not likely to affect estimates of R&D
expenditure eligible for the large-firm credit significantly, as these firms will generally be
included in the sample.
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Smart award,ﬂthis is considered to be indirectly funded and none of the R&D
expenditure incurred on the project is eligible. If a similar rule were adopted
for the new credit, this willéower further the proportion of R&D expenditure
that is eligible for the credit.

Table 6.1. In-house R&D by non-SMEs, 1999

Sector Total, Percentage current Percentage not
£ million expenditure publicly funded
Pharmaceuticals 407 86% 100%
Chemicals 313 91% 100%
R&D services? 2,706 82% 95%
Mechanical engineering 601 95% 51%
Electrical machinery 1,110 90% 98%
Transport equipment 781 90% 95%
Aerospace 1,157 91% 76%
Other manufacturing 1,093 91% 73%
Other services 1,709 93% 95%
Other 114 89% 96%
Total 9,991 89% 89%

# Most of the expenditure in the R&D services sector represents R&D carried out by R&D
subsidiaries of manufacturing firms, particularly in the pharmaceuticals and chemicals sectors.
Source: Enterprise-level Survey of Business Enterprise Research and Development, 1999.

Options for the design of the new credit

The government has opted for a volume-based credit rather than an
incremental credit targeted at additional R&D spending above some base.
Volume-based credits give firms a subsidy on every pound of qualifying R&D
they undertake. This includes the R&D they would have done in the absence
of the credit and the aﬂditional R&D induced by the credit. In a previous
consultation document,” the government sought views on an incremental
credit. Although incremental credits can be more cost-effective than volume-
based credits in terms of generating additional R&D, they can also, depending
on the design, introduce perverse incentives, and they are more complex to
design and implement.

At present, current expenditure &H R&D can be deducted from taxable profits
in the year that it is incurred.*= The new credit will take the form of an
additional deduction. The three options set out in the consultation document
are described below.

" Smart is a discretionary award scheme for R&D carried out by SMEs.

® For further details on qualifying R&D expenditure under the new credit, and a comparison of
the design options, see R. Griffith, M. Hawkins and H. Simpson, Response to Consultative
Document ‘Designs for Innovation’, Briefing Note, Institute for Fiscal Studies, London,
forthcoming.

°® HM Treasury and Inland Revenue, Increasing Innovation: A Consultation Paper, London,
March 2001 (www.inlandrevenue.gov.uk/budget2001/innovation.pdf).

' The research and development allowance allows firms to deduct 100% of capital
expenditure on R&D from their taxable profits.
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e Option 1: simple volume scheme — an extra deduction, applying to all
qualifying R&D expenditure. This is the simplest scheme and can be
operated at the company rather than at the group level.

e Option 2: two-tiered volume scheme — two rates of extra deduction, with a
higher deduction on R&D expenditure below some threshold. The
consultation document gives an example threshold of £100 million. This
scheme would operate at the group level.

e Option 3: baseline volume scheme - an extra deduction on R&D
expenditure above some baseline level. The consultation document gives
an example baseline of 50% of R&D expenditure in 2000. Again, this
would operate at the group level. Under this scheme, there is an implicit
requirement to uprate the baseline level of R&D at some point.

As discussed in the government’s consultation document,|“_'I for a given
exchequer cost, option 3 implies a higher headline credit rate (the rate of the
additional deduction) than option 1, because under option 1 the credit is
payable on all qualifying R&D expenditure. Again compared with option 1,
option 2 allows a higher headline credit rate for R&D expenditure below
£100 million, but a lower headline credit rate for R&D expenditure above
£100 million.

Comparison of policy options

The advantages and disadvantages of the three options for the tax credit are set
out in the consultative document. The main criteria against which each option
will be judged are

» cost-effectiveness;
* simplicity.

The cost-effectiveness of the policy will depend on how much additional R&D
is generated relative to the cost, and can be calculated as the value of
additional R&D generated per pound of exchequer cost22!A cost-effectiveness
ratio of one would imply that the tax credit generated an increase in R&D that
was equal to the exchequer cost.

The simplicity of the policy is important because of its effect on two related
factors: first, the level of compliance costs (the cost to firms of claiming the
credit) and administrati\ﬁlcosts (the cost to the government of administering
and policing the credit);**and second, the degree of certainty that companies
have over the amount of tax credit that they will receive on a given R&D
project.

" HM Treasury and Inland Revenue, Designs for Innovation: A Consultative Note, London,
December 2001.

12 This calculation ignores the cost of raising other taxes, or cutting public expenditure, to pay
for the tax credit.

3 The level of compliance and administrative costs could, in theory, be incorporated in the
cost-effectiveness calculation, if reliable estimates were available.
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As is often the case in tax policy, there is a trade-off between the simplicity of
the policy and its cost-effectiveness in terms of delivering the desired change
in economic behaviour — in this case, boosting business R&D expenditure.

Cost-effectiveness of policy options

This subsection looks at the relative cost-effectiveness of each of the options,
calculated as the value of additional R&D generated per pound of exchequer
cost. The additional R&D generated by the credit will depend on firms’
responsiveness to a reduction in the ‘price’ of R&D. This can be measured in a
number of ways, depending on how we think decisions about R&D investment
are made. In our calculations below, we use the user cost of R&D, which
measures thﬁl impact of the tax credit on the marginal pound of R&D
expenditure.*'It has been estimated that a 1% reduction in the user cost, or
price, of R&D would lead to an immediate 0.1% increase in R&D expenditure
and to a 1.0% increase in the long run.~~The exchequer cost of the R&D tax
credit will depend on the tax base to which it is to be applied, the credit rate
and the additional R&D generated by the credit.

Table 6.2 shows estimates of additional R&D generated under each of the
three options in the short and long run, assuming an exchequer cost of
£300 million. It also shows the cost-effectiveness of each option in the short
and long run. The calculations are based on the data from the 1999 BERD
survey. The definition of qualifying R&D used excludes R&D expenditure
that is directly publicly funded. The credit rates under each option are set so
that each option generates an exchequer cost of £300 million.

Option 2 is the least cost-effective of the three options. This is because around
half of qualifying R&D is carried out by firms that undertake more than
£100 million of qualifying R&D expenditure and therefore receive the lower
credit rate on their marginal pound of R&D expenditure. This means they face
a lower incentive to increase R&D expenditure, but they still receive a large
payment from the higher rate applied to the first £100 million of their
expenditure.

The cost-effectiveness of option 3 will vary depending on how the government
chooses to uprate the baseline level of R&D. Two versions of option 3 are
considered: perfect indexation — that is, uprating of the base by the annual
average growth rate of R&D — and annual uprating of the base with respect to
a firm’s own R&D expenditure. The two versions considered are extreme
cases, and in practice it is likely that the government would opt for something
between the two if it chose option 3 (for example, it could uprate by the
growth rate of GDP).

“ Firms’ R&D investment decisions might be influenced by the average tax rate, which
measures the impact of the tax credit on firms’ total earnings, or by the headline rate, which is
the most visible measure. Which of these influences firms” R&D investment decisions will
affect the relative attractiveness of each option.

>'N. Bloom, R. Griffith and J. Van Reenen, ‘Do R&D tax credits work? Evidence from an
international panel of countries 1979-96", Journal of Public Economics, forthcoming.
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Table 6.2. Additional R&D generated and cost-effectiveness at
£300 million exchequer cost

Option 1 Option 2 Option 3 Option 3
Perfect Annual
indexation® uprating”

Additional R&D
(£ million 1999)°
Short run 41 34 74 43
Long run 410 340 740 430
Cost-effectiveness
(£ additional R&D /
£ exchequer cost)
Short run 0.14 0.12 0.29 0.16
Long run 1.37 1.15 2.47 1.42

% Option 3 with perfect indexation is an extreme case. In practice, if uprating is less than the
annual growth rate of R&D, the cost-effectiveness will be lower.

® The cost-effectiveness of this type of scheme depends on a number of factors, including
firms’ discount rates.

¢ Figures for additional R&D are in 1999 prices and reflect 1999 R&D volumes.

Notes: Calculations based on the enterprise-level BERD survey, 1999. The definition of
qualifying R&D used excludes R&D expenditure that is directly publicly funded. Option 1 is
the simple volume scheme, Option 2 the two-tiered volume scheme and Option 3 the baseline
volume scheme.

The third column of Table 6.2 shows the amount of additional R&D generated
and the cost-effectiveness of the credit if the base is uprated in line with
annual average R&D growth. This is the most cost-effective option, but it
should be noted that if the uprating were less than the annual average growth
rate of R&D, the long-run cost-effectiveness figure given in the third column
would be an overstatement, as exchequer costs would rise over time as the
base declined relative to the level of R&D expenditure. In an extreme case, if
the base is not indexed or is never uprated, this ‘fixed-base’ scheme will tend
towards a volume-based scheme.

The last column of Table 6.2 shows the amount of additional R&D generated
and the cost-effectiveness of the credit under option 3 if the base is uprated
annually using the firm’s own R&D expenditure. This is equivalent to an
incremental credit with a one-year moving-average base, but with the base set
to half the level of R&D expenditure in the previous year. The cost-
effectiveness of this version of option 3 is much lower. This is because firms
will take into account that increasing their R&D expenditure this year will also
increase their base next year. This will significantly reduce the incentive effect
of the credit. If, in addition, the rules for uprating the baseline level of R&D
are not set out in advance, this will make the future price of R&D very
uncertain. It is possible that this uncertainty would be so great as to reduce
still further the effectiveness of this option at encouraging more R&D.

Compliance and administrative costs

It is important to note that the measure of exchequer cost used in the cost-
effectiveness estimates excludes the compliance costs faced by firms and the
administrative costs faced by government of operating the new credit. Option
1 is the simplest option, because the credit is given on all qualifying R&D
expenditure by a given company. It does not require complicated group rules,
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and the amount of credit to be granted is therefore likely to be easily
predictable by companies.

Because both options 2 and 3 target the tax credit at expenditure above or
below a certain threshold, they would require more complex rules than option
1 to ensure that groups of companies could not manipulate R&D expenditure
in order to maximise the value of the deduction to the group, without
necessarily conducting any more R&D. Option 3 is the most complex scheme,
since, as well as requiring the group rules of option 2, the R&D base would
need to be uprated in some way on a pre-announced or ad hoc basis. For this
reason, it would probably involve the highest compliance and administrative
costs and provide the least predictable tax credit for companies.

Conclusion

Option 1 is the simplest volume-based credit and will very likely have the
lowest compliance and administrative costs. Option 3 is more cost-effective,
but the cost-effectiveness of this option will vary considerably with how the
base is increased over time and with firms’ expectations about how it will be
increased. The choice between options 1 and 3 therefore rests on whether the
cost of the greater complexity and uncertainty of option 3 outweighs its
additional cost-effectiveness. But, given the government’s progression from
favouring an incremental credit to favouring a volume-based credit on the
basis of simplicity, option 1 looks like the most likely choice.

6.2 A training tax credit?

The 2001 Pre-Budget Report outlines proposals to pilot new initiatives to
improve tf&l acquisition of basic skills and level 2 qualifications among
employees.=The proposals include entitlement to paid leave to attend training
courses, and financial support for employers whose employees take time off to
train. This represents a further reform to the provision of post-school
education and training, following the introduction and subsequent withdrawal
of Individual Learning Accounts. This section examines the case for
intervention in the provision of training, including employer provided training,
and looks at the incidence of training among employees. In light of this, we
then assess the government’s proposals to date.

Why intervene in the provision of training?

Government intervention to increase skill levels may be justified on efficiency
grounds if the existence of market failures means that too little training is
provided by individuals and firms from the point of view of society. Training
generates ‘positive externalities’ if the social benefits to the acquisiti&a of
skills exceed the benefits to the individual or firm financing the training.~~An

18 |_evel 2 qualifications are five GCSEs grades A*—C or equivalent.

" For a non-technical summary of the evidence on the returns to education and training to the
individual, the firm and the wider economy, see R. Blundell, L. Dearden, C. Meghir and B.
Sianesi, ‘Human capital investment: the returns from education and training to the individual,
the firm and the economy’, Fiscal Studies, vol. 20, pp. 1-23, 1999.
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example of how these additional benefits might arise is if an individual’s own
productivity is increased by working with other individuals who have received
training. A social benefit may also arise if a more highly skilled workforce is
better able to advance or adapt to technological developments, which in turn
leads to spillover benefits for other firms that are able to capitalise on these
innovations. These two potential sources of externalities raise questions about
at what skill levels intervention to increase training might most improve
efficiency — at all skill levels or by targeting the highly skilled?

Too little training may also be undertaken from the point of view of society as
a whole if individuals cannot raise funds from financial institutions to finance
education or training. Private lenders might be unwilling to finance training
for individuals with few or no assets other than their potential future earnings.

Many forms of training, such as training in IT, produce ‘transferable’ skills —
that is, skills that the trainee will be able to use even if he or she moves to a
different firm. The transferability of these skills between firms may lead to too
little of this form of training being provided by employers. Employers
providing ‘transferable’ training may be unable to capture the full benefits if
other firms can poach trained employees. And if employees are unable or
choose not to pay for such training themselves, the poaching problem may
lead to underprovision.

The PBR highlights the possible existence of information failures for both
individuals and employers, who might not realise the benefits of skills
acquisition. Furthermore, it suggests that an underestimation of the returns to
training by both individuals and their employers might be more severe for
those individuals with lower existing skills. This would lead to too little
training for this group in particular: these individuals being less likely to
demand training, and employers being less likely to supply it.

In addition to the efficiency-based reasons given above, there may also be
equity arguments for intervention to provide training for some groups, as
training should increase their earnings potential. Society as a whole may want
to raise the wages of the low-paid or better enable those unemployed to find
work, and, in doing so, reduce inequality. If so, there may be an argument for
subsidising training for those at the lower end of the income distribution. In
this case, it is worth considering whether an employer-based scheme, such as
that being proposed by the government, is a suitable way to raise skill levels
among individuals at the lower end of the income or skills distribution.

Who receives training?

The PBR illustrates~ that, among employees, training is more likely to be
received by those who have existing qualifications, and this effect increases
with the level of qualifications attained. The UK Labour Force Survey (LFS) —
a quarterly survey of around 60,000 households — provides evidence on who is
undertaking training in the UK labour market. Table 6.3 shows how many
people in employment were studying for a vocational qualification at the time

18 Chart 3.3 (p. 53) of HM Treasury, Pre-Budget Report, Cm. 5318, The Stationery Office,
London, 2001 (www.hm-treasury.gov.uk/Pre_Budget Report/prebud pbr01/
prebud pbr01 index.cfm?).
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of interview. Each column shows the percentage of individuals who were
studying for each category of qualification. Individuals are classified by their
highest educational qualification to date. The table shows that those with no
previous qualifications are substantially less likely to be studying for any form
of vocational qualification than people with previous qualifications.

Table 6.3. Studies for vocational qualification by education group:
employees, Winter 2000

Previous educational Qualification being studied for (as a percentage of education group):
attainment Higher Medium Lower None
vocational vocational vocational

Degree or equivalent 7.4 0.7 6.4 85.5
A level or equivalent 3.4 1.7 5.6 89.3
GCSE grade A-C 1.2 2.9 7.1 88.8
or equivalent

GCSE grade D or below 1.3 0.5 5.0 93.2
or equivalent

None 0.2 0.4 2.3 97.2
All 3.1 1.4 5.6 90.0

Qualification being studied for:

‘Higher vocational’ includes degrees and NVQ levels 4 and 5 or equivalent

‘Medium vocational’ comprises A level and NVQ level 3 or equivalent

‘Lower vocational” comprises GCSE and NVQ levels 1 and 2 or equivalent

Previous educational attainment:

‘GCSE grade A-C or equivalent’ includes O level grade A-C and CSE grade 1

‘GCSE grade D or below or equivalent’ includes CSE below grade 1, NVQ level 1 or
equivalent vocational qualifications

Source: Labour Force Survey.

Table 6.4. Training in the last three months by education group:
employees, Winter 2000

Educational attainment Percentage of education group:
Did training No training
Degree or equivalent 43.2 56.8
A level or equivalent 26.7 73.3
GCSE grade A-C or equivalent 26.3 73.7
GCSE grade D or below or equivalent 19.7 80.3
None 10.0 90.0
All 28.7 71.3

Source: Labour Force Survey.

The LFS also asks a retrospective question. It asks people of working age: ‘In
the last 13 weeks, have you taken part in any education or training connected
with your job, or a job that you might be able to do in the future?’. Table 6.4,
which looks at the receipt of training in the last three months among
employees, shows that individuals with lower current qualifications were far
less likely to be receiving training.

These observations may simply reflect differences in the returns to training
across individuals with different skill levels, rather than reflecting market
failures. Previous research on the returns to training appears to show that
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individuals with previous qualifications recei\‘_g_‘a significantly higher average
return to training courses than the unqualified.

Finally, Table 6.5 looks at participation in training by size of workplace. It
shows that individuals in firms with 50 or more employees were around 50%
more likely to undertake training in the three months prior to being surveyed
than were individuals in firms with 10 employees or fewer.

Table 6.5. Employee training in the last three months by size of
workplace, Winter 2000

Number of employees in firm Percentage of employees of firms of this size:
Did training No training
1-10 21.0 79.0
11-19 28.2 718
20-24 314 68.6
25-49 32.6 67.4
50 or more 33.9 66.1
All 30.2 69.8

Note: Figures for ‘All” differ from those in Table 6.4 due to differences in response rates.
Source: Labour Force Survey.

While the existence of market failures, such as externalities and credit
constraints, might justify government intervention, it is also important to
consider evidence on the magnitude of these potential failures before deciding
on the form that any intervention might take. The figures shown above do not
in themselves provide evidence of market failures, as they are simply
correlations. As we describe in more detail below, the government’s proposals
lower the cost of provision of training through a number of routes, but the
government has not explicitly linked these features of the proposed policy to
how they might remedy specific market failures.

Existing and recent government training policy

The latest proposals are far from being the first policy devised to increase the
extent of training in the UK labour market. Some of the most important
policies currently in existence are

o Career Development Loans (CDLs): These are loans available to
individuals seeking to undertake particular training courses, higher-
education courses or professional qualifications. If a loan is granted, the
individual pays back the cost of training over a period after finishing a
course, in a similar way to a studen%&)an. In the academic year 1998-99,
CDLs totalled just under £50 million.

19 See, for example, R. Blundell, L. Dearden and C. Meghir, The Determinants and Effects of
Work-Related Training in Britain, Institute for Fiscal Studies, London, 1996. For an analysis
of the returns to different types of qualification, see L. Dearden, S. Mclntosh, M. Myck and A.
Vignoles, The Returns to Academic, Vocational and Basic Skills in Britain, Skills Task Force
Research Paper no. 192, Department for Education and Employment, London, 2000.

2 Table 17a, www.dfes.gov.uk/statistics/DB/VOL/v0233/index.html.
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« Small Firms Training Loans: These are similar to CDLs but are targeted at
employers in small firms who wish to offer extra training to their
workforce.

e The New Deal: The various New Deal schemes that have been set up for
unemployed 18- to 24-year-olds, and for the long-term unemployed in
other age groups, offer the prospect of full-time education and training
courses to individuals who have been through the New Deal ‘gateway’. In
addition, the subsidised jobs that are being offered as another option to
New Dealers must include at least one day a week of training towards an
accredited qualification.

In addition to these schemes, there are two other schemes that existed until
recently but have now been abolished:

o Tax relief: Under this scheme, individuals who had left school could claim
tax relief on income tax for course payments and examination fees for
NVQ-related courses. This option was abolished in 2000. There were
concerns that the tax relief was being used in part to subsidise benefits in
kind rather than genuine training.

» Individual Learning Accounts (ILAs): The ILA scheme, started in March
2000, provided a subsidy of up to £150 for each person who opened an
account and invested at least £25 of their own money into it. The ILAS
were used to provide funds for training courses. The definition of courses
that qualified for the subsidy was deliberately made very broad, to
minimise bureaucracy and encourage account holders to sign up for courses
that they themselves saw as most useful. However, the scheme was
scrapped in December 2001 following concerns that many account holders
were applying for schemes with little or no educational value, and thus that
public money was being wasted.

The failure of the ILAs scheme brings home the point that careful policy
design is essential if the stated objectives of the policy are to succeed. A badly
designed policy might end up either having no effect at all or, worse,
increasing expenditure on training courses that are relatively unproductive. In
the next subsection, we discuss the details of pilots for a new scheme that were
outlined in the Pre-Budget Report.

The pilot schemes

The pilot schemes announced in the PBR will focus on the provision of
training to those individuals who are in work. The schemes will be open to
employees without basic or level 2 skills. Key features of the proposals are:
free training provision and accreditation; entitlement to paid leave to attend
courses; and employer compensation for employees’ time spent training.

Full details of the pilots are not yet known, but they aim to evaluate different
levels of subsidy for courses and accreditation, different periods of entitlement
to paid leave and different levels of financial compensation for employers. In
some of the pilot variations, small employers may receive up to 150% of wage
costs and the largest employers less than 100%. The pilots will also look at the
effectiveness of additional rewards for completing courses successfully.
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Features yet to be decided on include: whether employees or employers will
choose the type of training undertaken; and how the financial compensation
for employers will be delivered. As many smaller firms are not incorporated, it
would not be practical to use the corporation tax system if it is intended that
all employers be included. Using PAYE would add further complexity to the
system, and would probably involve substantial monitoring costs to ensure
payments were linked to genuine training being undertaken. Since 1997, the
PAYE system has been extended to encompass the payment of benefits and to
collect student loan repayments. It may be more sensible to deliver any
financial support to employers through a grant-based system based around the
actual provision of training, rather than through a separate mechanism
associated with PAYE.

Assessment of the schemes

Under the proposals, employees will be entitled to paid leave to undertake free
training courses. The government will pay a subsidy to employers that will in
many cases cover the full wage costs of employees undertaking training.
Employers will then face the costs of replacing these employees while they are
training, such as paying overtime to other employees or hiring in temporary
workers. If replacement workers who were equally productive could be hired
at an identical wage, and with no other costs, employers would face no
additional costs when an employee undertakes training.

More generally, replacement costs might be higher or lower than the wage
costs of existing employees. It is particularly likely that they will be higher
than existing wage costs in smaller firms. The pilot schemes suggest that the
government is willing to cover these costs through offering subsidies over and
above the full wage costs of the employees away on training.

Of course, if employers would not see any return from basic or fully
transferable skills acquired by employees, an efficient policy response could
include the government bearing all the employers’ costs. But under the
schemes, participating employees will also face no cost to undertaking
training. They may therefore be prepared to participate in training with little or
no economic return. While the existence of credit constraints facing
employees might justify interventions such as subsidised loans to reduce the
cost of training, it is unlikely to justify reducing the cost of training to zero.

As the proposals potentially mean that the government bears all the costs
associated with training, a concern is that the proposals will result in
inefficient training being undertaken — that is, training where the costs are
greater than the expected returns. Without employers or individuals bearing
some costs, it is difficult to see how the proposals provide a mechanism for the
most productive training to be undertaken.

The pilot schemes also mention the provision of additional incentives for
achieving qualifications, but it is not clear whether it would be employers or
employees who would be receiving them. Nor is it known whether employers
or employees will choose the training courses to be undertaken, or what, if
any, restrictions will be placed on the types of training courses open to
participants in the scheme.
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There are arguments for and against giving the employer, rather than the
employee, the right to choose the type of training undertaken. To the extent
that training confers skills that are transferable between employers, it probably
makes sense to give employees the final choice, given that they, rather than
their current firm, will retain the skills if they switch jobs. On the other hand,
it may be that employers have a better understanding of the skills that are
required for individuals within a business or industry. But, as discussed above,
any employer intervention in training decisions is likely to be influenced by
the extent to which they bear the costs of training, as well as by the benefits
they receive.

It is not clear how large a cost the government envisages bearing under this
scheme. Government fi%ﬂes suggest that 45% of the workforce do not have
level 2 skills or above.*~The cost of any scheme along the lines of those
considered in the pilﬁ, if taken up by a significant proportion of the target
group, could be large.

Conclusion

Few doubt that there is some role for government in the provision of training.
But the government should clearly identify, and consider evidence on the
magnitude of, the market failures that it is trying to tackle, and develop a
policy that addresses these issues. It is not clear that the current proposals have
followed this route. A key concern is that the proposals will lead to inefficient
training being undertaken, if the existence or extent of market failures has
been misjudged or if the schemes are ill designed.

It is therefore sensible that the scheme is being piloted with plans for an
evaluation of its effectiveness. Whilst a pilot cannot identify all potential
problems with each scheme, it can aid the design of a policy, with the quick
identification of a number of drawbacks.

6.3 Capital gains tax

In June 2001, the Chancellor announced further changes to capital gains tax
(CGT). From April 2002, a higher-rate taxpayer disposing of a business_asset
held for at least two years will face a 10% rate of capital gains tax.— The

2L Cabinet Office Performance and Innovation Unit, In Demand: Adult Skills for the 21%
Century, London, December 2001 (www.cabinet-office.gov.uk/innovation/2001/workforce/
report/Finalrep.pdf).

22 Assuming a workforce of 25 million, the target group is roughly 11 million. Entitlement to
35 hours’ paid leave at the minimum wage (£4.10) would lead to an annual cost of
approximately £160 million if take-up were 10% of the eligible group, and an annual cost of
approximately £800 million if take-up were 50% of the eligible group.

% |n practice, the CGT regime is even more generous, since the first £7,500 of tapered gains
are exempt from CGT. This implies that, under the proposed change to taper relief for
business assets, gains up to £30,000 can be realised on the sale of assets held for at least two
years without any CGT charge. A £30,000 gain will be reduced by 75%, to £7,500, by the
taper.
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Box 6.1. Changes to the capital gains tax regime, Budget 1998 onwards

Budget 1998 changed the base on which capital gains tax would be levied
from real to nominal gains. Indexation allowances were replaced by capital
gains tax taper relief, which reduces the proportion of nominal gains that are
taxable the longer an asset is held. A distinction was drawn between general
assets and ‘business’ assets, with the latter receiving more generous CGT
treatment.

Changes to the definition of business assets

Tangible and intangible trading assets held directly by individuals (i.e.
unincorporated businesses) have been eligible for business assets treatment
since April 1998. In Budget 1998, shareholdings were classed as business
assets if they belonged to an employee shareholder with more than 5% of
voting rights or to an external shareholder with more than 25% of voting
rights. The definition of qualifying shares was expanded in Budget 2000 to
include all employee shareholdings and all shareholdings in unlisted trading
companies. The threshold on shareholdings in listed trading companies was
reduced to 5%.

Changes to the rate of taper relief for business assets

The government has made the treatment of gains on business assets more
generous. Figure 6.1 shows how the business assets taper has become steeper
over time. The 10% rate was originally reached after 10 years. In Budget
2000, this was reduced to four years, and, from April 2002, the 10% rate will
be reached after two years.

Figure 6.1. Business assets CGT rate for higher-rate taxpayer: effective
rates on gains above annual exempt amount, from April 1998, April 2000
and April 2002
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government is also considering whether further changes should be made to the
system for non-business assets.

The changes announced last June are the latest in a long line of changes to the
CGT regime since 1998. These are summarised in Box 6.1. This section
assesses the resulting CGT regime and asks whether further modifications are
warranted.

Reforms to the capital gains tax system

In recent years, UK policy has stressed the role of CGT as a policy lever to
achieve a range of objectives beyond simply raising revenue. The objectives
have, to a large extent, evolved with the policy. When the reform of CGT
began in Budget 1998, the FSBR stated that ‘the Government’s objectives are
to: encourage long term investment;, reward risk E‘inng and promote
enterprise; introduce greater fairness for CGT payers’.~~ Budget 1998 also
stated that the government wanted a system that would be ‘simpler to
understand’. In Budget 2000, the business assets taper was shortened to ‘bri
the CGT incentives more into line with entrepreneurial investment patterns’.
In June 2001, the government announced a further shortening of the business
assets taper to ‘ensure that our é'_g:lgime iIs among the most favourable to
enterprise in the developed world’.

Promoting enterprise

Changes to CGT are often seen as ways to encourage risk-taking behaviour. It
is likely that for certain types of investment project, such as those funded by
new firms, the rate of CGT affects the investment decision more than for other
types of investment, such as those carried out by larger incorporated
businesses. The lower rate of CGT on business assets may induce more
investment in this class of assets, potentially both through an increased supply
of funds and through demand for tE%se funds from individuals — for example,
those starting their own businesses.

However, reductions in the CGT rate on business assets are unlikely to have a
large effect on overall UK investment levels. Changes to CGT affect aEﬁnall
proportion of individuals. Fewer than 200,000 individuals pay CGT,~and

% page 60 of HM Treasury, Financial Statement and Budget Report, London, March 1998
(www.archive.official-documents.co.uk/document/hmt/budget98/budget98.htm).

% page 46 of HM Treasury, Financial Statement and Budget Report, London, March 2000
(www.hm-treasury.gov.uk/Budget/Budget_2000/bud_bud00_index.cfm?).

% page 12 of HM Treasury, Enterprise and the Productivity Challenge, London, June 2001
(www.hm-treasury.gov.uk/mediastore/otherfiles/26.pdf). In particular, the government has
stressed that the UK system is now more generous that the US system. The federal rate of
CGT in the USA for taxpayers in the highest income band falls to 20% after one complete
year and remains at that rate thereafter. The UK rate for higher-rate taxpayers will also fall to
20% after one year, and to 10% after two years.

T See, for example, J. M. Poterba, Venture Capital and Capital Gains Taxation, NBER
Working Paper no. W2832, July 1989.

2 Table 14, www.inlandrevenue.gov.uk/stats/capital _gains/menu.htm.
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those investing in certain smaller businesses can also receive relief from CGT
via the Enterprise Investment Scheme.

Encouraging long-term investment

Since Budget 2000, a tax-induced bias towards long-term holding remains
only for non-business assets. The structure of the CGT system would not be
expected to affect financial institutions often cited in the debate on ‘short-
termism’. The non-business assets affected by the CGT taper are individuals’
shares in quoted companies. Individual shareholders hold a small proportion
of the total equity in UK quoted companies. Most equity is held by financial
institutions, such as pension fungfI and insurance companies, that do not pay
CGT or by foreign shareholders.=~Furthermore, there is no clear evidence that
the length of time that shares are held affects firms’ investment decisions.

It is equally difficult to make a case for having a tax-induced bias for long-
term holding of business assets. So the fact that most of the bias introduced in
1998 for business assets has been removed, by the changes to the business
assets taper in 2000 and by those to be implemented in 2002, is to be
welcomed.

Figure 6.2. Business and non-business assets CGT rate for higher-rate
taxpayer on gains above annual exempt amount, from April 2002
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But the removal of this bias, by shortening the business assets taper, has
increased another potential distortion. As shown in Figure 6.2, business assets
held for at least two years will now be subject to a 10% rate, compared with
40% for non-business assets at this point. There is no clear economic
distinction between business and non-business assets. For instance,

» For UK quoted firms at the end of 2000, the Office for National Statistics estimates that
38.7% of total equity was owned by pension funds and insurance companies, 32.4% was
owned by foreign shareholders and only 16% was owned by individuals. See Office for
National Statistics, Share Ownership: A Report on the Ownership of Shares at 31 December
2000, London, 2001 (www.statistics.gov.uk/downloads/theme_economy/
ShareOwnership2000.pdf).
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» shares quoted on the Alternative Investment Market could count as
business assets, shares on the FTSE SmallCap do not;

» virtually all employee shareholdings count as business assets, but when an
employee leaves the company their shareholdings usually revert to being
non-business assets.

Yet the government has made the tax distinction between these two categories
of assets wider. In the absence of any clear rationale or evidence supporting a
30 percentage point difference in the tax rates on the two types of assets after a
two-year holding period, some concern must exist over whether the
differential creates a distortion that induces inefficient investment decisions.
However, given that we have argued that the impact of CGT cuts on overall
UK investment is likely to be small, this may not be a significant problem.

Complexity and other distortions

One of the government’s aims in 1998 was to simplify the CGT system. By
June 2001, the system contained considerable éomplexity, leading the
government to consult on simplification of CGT.®™= While this initiative is
certainly welcome, it is likely to be confined to rather technical issues. Much
of the complexity in CGT is now structural. There are the straightforward
compliance costs, such as the problems of calculating the tax liabilities on
capital gains and the likely need for anti-avoidance rules to prevent the
avoidance of income tax and National Insurance contributions.

Some of the complexity in the system is transitjapal, with the same gain being
potentially taxed under more than one system.™~ But much of the complexity
will remain in the long run — for example, in situations where shares change
classification from business to non-business assets, such as when a firm floats
on the stock market or when an individual changes employer. Such
circumstances can also produce rather perverse incentives, with the average
tax rate on any unrealised gains increasing due to the non-business assets taper
being less generous than the business assets taper. So, in addition to the
complexity, we may also be worried about distortions to behaviour, such as
how the CGT system affects a firm’s decision to float on the stock market.

Further reform?

In addition to consulting on issues of complexity, the government is
considering whether further changes to the CGT system might be made.*~As a
starting point, consideration could be given to a number of features of the
CGT system that might merit removal:

% page 13 of HM Treasury, Enterprise and the Productivity Challenge, London, June 2001
(www.hm-treasury.gov.uk/mediastore/otherfiles/26.pdf).

*! For example, if a proportion of the gain qualifies for indexation relief and the remainder is
subject to the CGT taper.

%2 The government has stated that it will ‘consider whether, during the lifetime of this
Parliament, it is necessary to improve the CGT treatment of those assets that do not qualify for
the business assets taper’ (page 12 of HM Treasury, Enterprise and the Productivity
Challenge, London, June 2001 (www.hm-treasury.gov.uk/mediastore/otherfiles/26.pdf)).
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» the bias towards longer holding periods for non-business assets;

» the large differential between the tax rates on business and non-business
assets;

» the general complexity and potential distortions in the system, which in
part are due to a series of reforms being applied in a remarkably short
period of time.

Many of these issues could be addressed either by changing the non-business
assets taper to a flat rate after two years or by moving quoted shares into the
business assets regime. But any significant move is likely to be costly. A
compromise would be a single flat CGT rate for all assets, in part funded by
increasing the rate on business assets. But in light of the government’s
announcement last June of further changes to the business assets taper, that
option now looks unlikely.

The absence of discussion in the Pre-Budget Report of options for further
reform probably means that none of these potential solutions will be taken
forward in the Budget. While the issues outlined here will not go away and
action will be needed at some point, another quickly implemented reform
might only complicate the position further. One sensible option for the
government would be a commitment not to change the capital gains tax regime
again without some form of consultation.

6.4 Large business taxation

Following a long period of consultation, the government is due to introduce
two major reforms to the taxation of assets held by companies. These concern
the taxation of substantial shareholdings in other companies and the taxation
of intangible assets. Details of these reforms are given in Box 6.2.

The proposed exemption for gains made on disposals of substantial
shareholdings is a generally sensible outcome to a long consultation process.
Where the investee company is UK resident, this effectively removes a
potential double tax charge, as any income and gains generated by the investee
company will already be subject to corporation tax. Where the investee
company is located overseas, it has been standard practice to own it through a
holding company located in a tax regime that itself has an exemption for
capital gains. This ensures that any gain is unlikely to result in a UK tax
payment even without formal tax exemption. The reform will leave
multinationals free to structure their groups for commercial rather than tax
reasons, although it is far from clear %?t the exemption will not create further
tax-planning opportunities of its own.

The new unified regime for intangible assets is also a positive move, removing
tax-driven distortions between different intangible assets and bringing the tax

* There are also other ways in which the tax system affects the structure of multinationals.
For example, the double tax relief (DTR) system contains an incentive to hold overseas
companies directly from the UK. This issue should hopefully be addressed when the
government considers simplifying the DTR system.
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treatment closer to that in the accounts. But the combination of a depreciation
relief, a rollover relief on gains and a potentially indefinite transition period
means that much of the simplifying potential of the original proposals has
been lost.

Box 6.2. Corporate tax reforms for Finance Bill 2002

Exemption for capital gains on substantial shareholdings

Capital gains made by companies when they dispose of assets are currently
taxed at the marginal rate of corporation tax. For a number of years, the
government has been consulting on ways to reduce this tax liability where the
asset in question is a substantial stake in another company. Consultation was
initially on the basis of a deferral relief designed to replicate for share sales the
tax treatment applying to sales of business assets, where any tax charge can be
deferred if the proceeds are reinvested into other qualifying business assets.
The Pre-Budget Report made it clear that the government now intends to
exempt gains on share sales from tax altogether.?

There are a number of restrictions on the type of disposals that will fall within
the exemption. The key ones are that

* both the investor and investee companies must be trading companies; and

» the investor company must have owned at least 20% of the investee
company for at least 12 months (or have met this condition within the last
12 months);

The exemption is expected to come into force for disposals after 1 April 2002.

Taxation of intangible assets

Finance Bill 2002 is also expected to introduce a new tax regime for intangible
assets. Previously, different forms of intangible assets have had varying tax
treatment, with some assets, such as trademarks and agricultural quotas, not
receiving any relief at all.

The new system will encompass all intangible assets within a unified regime
based around the accounts treatment. Effectively, depreciation of intangible
assets can be allowed against tax at the rate that the asset values are written
down in the accounts. On disposal, if the asset is sold for more than the tax
written-down value, then the tax relief given for depreciation will be reclaimed
by the exchequer. If the asset is sold at a gain compared with cost price, the
tax charge on the gain can be deferred if the full proceeds of the sale are used
to purchase other intangible assets.

As a transitional mechanism, current assets will only move into the new
regime when they are first sold after the implementation date. At this sale, the
vendor will receive the historic tax treatment for the asset.

% Page 40 of HM Treasury, Pre-Budget Report, Cm. 5318, The Stationery Office, London,
2001 (Wwww.hm-treasury.gov.uk/pre _budget report/prebud_index.cfm).
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Future UK reforms

After ongoing tax reforms since 1997, an important question for businesses is
whether the reforms have now been concluded or whether to expect further
changes in the near future.

In the short term, there are a number of pressures emanating from recent UK
reforms to the taxation of outward investment. The regime resulting from
these reforms is now, if anything, more generous for returns from overseas
subsidiaries, prqujded they are not caught by the controlled foreign companies
(CFCs) regime.*=But part of this new regime — namely, the double tax relief
(DTR) system — is overly comg]ex and in need of simplification. The
government appears to accept this.**Its judgement that immediate changes are
premature seems sensible, as reform is likely to produce more permanent
results if made in the light of experience operating the new system and
sufficient consultation. But this process should also have a finite timescale, so
a firm announcement of the date by which it will be accomplished would be
welcome.

The corporate tax regime for CFCs has been significantly tightened, restricting
further the ability of UK-based groups to retain profits overseas without
paying a full UK tax charge. Despite the fact that this change, which does not
apply to non-UK-based groups, makes the UK a less attractive home location
for a multinational, concern over possible loss of UK tax revenue seems to
have outweighed issues of UK competitiveness on this occasion. It seems
unlikely that the government will reverse this judgement in the near future.

Future pressures on corporation tax

This leads to consideration of the longer-term pressures on the UK corporate
tax regime. Can the UK reasonably expect to continue to generate revenues
from overseas activities while retaining a large number of multinational
headquarters? The initial proposals for changes to the DTR system and the
surrounding debate following Budget 2000 have highlighted the difficulties
the government faces if it proposes changes that raise more revenue_in this
area. In the immediate future, revenues do not appear to be in danger,*-but in
the medium term this may alter in light of some of the harmonisation issues
covered below.

There is also a wider question about whether underlying changes in
production, such as the growth in firms operating in multiple tax jurisdictions
or the increased importance of intangible products and assets, will force down
domestic corporate income taxes. This is an extremely difficult question and

* The CFC regime is designed to prevent profits that would be taxable on repatriation to the
UK being held in an offshore company and thus deferring UK tax payments.

% See paragraph 3.9 of Corporation Tax: Responses to the July 2001 Large Business Taxation
Consultation, Inland Revenue Technical Note, November 2001 (www.inlandrevenue.gov.uk/
consult_new/subshare.pdf).

% 1t should be noted that this judgement is hindered by the lack of any published figures on
the level of tax revenues from overseas activity.
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views vary widely. The only clear fact iéﬂthat to date there has not been a
significant erosion of tax-raising capacity.

International initiatives on tax competition

There are currently a number of international initiatives broadly concerned
with tax competition. The UK government has stated that it seeks to ‘eliminate
tax distortions arising from artificial tax incentives that have been available on
an international level ... The UK continues to work in international fora, such
as the OECLEB__Iand the EU Code of Conduct Group, to promote fair tax
competition’.

Defining “fair’ tax competition is a rather imprecise science. It is therefore
helpful to break the issues down into their constituent parts. There are two
central issues — the impact on tax revenues and the impact on the location of
economic activity.

The protection of tax-raising capacity from tax evasion is at the heart of both
the OECD initiative against harmful tax competition and the EU Savings
Directive, at least in their current forms. In both cases, the key issues relate to
the exchange of information between tax jurisdictions to facilitate the
enforcement of domestic tax laws. These initiatives are therefore not aimed at
possible tax revenue losses from genuine relocation of economic activity to
low-tax regions. Whether or not these initiatives succeed will have an impact
on countries’ ability to tax corporate income, but will not necessarily affect
economic efficiency, provided any revenue shortfall could be made up at no
higher welfare cost by increasing other taxes.

The EU’s Code of Conduct process has also been concerned with ‘niche’ tax
regimes that affect the location of substantive economic activity.= In many
cases, the parallels between tax-based subsidies and more traditional
government cash subsidies are clear and the economic arguments against such
distortions are well rehearsed. This initiative has been supported by the UK
government. However, given the government’s genuine concern over
distortions resulting from niche regimes, it is perhaps surprising that it does
not appear to be concerned by the distortion of economic location decisions
resulting from differences in general tax rates.

Tax harmonisation

In a recent communication, the European Commission has more generally set
out its view on the future of business taxation in a single EU market.~ The

%7 Corporate tax revenues in the EU as a whole have risen over the past 20 years, both as a
share of GDP and as a share of total tax revenue. For more details, see S. Bond, L. Chennells,
M. Devereux, M. Gammie and E. Troup, Corporate Tax Harmonisation in Europe: A Guide
to the Debate, Institute for Fiscal Studies, 2000.

% page 5 of HM Treasury, Large Business Taxation: The Government’s Strategy and
Corporate Tax Reforms, July 2001 (www.inlandrevenue.gov.uk/consult_new/lbt.pdf).

¥ A number of potentially harmful regimes identified by the Code group are now being
investigated under the European Commission’s State Aids procedures.

“0 European Commission, Towards an Internal Market without Tax Obstacles,

Communication from the European Commission to the Council, the European Parliament and
the Economic and Social Committee, Brussels, COM(2001) 582 final, 2001.
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main proposal is the harmonisation of corporate tax bases (not rates) across the
EU, thus allowing companies to calculate consolidated profits on a European
basis, which would then be apportioned by a formula across Member States.

The key benefit claimed for base harmonisation is that there would be
administrative gains for companies and tax authorities as the need to calculate
and monitor transfer prices within the EU would disappear, and as the profit
calculations of a firm would follow a single European set of rules, rather than
up to 15 different ones. This deals indirectly with some types of tax
competition, such as the potential to use transfer pricing to reduce tax
liabilities within the EU, but does not address the treatment of non-EU-based
activities. Other aspects of tax competition, however, will not be dealt with,
and the authors of the study stress that tax rates will remain at the discretion of
Member States.

The government has already set itself ast the European Commission’s
proposals for a unified corporate tax base.However, there are considerable
forces that are tending to integrate EU corporate tax regimes. These include
the realities of a single market, the introduction of the European Company
Statute and the actions of the European Court of Justice. While it is not
possible to say that a harmonised tax base is in the UK’s long-term economic
interests, it is equally not possible to say that it is against them. It is also clear
that this is a debate that is not going to end soon.

Mike Hawkins, Alexander Klemm, Howard Reed and Helen Simpson

* “The Government’s view is that fair tax competition not tax harmonisation is the way
forward for Europe’ (The Paymaster General, Hansard, 1 November 2001, col. 800W).
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