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1
Introduction

1.1
Introduction: a political budget

The 2001 budget is widely expected to be the last before the next General Election and, as such, may be regarded as more political than economic. In the Pre-Budget Statement the Chancellor had already “given away” concessions to the fuel and pensioners lobbies. (The tax cuts to motorists amounted to about £1¾bn.) And there is already much speculation that there will be further tax cuts, perhaps to the tune of £2bn, which are likely to be “targeted”. 

1.2
The economic background and fiscal strategy

The Chancellor is putting his budget together against an enviable economic background. The economy is still growing quite well and should show growth of around 2½% this year (the 9th consecutive year of good growth), unemployment is low, inflation is well on target and the public coffers are looking healthily full. The Chancellor’s decision to switch interest rate decisions to the Bank of England was supported wholeheartedly by the IoD at the time of the decision (May 1997) and we are pleased to see our support vindicated. And even though we see a slowdown in the economy this year we are not forecasting a hard landing (either here or in the US). The slowdown should, however, enable the Bank of England to cut interest rates – perhaps down to around 5¼% by the end of the year. This, along with continuing economic growth in Euroland, should underpin the recent appreciation of the euro against the pound to around 64p (roughly equivalent to DM3.06). (This was written at the end of January.) Ideally, we would like to see the euro appreciate further – say to 67.5p (equivalent to DM2.90) or even 70p (equivalent to DM2.80). But, as our central case, we do not believe the euro will appreciate as much as this.

On the economic front we would like to see the Chancellor do as little as possible in the short-term. He should maintain his current fiscal stance (fiscal neutrality), remain fiscally prudent and “take no chances” – especially as there are such large public spending increases in the pipeline. This is the best way to enable the Bank to cut interest rates (and it should be noted that the Bank is more suspicious of tax cuts on the demand side rather than on the supply side). And, even though the finances do look strong at present, it is always a salutary reminder to remember how rapidly and dramatically the fiscal position deteriorated in the early 1990s as the economy slipped into recession. A repetition of this cannot be ruled out – even though we do not expect it in the near future as our central case.

We are, of course, aware that the surplus (on the public sector net borrowing definition) for FY2000/01 is likely to comfortably exceed the Chancellor’s Pre-Budget Report forecast of £10bn (despite a worse-than-expected December figure). But we would still urge caution. And, as we have already indicated, if there are further tax cuts they are likely to be targeted and, as such, will bring further complications to our already over-complicated tax system. If personal taxes are to be cut then a better route is to cut the basic rate. (See below and section 4.1.1.)

1.3
The tax/GDP ratio and public services

There is no doubt that the tax/GDP ratio has increased since 1997 (aided and abetted by the “stealth taxes”). Moreover, our “competitive advantage” as a low tax country is being eroded1. According to official figures, the tax/GDP ratio will have risen from 35.2% in 1996/97 to 37.5% in 2000/01. And if allowance is made for the treatment of the Working Families Tax Credit the tax/GDP ratio will rise to 38.5%. 

Incidentally, we have found the changes to the Treasury presentations of fiscal information more than a tad confusing over the years. And for this reason we urge that consideration should be given to setting up a new independent audit body, a “Fiscal Foundation”, which would be charged with the responsibility of presenting fiscal policy in a transparent manner. (See section 3.6.)

We would urge the Government, as a long-term strategy, to cut back the tax/GDP ratio and, indeed, we have already pressed for a Third Rule of fiscal policy: namely, a commitment to reduce the tax burden as a share of GDP2 . This Third Rule would be in addition to the Chancellor’s Golden Rule and Sustainable Investment Rule3. (See section 3.4.)

The adoption of this Third Rule would, of course, have profound implications for the funding of the public services – especially for health and education. (Clearly, if the tax/GDP ratio falls and assuming unchanged borrowing, then the public spending/GDP ratio would also have to fall. GDP growth would outstrip spending growth.) The IoD has written extensively on these issues4 and recommends that more private funding for both health and education is required and should, therefore, be incentivised. In health, for example, the UK’s great shortfall in spend is in the private and not the public sector. 

But for both health and education (again) it’s not just a matter of extra funding. The management of both sectors needs to be freed from political interference; major managerial reforms are required. And even though we believe very strongly that “core education and health services” should be taxpayer funded and free at the point of access, we believe that the provision should effectively be taken out of state control and “de-politicised”. It is to us evident from the general success of the privatisation programmes (though the way in which the railways were privatised was flawed from the beginning) that the private sector is usually significantly “better” able to deliver services than the public sector. It is no exaggeration to say that Britain currently has two economies: a thriving (on the whole) private one and a struggling public one. 

1.4
Fewer taxes and less red tape

There is no doubt that the regulatory and tax burdens are now of major concern for business. In a survey of IoD members after the Pre-Budget Statement when asked the question “has the Chancellor done much to reduce the regulatory burden on businesses?” 98% said no. And two of the fairly typical comments were “burdens are now out of hand” and “tax regulations are increasing and [he] has not addressed IR35”. There is no doubt that for our members “less is more” and we urge the Chancellor to simplify the ever more complicated tax system as a priority. We have written at length on the need to simplify the tax system5. And we note that the legislation relating to taxation currently runs to over 6,000 printed pages. 

Our members are also concerned that, as the regulatory and tax burdens increase, there will effectively be increasing incentives for business to operate in the black economy.   

The Working Families Tax Credit, no doubt introduced for the best of reasons (“make work pay”), is a payroll nightmare for smaller businesses. And the effective privatisation of parts of DSS (with the Inland Revenue, de facto, becoming a social department) has not gone down well with members. We urge the Chancellor to drop the proposed Employment Tax Credit, which can only result in involving more businesses in these burdensome payroll exercises. We also urge the Chancellor to drop the Climate Change Levy that will significantly add to the costs of some parts of heavy industry at a time when several are experiencing trading difficulties and can ill afford further damage to their international competitiveness. We are aware that it is being introduced for “green reasons”. But the Government’s “green credentials” were severely compromised by the decision to cut the VAT rate on domestic fuel to 5% in the July1997 Budget. (See section 4.6.3 for more.)

And, as we have already implied, we urge the Government to resist introducing any more (“targeted”) personal tax reliefs. If the Chancellor wishes to reduce income taxes a better route is to reduce the basic rate with the ultimate aim of a 20% basic rate.  

Clearly, we would like to see fewer taxes and a simpler system with far fewer complications and, in the longer-term, a strategic reduction in the tax/GDP ratio. But we suspect that this is not on offer in the near term. So for our “second best” set of options we urge the Chancellor to consider the following: 

· There should be no new taxes and tax increases in all forms should stop;

· There should be no new administrative burdens on business. Tax credits and payroll access to stakeholder pensions, together with all the other burdens that have been imposed on employers, are more than enough already and are a serious distraction from running a business.    

References 

1. See, for example, OECD: Economic Outlook December 2000, which contains the following table: General Government current tax and non-tax receipts (as a % of nominal GDP): 

	
	1995
	1996
	1997
	1998
	1999
	2000E
	2001P
	2002P

	France
	48.0
	49.7
	49.7
	49.6
	50.4
	49.8
	49.3
	48.8

	Germany
	43.0
	43.9
	43.7
	43.8
	44.5
	44.4
	42.8
	42.6

	Italy 
	44.7
	45.4
	47.2
	45.9
	46.4
	46.6
	46.0
	45.8

	UK
	38.6
	38.6
	38.9
	40.2
	40.4
	41.2
	40.9
	40.8

	US
	29.8
	30.2
	30.5
	30.8
	31.0
	31.6
	31.6
	31.5

	EU average
	43.4
	44.2
	44.5
	44.6
	45.1
	45.0
	44.4
	44.1


E=estimate; P=projection

2. Baron and Leach: Budget 2000: Take No Chances (IoD, 2000).

3. The current fiscal rules are: (1) the Golden rule: which states that, on average over the cycle, the Government will borrow only to invest and not to fund current spending and (2) the Sustainable investment rule: which states that public sector net debt as a proportion of GDP will be held over the cycle at a stable and prudent level. The Government believes that, other things being equal, it is desirable that public sector net debt be reduced to below 40% of GDP over the economic cycle. 

4. On health see (1) Lea: Healthcare in the UK: the need for reform (IoD, 2000) and (2) Day: Management, Mutuality and Risk: Better Ways to Run the National Health Service (IoD, 2000). On education see Leach: Choice, Choice, Choice (IoD, 1999).

5. See (1) Cox: Payroll taxes become a pain (FT, 18 August 2000), (2) Baron: Why is tax complex? (IoD, 1998), (3) Baron and Leach: Budget ’99: Transparency and Simplicity (IoD, 1999).

2
Executive summary

2.1
The economy

At the beginning of 2001 the UK economy is entering its ninth year of consecutive GDP growth. This is a commendable performance and provides a strong reminder that the retention of national sovereignty in setting interest rates is critical to economic success. The two occasions when we have effectively renounced this sovereignty coincided with the late 1980s economic boom (deutschmark shadow) and the early 1990s bust (ERM membership).

Despite the recent decision of the US Federal Reserve, the IoD doesn’t believe that the Monetary Policy Committee should feel panicked into interest rate cuts in the UK. However, we do believe that there will be scope for interest rate cuts this year, and by the year-end we expect interest rates to be down to 5.25%.

In the short term the primary threats to the UK economy are external, associated with the American economy and global equity markets. In the long term the main threats are internal, as a result of the rising tax and regulatory burden on the UK economy. 

The IoD is doubtful that the large planned increases in public expenditure represent value for money. Increases in public expenditure risk a smaller rise in GDP, as a result of a crowding out of private expenditure. Over the long term, national output will be significantly higher if the share of public expenditure in GDP can be lowered.

There is a need to incentivise private spending on health, education and welfare. But it’s not just a matter of greater private sector involvement in the funding of health and education. Of equal, if not greater importance, is the need to free the management of these services from political control. 

Health and education should remain free at the point of use, but education vouchers and health passports would overcome the ‘all or nothing’ choice at present, whereby people must pay all of their private health costs or children’s school fees and not just the top-up. This could increase the share of health and education in GDP, improve the quality of service and cap public expenditure at the same time.

The IoD again calls on the Chancellor to introduce a new Third Rule for fiscal policy – a commitment to reduce the tax burden as a share of GDP. This Third Rule would help maintain the impetus for efficiency improvements in the public sector. The existing fiscal rules help limit the size of the public sector’s debt and deficit but they do not necessarily provide a constraint on expenditure growth, providing it is financed out of increased taxation. The IoD’s Third Rule would close this loophole.

When Government intervention in the economy is looked at in its entirety, a very worrying picture emerges. The Intervention Index – public spending and regulation costs as a proportion of GDP – is deteriorating under New Labour. Government intervention has deteriorated into a current situation of the devil or the deep blue sea – more spending and/or regulation. The risk from ever more regulation and taxation is that it will drive more and more activity into the ‘black economy’.

There needs to be a far wider debate as to the fundamental aims of taxation policy. The IoD calls for less technocratic tinkering and more fundamental thinking. The introduction of stealth taxes and the statistical wrangle over the treatment of the Working Families Tax Credit strongly suggests to the IoD that there should be a new independent body, a Fiscal Foundation, charged with a responsibility to present fiscal policy to the general public in a manner which is transparent, accurate and easily understood. 

2.2
Taxation

There must be no new taxes, and tax increases in all forms must stop. There must also be no new administrative burdens on business.

Personal tax computations remain very complicated. Changes to the personal tax system should be directed at simplifying the computations.

The Government should liberalise the rule that a pension fund must be used to buy an annuity.

The payroll delivery of tax credits has greatly increased the administrative burden on employers. No more benefits should be transferred to payroll delivery under any circumstances.

The Government’s proposals to use the figures in companies’ accounts to tax intangible assets are broadly welcome, but there are some difficult transitional issues to be resolved. 

We welcome the Government’s proposal to introduce a new relief for companies’ chargeable gains on sales of substantial shareholdings in other companies. However, there remain serious technical difficulties which must be resolved before the relief is introduced. These difficulties are not just of a transitional nature.

The changes to double taxation relief announced in the Pre-Budget Report, mitigating the effect of the 45% cap when there is a chain of subsidiaries in different countries, are welcome but they do not go far enough.

The régime for instalment payments of corporation tax remains very unsatisfactory.

The accelerated capital gains tax tapering for business assets introduced by the Finance Act 2000 was most welcome. However, the whole area of tapering remains far too complicated. Tapering down to zero taxable gain would be the best solution. 

The abolition of stamp duty on share transfers and of stamp duty reserve tax is now urgent. Stamp duty on assets other than shares has been increased very significantly, and should not be increased further.
The European Commission is working on revised proposals to apply VAT to digitised products. We encourage the UK Government to insist that the difficulties be faced squarely, while at the same time pressing for swift decisions to be reached.

We remain very concerned about the damaging effects of the climate change levy.

The Tax Law Re-Write Project is immensely valuable in making tax law more comprehensible. But policy changes are also essential to bring the simplification of the tax system that is now so urgently needed.
The process of Revenue enquiries into taxpayers’ affairs could be improved, particularly by officials being more open with taxpayers about their concerns.

We support the Government’s opposition to compulsory tax harmonisation within the European Community, and the Government’s approach to the proposed withholding tax on savings income.

3
The economy

3.1
The key prize

At the beginning of 2001 the UK economy is entering its ninth year of consecutive GDP growth, with Consensus Forecasts (Consensus Forecasts, A Digest of International Economic Forecasts, January 2001) predicting the economy will grow by 2.6% in 2001 and 2002. The so-called ‘sacrifice ratio’, an aggregation of unemployment and inflation rates1, stood at 6.8% at the end of 2000 – around half the peak levels experienced in the early 1990s.

This is a commendable recent performance and provides a strong reminder that the retention of national sovereignty in setting interest rates is critical to economic success. The two occasions when we have effectively renounced this sovereignty coincided with the late 1980s economic boom (deutschmark shadow) and the early 1990s bust (ERM membership).

The Institute of Directors (IoD) would argue that economic stability has also been aided by the creation of the Monetary Policy Committee. Sustained economic growth and low inflation is the key prize which can be maintained. For this reason the IoD supports the Government’s policy that a referendum on the euro should not be held until there is clear evidence of sustained convergence between the UK and Euroland economies. 

In a recent economic policy paper (The UK and Euroland – Ships passing in the night, Graeme Leach, IoD, September 2000) the IoD argues that sustainable convergence is not possible without convergence in:

· The structural unemployment rate or NAIRU – the unemployment rate at which inflationary pressures emerge.

· The monetary policy transmission mechanism – the response of consumers and companies to interest rate changes.

Both factors are crucial for sustainable convergence. For example, even if two countries had the same rates of structural unemployment, economic problems would emerge in a monetary union if they had different transmission mechanisms – the obvious example being where one country had a large exposure to variable rate debt and the other to fixed rate debt. Alternatively, even if the two countries had the same transmission mechanism, it could engage at different times or speeds if their structural unemployment rates differed. Inflationary pressures would emerge earlier in the economic cycle – and interest rates would need to rise – for the country with the higher structural 

unemployment rate. Euro participation and deeper EU integration risks higher unemployment and a lower GDP growth rate for the UK economy in the future.

Economies can appear to be converged in much the same way as ships pass in the night – they can display similar rates of output growth, inflation or interest rates, but this tells us nothing about their future speed or direction. Although OECD estimates (OECD Economic Outlook, June 2000) show the UK’s output gap converging with Euroland’s in 2001, this is merely transient convergence because of a divergence in monetary policy – higher interest rates and a high pound against the euro.

3.2
Economic outlook

Economic commentary is currently dominated by the debate over the outlook for the US economy, with the oft-quoted remark that if the US sneezes we’re bound to catch a cold in the UK. The surprise 50 basis point reduction in the Federal Funds rate in early January has sparked off a debate as to whether interest rates should be reduced in response in the UK as well. What is not in dispute is that over the past year (oil price hike) and over the coming year (fears over the US economy and Wall Street) the threats to the UK economy which have provided the most concern are external. 

Looking over the horizon, towards the long term outlook for the UK economy, concern shifts back towards the domestic policy agenda. The IoD highlights below its concerns regarding the rising tax and regulatory burden and why it will undermine future economic performance.

Despite the recent decision of the US Federal Reserve, the IoD doesn’t believe that the Monetary Policy Committee should feel panicked into an interest rate cut in the UK. However, we do believe that there will be scope for interest rate reductions this year, and by the year-end we expect interest rates to be down to 5.25%. 

The evidence presented below shows why the IoD believes the balance of probability still favours the UK economy achieving a soft landing this year. 

3.2.1
The world economy

Over recent years the IoD has consistently argued that the combination of very high share prices and a very low savings ratio in the US, must inevitably lead to a correction. Over the past year credit risk2 and stock market volatility have increased (Financial Stability Review, Bank of England, Issue 9, December 2000). 

The US economy is now adjusting towards a more sustainable rate of GDP growth. Over the past year we have seen the Nasdaq index halve in value, but savings rates in the US remain very low – even after allowing for measurement issues associated with the treatment of capital gains. Despite the market correction in the Nasdaq and S&P500, estimates of the expected future dividend growth (see: Financial Stability Review) for the total US market, implied by equity prices, are still higher than three years ago.  

The fear is that greater precautionary saving by US consumers could now tip the US economy into recession. President Bush has spoken of the risk that the US economy might move into a downward tailspin. Despite these justifiable fears, there is considerable reassurance that both a fiscal and monetary stimulus could be applied if needed. 

In addition to the fiscal option of deep tax cuts, monetary policy also has the potential to place a floor under economic growth and prevent a slide into recession. What we don’t yet know is whether precautionary behaviour by consumers is sufficiently strong to outweigh the latest interest rate cut. However, what is beyond dispute is that substantial monetary easing could be put in place if required. We have placed greater emphasis on monetary policy because of time factors. Even allowing for forward looking behaviour by consumers, the political battles and legislative timetable for tax cuts suggest the responsibility for beating off a recession will rest on Federal Reserve Chairman, Alan Greenspan.  

What does this tell us? The previous analysis strongly suggests that the monetary and fiscal levers of economic policy have the potential to avert a hard landing for the US economy, providing they are operated swiftly and effectively in response to signs of rising precautionary saving by consumers. Consensus Forecasts show GDP growth of 2.6% in the US in 2001. Half the 2000 rate but nowhere near a recession either.

Over the October 2000-January 2001 period Consensus Forecasts for US GDP growth in 2001 have fallen by 1% point. In contrast, the Consensus Forecasts for the UK economy have fallen by just 0.1% point over the same period. Further reassurance for the UK stems from the fact that whilst the US economy is a colossus, less than 5% of UK GDP is accounted for by trade with the largest economy in the world.

At the beginning of 2001 Consensus Forecasts show Japanese GDP rising by only 1.8% this year. Forecasts for Euroland show 2.9% GDP growth in 2001. In other words, Euroland is not expected to perform particularly strongly and given the degree of forecast error, it is still conceivable that the US economy could outperform Euroland this year. Confidence over the outlook for the Euroland economy has waned in the wake of the recent rise in the value of the euro.

3.2.2
The UK economy

IoD research shows that whilst the overwhelming majority of companies in the UK have continued to perform well over the past year, their confidence about the year to come has diminished over each quarter. 

The December 2000 quarterly Business Opinion Survey by the IoD shows that company performance levels continue to be maintained. In the December survey the balance of those companies performing well, versus those companies performing badly, showed a balance of 75%. This was almost identical to the two previous survey results.

The balance of respondents who describe themselves as more rather than less optimistic about their company’s prospects – relative to three months previously – slipped further to 35%. In the September 2000 survey the balance was 39%, in June 49% and in March 2000 it was 57%.

We have already examined the global economic position, but are the IoD members’ views expressed in the survey results too complacent about domestic economic conditions? UK real GDP growth in the third quarter of 2000 stood at 3% (year-on-year) and household consumption rose by 4.2% (year-on-year), but is this false assurance based on the past?

Three areas generate possible concerns of a future recession:

· Household finances

· Future inflation and earnings growth

· Corporate finances

The household and corporate sector position could theoretically lead to a recession without any future change in monetary policy, owing to debt exposure. The future inflation and earnings scenario refers to the potential for higher interest rates in order to kill-off inflationary pressures. Our analysis shows that there are good reasons to be confident that the threat from all three is exaggerated.

The household savings ratio fell to 3% in the third quarter of 2000 and now matches the low-point reached in 1988. If households are to restore the long-term average rate then the ratio will need to rise to 7.5% of disposable income. The outstanding household debt to income ratio now stands at an all time high, above the 117% of disposable income recorded in 1989 (see Annex table 58, OECD Economic Outlook, June 2000 and chart 2.8, Inflation Report, Bank of England, November 2000). Ironically, the ratio of household debt to wealth has actually declined over recent years. Estimates by Lloyds TSB (Economic Bulletin, October 2000) show that two thirds of the increase in household wealth over recent years was attributable to equities whilst a third was due to housing equity. Given widespread acceptance that on traditional measures, share prices are overvalued and remembering the late 1980s and early 1990s, it is not difficult to generate scenarios whereby equities/housing fall in value, the savings ratio rises and consumption growth falls sharply. The key question is whether such a scenario is realistic.

There is no doubt that such a scenario is possible. However, the IoD would question its validity based on current conditions. First, because there is a legitimate debate as to what drove the late 1980s boom and the strong performance in the second half of the 1990s. If it was primarily driven by productivity-led income growth, then the underlying fundamentals are clearly stronger than if it was merely based on a debt spree – in other words there is a ‘New Economy’ debate to be had in the UK as well.

Second, the current debt exposure of the household sector has one fundamental difference with that a decade ago. Virtually all of the rise in the savings ratio at the beginning of the 1990s was due to the burden of debt repayments in the wake of higher interest rates. A decade ago headline inflation reached double digit levels and as a result interest rates peaked at 15%. 

In 2001 the situation is very different – in 2000 RPIX was the lowest since records began, at 2.1%. Inflationary pressures are vastly reduced with the result that interest rates are far lower. This means that if GDP growth slows, interest rates can be cut without risking a dangerous ignition of inflation – the MPC can put a floor under GDP growth. Inflationary pressures continue to remain weak, with RPIX at 2.0% 

(year-on-year) in December 2000. RPIX has undershot its 2.5% target for the past 21 months. The EU harmonised index of consumer prices (HICP) shows UK inflation at just 1% in November – easily the lowest rate in the EU. Oil prices have also come back sharply from their 2000 peak – as of mid-January Brent crude prices were around $26 per barrel.

Fears for future inflation are primarily tied to the tight labour market and monetary growth. The claimant count measure shows unemployment at 3.6% in December 2000. With household consumption rising by 4% (year-on-year) at a time when public expenditure is accelerating to the fastest rate since the early 1970s, the fear is that inflation might pick-up given that unemployment is already very low. Thus far however the signs have been muted. Average earnings figures for the whole economy show a rise of 4.2% (year-on-year) – within the 4.5% comfort zone after allowing for productivity improvements. 

Public expenditure’s stimulus to economic activity has thus far been reduced by underspending. According to HM Treasury contacts interviewed by David Smith, Economics Editor of The Sunday Times, underspend in the current financial year will reach £5 billion (Dangers in turning on the tap, D. Smith, Sunday Times, 14th January 2001)3.

We expect that a combination of market competition, productivity improvements and labour market change may keep inflation under control. Productivity will have been stimulated by the strong growth in business investment over the 1996-1999 period which increased from £83 billion to £113 billion at constant prices. Inflationary pressures may also be siphoned off by a deterioration in net exports. Consensus Forecasts show the UK current account deficit widening from £14 billion in 2000 to £17.6 billion in 2001.

Another area of concern has been the growth in indebtedness of the corporate sector. The corporate sector (non-financial corporations’ financial balance, % of GDP) has moved deep into the red in recent years. The corporate sector was £17 billion in the red in 1999 and £7 billion in the red in the first half of 2000 (Economic Trends, Table 2.12, December 2000). How serious is the threat that jobs and investment will be slashed to restore profits and cash flow? We have seen a slowdown in business investment growth in 2000 which will continue into 2001, but investment is still expected to increase. Net borrowing, as a proportion of GDP, is lower than in the late 1980s/early 1990s. The current indications are that the corporate sector will slow their increases in investment enough for the financial deficit to narrow slowly.

We expect that the UK economy can achieve a soft landing in 2001. Monetary growth is not consistent with a sharp economic slowdown. M4 lending rose by almost 12% (year-on-year) in November.

Monetary and fiscal policy changes in the pipeline also support the soft landing scenario. Since October, sterling has fallen by around 10% against the euro and by around 5% on a trade-weighted basis.

	IoD Economic forecasts – central scenario

(% change unless indicated)



	Indicator
	                 2001
	                2002

	GDP 
	                   2.5
	                 2.6

	Household consumption 
	                   2.6
	                 2.6

	Government expenditure
	                   4.0
	                 4.4

	Fixed investment
	                   2.3
	                 2.7

	RPIX (end Q4)
	                   2.3
	                 2.5

	Unemp. millions, end Q4
	                   0.9
	                 0.9

	Unemp. rate end Q4
	                   3.6
	                 3.6

	Base rate % end Q4
	                   5.25
	                 5.75


The IoD’s UK economic forecasts for the 2001-2002 period are shown in the table. The forecasts are based on our analysis that whilst the primary concern over the UK economy will be whether it can avoid a hard landing, it does not mean that the MPC will take its eyes off inflation. In the IoD’s forecasts, low unemployment and high public expenditure growth mean that interest rates are not expected to fall below 5.25% by the end of 2001. Policy options tend to argue against a hard landing whilst initial conditions suggest caution with regard to the potential for interest rate cuts.

3.3
Public rags or private riches?

In 2001 we are about to see the largest fiscal giveaway since the early 1970s. At the same time, HM Treasury is very mindful of the need to avoid the fiscal mistakes of the past. HM Treasury reports (Planning Sustainable Public Spending – Lessons From Previous Policy Experience, HM Treasury, November 2000) are at pains to stress the problems with previous approaches to public spending attached to economic instability and insufficient prudence. 

HM Treasury asserts that it is using cautious assumptions for GDP growth and the public finances in assessing whether it will satisfy the fiscal rules. Whilst this is a legitimate claim, it misses the point of whether the increase in public expenditure will be beneficial in the first place. We might be able to afford it, but do we want to? Does it provide value for money?

A recent report from Politeia (Public rags or private riches, High public spending makes us poor, D. Smith, Politeia, January 2001) advances a compelling argument that,

“Public expenditure in the developed world is too high – far too high in most of Europe, much too high in the UK and only a little too high in the US. Even putting aside the philosophical arguments against high public spending, the economic arguments are conclusive. Public spending at the level now reached in the UK damages the British economy, and even those poorer people who are supposed to be the especial beneficiaries of high rates of public spending might well be far better off in a few years time in the more prosperous and successful economy which would be brought about by a sharp reduction in public spending”.

The Politeia report takes econometric estimates by Professor Robert Barro (Determinents of Economic Growth: A cross country empirical study, MIT Press, 1997) showing a negative coefficient for the public consumption/GDP ratio. Using the change in the public spending ratio between 1960 and 1998 the Politeia report then estimates the impact on economic growth of the increase in public spending over the period. The results show that over the past 40 years the negative impact of public expenditure on GDP has been immense. If the share of public expenditure in GDP in the UK had been held at its 1960 level, national output would have been 54% higher in 2000.

This study – as does the Barro research – acknowledges that there are quite high returns to increased public spending when it is starting from a low base, without the imposition of the rule of law, or adequate health and education. However, in the advanced economies the situation is entirely different and is more likely to be characterised by diminishing marginal returns. The Politeia report argues that increases in public expenditure produce a smaller rise in GDP i.e. public expenditure tends to crowd out private expenditure.

There are sceptics at the IMF as well. A number of IMF studies have addressed the issue of what is the optimal size for the state. Tanzi and Schuknecht (The Growth of Government and the Reform of the State in Industrial Countries, IMF Working paper 95/130, V Tanzi and L Schuknecht, 1995) argue that social indicators improved over the 1870-1960 period when the welfare state was in its infancy. Over recent decades they state that,

“The expansion of public expenditure and of the welfare state during the last three decades has yielded limited gains in terms of social objectives while possibly damaging the countries’ economic performance. Today, countries with small governments and the newly industrialising countries show similar levels of social indicators but these are achieved with lower expenditure, lower taxes and higher growth than countries with big governments”. 

As a result, the IMF paper asserts that drastically lower levels of public spending could be achieved, with the possibility that it need not account for more than 30% of GDP. Having said this, the vital issue of how to fund and provide for key public services needs to be addressed.

In two recent reports (Choice, Choice, Choice, Graeme Leach, IoD Policy Paper, December 1999 and Healthcare in the UK: the need for reform, Ruth Lea, IoD Policy Paper, June 2000) the IoD has examined the funding and provision of education and health care in the UK. The central message of these two reports is that whilst there is a case for spending more of our national GDP on education and health there is a need to incentivise private spending. 

The IoD argues that the best way to deliver improved education and health is to encourage greater private sector involvement. When the Prime Minister publicly declared his aspiration to match the EU average for health spending as a proportion of GDP he ignored the fact that the UK alone attempts to fund health primarily through taxation.

Education and health should remain free at the point of use, but education vouchers and health passports would overcome the ‘all or nothing’ choice at present whereby people 

must pay all of their private health costs or children’s school fees. If the Government agreed to provide the equivalent cost of providing these services in the public sector, then people would be far better able to afford the necessary top-up. This could increase the share of health and education in GDP, improve the quality of service and cap public expenditure at the same time. 

But it’s not just a matter of greater private sector involvement in the funding of health and education. Of equal, if not greater importance, is the need to free the management of these services from political control. In both services the ways in which they are provided require major managerial changes, especially in health.

Post neo-classical endogenous growth theory

In 1994 the then Shadow Chancellor delivered a speech in which he used the term post neo-classical endogenous growth theory. The basic idea of endogenous growth is that long term growth in per capita income depends on investment decisions and is not manna from heaven – exogenous technical progress. The policy implication of endogenous growth theory is that since Government policy can influence investment decisions – taxes, subsidies or reforms to institutional arrangements – then it could potentially boost investment and long-term economic growth. By investment we refer to both physical and human capital.

Whilst it is entirely sensible for the Government to be constantly examining how it might help to boost productivity, investment, R&D and innovation, we would suggest that the Government will always be limited in what it can achieve. For example, designing tax incentives for R&D is difficult. The IoD believes that the most successful policy the Government should pursue in order to boost long-term growth is a simple policy of maximising competition and choice in product, labour and capital markets and in the educational system.

However, whilst the IoD would acknowledge some aspects of endogenous growth, this in no way contradicts the above conclusion concerning the lack of effectiveness or indeed the negative impact of boosting public expenditure.

There is a very large literature concerning endogenous growth theory, but we would make the following general points:

· Stimulating investment could lead to diminishing returns and undermine the new growth theory assumption of constant returns to scale.

· Measures which improve information – for example concerning R&D – could be effective in closing the ideas gap and boosting long-term growth.

· Tax cuts that boost the rate of return of investment could lead to more investment and a higher steady state growth rate.

· Aspects of the economic literature show there is a tendency for investment to follow growth and not for growth to follow investment – in other words investment responds to new growth opportunities rather than creating them.

· Much of the econometric evidence is based on historic relationships which may have been important in earlier periods, but have subsequently changed.

· There should be more emphasis on boosting innovation (quality) as well as the rate of fixed capital formation (quantity). Similar arguments pertain to the education system, where attempts to boost the quantity of students have led to concerns over grade inflation and other signs of diminishing returns.

3.4
A new ‘Third Rule’

The November 2000 Pre-Budget Report (HM Treasury, Cm 4917, November 2000) projects that net taxes and social security contributions will fall from 37.3% of GDP in 2000-01 to 36.8% of GDP in 2005-06. Whilst it is conceivable that this might happen, the IoD is sceptical for a number of reasons.

First, because of the propensity for using stealth tax rises and playing fast and loose with conventional economic accounting. According to HM Treasury figures, published in the November 2000 Pre-Budget Report, the tax share in GDP will have risen from 35.2% of GDP in 1996-1997 – the last full year of the previous Government – to 37.5% of GDP in 2001-02. However, in addition, the widely condemned treatment of the Working Families Tax Credit as negative taxation, instead of expenditure, means that under the National Statistics definition, the tax share will reach 38.5% of GDP in 2001-02. At current prices the increase is equivalent to £30 billion per annum in higher taxes. 

Second, because the forecast profile is essentially flat, when one takes account of the error factor. Third, because HM Treasury has already edged up the projection of net taxes and social security contributions as a proportion of GDP – between the March 2000 Budget and the November 2000 Pre-Budget Report. In 2000-01 the increase was 0.3% of GDP, in 2001-02 it was 0.2%, in 2002-03 it was 0.2%, in 2003-04 it was 0.2% and in 2004-05 it was 0.3% of GDP. 

HM Treasury, by using deliberately cautious assumptions about economic growth, produces predictions of Government surpluses which are then easily exceeded. For example, the March 2000 Red Book projected the budget surplus in the current financial year would total £6 billion. This was raised to £10 billion in the November 2000 Pre-Budget Report. In early 2001 expectations are for a £18 billion surplus. Thus far the Chancellor has managed to keep the City happy because each time he has announced a sharp increase in public expenditure this has been set against the background of no deterioration in net borrowing.

Whilst this might seem sensible, it paradoxically might encourage greater public expenditure. The IoD has described this potential for profligacy and not prudence, as ‘incrementalism’. Incrementalism is the term which describes how the Chancellor might be fearful of announcing very large expenditure increases in one fell swoop, and so instead pencils in an increase in expenditure in the Pre-Budget report so that by the time of the Budget, because of higher realised surpluses, he can further raise expenditure without any deterioration in the overall surplus. In the 1999 Red Book HM Treasury underpredicted the 1999-00 surplus by £20 billion! In the long term, if there has been a structural improvement in the tax take, the Chancellor would have three choices; increase expenditure, reduce taxation and/or reduce the national debt. Thus far, the revealed preference of the Chancellor is to raise expenditure instead of lowering taxation. 

The analysis above highlights the difficulties involved in restraining public expenditure over the long term. The IoD believes that the Chancellor’s two fiscal rules are insufficient to restrain growth in public expenditure in the long term. It is possible to 

argue that satisfaction of the Golden Rule – which requires balance in the current budget over the course of the economic cycle – should alleviate this upward pressure, but the IoD is less confident. Satisfying the Golden Rule could still mean that taxation and expenditure rise significantly. There needs to be a more binding constraint on expenditure if upward pressures on taxation are to be avoided.

With this in mind, the IoD proposes that the Chancellor should introduce a new ‘Third Rule’ for fiscal policy – a commitment to reduce the tax burden as a share of GDP. This ‘Third Rule’ would help maintain the impetus for efficiency improvements in the public sector, because the existing two fiscal rules limit the size of the public sector’s debt and deficit, with the result that a reduced tax burden would need to be financed out of savings in the current budget. The IoD advanced the case for a Third Rule in its previous Budget representations (Budget 2000: Take No Chances, R. Baron & G. Leach, IoD, January 2000).

For 1999-2000 the Pre-Budget Report suggests a surplus on the current budget of around 2% of GDP. This falls to 1.7% of GDP in 2000-01 and 0.7% of GDP in 2003-04. Given the propensity for under prediction, it is quite possible that the surplus on the current budget could average 1.5% of GDP per annum over the course of the next Parliament. Capital Economics (article by Roger Bootle, Sunday Telegraph, 5th November 2000) have argued that if GDP growth averages 2.75% per annum over the coming years, and asset sales achieve £5 billion more than currently envisaged, then by 2003-04 the public finances, instead of being in deficit by 1% of GDP, could be in surplus by over 1% of GDP – a difference of around £20 billion per annum at current prices.

3.5
The devil or the deep blue sea?

When Government intervention in the economy is looked at in its entirety, a very worrying picture emerges. The Intervention Index – public spending and regulation as a proportion of GDP – is deteriorating under New Labour and is surely at alarming levels in the rest of the EU. Government intervention has evolved into a current situation of the devil or the deep blue sea – more spending and/or more regulation. 

A further concern is that a sharply increased regulatory and tax burden will undermine the attractiveness of the UK for inward investment. We could then be faced with a misleading situation in the future, whereby a slowdown in foreign direct investment is attributed to being outside of Euroland, when the truth is anything but this.

The true degree of Government intervention in the economy is masked by standard measures such as public expenditure or taxation as a proportion of GDP. The Government has a choice when deciding how to intervene in the economy or whether to intervene at all. For example, it can decide to target low-income earners with additional income support (thereby increasing public expenditure and taxation) or by legislating for a minimum wage (thereby increasing intervention by pushing the cost on to business). The IoD argues that both routes undermine competitiveness.

A recent survey by the IoD shows the regulatory burden to be stifling. The survey found that 44% of companies cited the regulatory burden as a barrier to growth (IoD quarterly Business Opinion Survey). The IoD survey found that of those citing regulation as a barrier 

to growth the most damaging regulatory areas were general Government policy (34%), employment and personnel regulations (17%) and the Working Time Directive (12%). The IoD estimates that it costs £300 a year for every small business to administer the Working Families Tax Credit for every worker receiving it. All this regulation diverts business from their core business of being competitive.

A report from the European Policy Forum (Measuring the Costs of Regulation, Peter Stein, EPF, 1995) stated that,

“The studies demonstrate persuasively that contrary to popular assumptions the direct costs of regulation are very big indeed ranging from an annual cost of one to four percent of GDP. When indirect costs are added the combined total of indirect and direct costs together rise to 8-9% of GDP. These figures pertain to the US from where most data exist. We know however that most if not all EU countries are more heavily regulated. It is therefore likely that similar studies on Europe would reveal figures at the top end of the range or of even greater magnitude”.

The IoD would argue that the combined impact of public spending and regulation – the Intervention Index – will approach 50% of GDP under New Labour by 2005-06, the end year for public expenditure projections contained in the Pre-Budget Report (HM Treasury, Cm 4917, November 2000). This figure is based on projections for total managed expenditure, inclusion of the Working Families Tax Credit and the cautious assumption that the total direct and indirect costs of regulation in the UK are equivalent to US estimates4 at around 9% of GDP.

In contrast, the IoD argues for far more effective deregulation since a very large literature supports the view that large efficiency gains will accrue as a result.

Despite numerous public statements the IoD would question the Government’s commitment to deregulation, since there is evidence of the ‘nanny state’ all around us. A recent Sunday Times article (Nanny knows best, D. Smith, Sunday Times, December 3rd 2000) highlighted the regulatory burden on companies as a result of the Government’s inability to resist meddling in business. The article asserted that 3,000 separate regulations have been introduced since Labour came into power in May 1997. The article estimated the cumulative cost of these regulations to be £12 billion.

When asked by the IoD for an estimate of the aggregate impact of regulations the Regulatory Impact Unit responded with a facsimile of two Parliamentary questions stating that the Government does not publish cumulative figures, nor does it intend to do so. There may be a quite legitimate argument that to compile a comprehensive aggregation of all historic regulations is an insurmountable task, but there doesn't seem to be any contemporary aggregation either. There is of course method in this madness. How can political opposition be rallied against a hidden enemy? If there is no attempt to measure regulation, how can there be any attempt or even wish to control it?

The risk from ever more regulation is that it will drive more and more activity into the so-called ‘black economy’. Academic studies generally support the view that the black economy is less of a problem in the UK than in the EU. However, it is still a significant problem in the UK as well. In 1977, Sir William Pile, a former chairman of the board of the Inland Revenue, guestimated that the size of the black economy was 7.5% of GDP in the UK – almost £70 billion in current prices.

Although the size of the black economy is by definition unknowable, academic studies suggest that in the UK it could be anything up to 15% of GDP, whereas in Italy it is estimated to account for more than a quarter of GDP (Economie et Statistiques, November 1989, quoted in Macroeconomics – a European Text, M. Burda and C. Wyplosz). Estimates of the size of the black economy vary according to the methodologies employed (‘Measuring the black economy’, in Public Finance and Public Choice, J. Cullis and P. Jones, OUP, 1998) with large ranges between them. As a result, it is impossible to know which is the most accurate. UK estimates range from 2% to 15% of GDP.

Many of these estimates are quite dated and all we can say with confidence is that whatever the size of the black economy is, it will have grown over recent years as a result of the greatly increased burden of tax and regulation under New Labour. The past, present and future risk is that the complication inherent in the tax system, together with a lack of understanding of statutory regulatory requirements, will push even more employed and self-employed people into the black economy. Clearly, the IoD in no way whatsoever supports illegal activity. We are simply stating the obvious consequence of human nature to the current system. The black economy will thrive when the tax and regulatory system is too complex, bureaucratic and intrusive.

At one end of the scale, high earners will respond to a high tax burden by using professional advice to minimise their tax liability. At the other end of the income scale some people will be tempted to opt for the black economy. If the growth in the black economy is perceived as leading to a significant revenue loss for the Government, it may well encourage tougher enforcement. Whilst this might have some success in increasing the risk of detection, it must also be acknowledged that tougher enforcement could increase the feelings of alienation felt by taxpayers and make them more determined to operate outside the regular economy. Such arguments could be applied to the regulatory burden as well. This negative scenario should be contrasted with the opposite virtuous scenario which could apply under a low-tax, low-regulation economy. 

3.6
Philosophy and practice

Over recent decades both Labour and Conservative Governments have displayed a tendency to introduce new taxes without any debate as to their moral validity in the first place. HM Treasury, the Institute for Fiscal Studies and many others base their work on finding more efficient systems of taxation rather than questioning the moral validity of public expenditure and taxation in the first place. There is surely no gain from avoiding small errors if we sweep on to the grand fallacy. 

The IoD would argue strongly that a long-term commitment to reduce the tax burden is not greedy or selfish. The moral failing is in the other direction – increasing the tax burden by stealth suggests a degree of guilt. A lower tax share in GDP means that people have more of their own money and more choice in how they use it. It is a basic issue of freedom and will encourage greater personal responsibility.

At the beginning of the 21st century we have forgotten that little more than a century ago the use of a progressive system of income tax was overwhelmingly opposed. The IoD is not trying to argue the case against a progressive system of income tax in these Budget representations, rather we are trying to highlight the point that contemporary tax policy is devoid of any philosophical contribution. 

In the nineteenth century, Disraeli stated that income tax should only exist at times of war. In the US, before the 16th Amendment, the Constitution forbade graduated income taxes. 

We need to remember the words of Adam Smith that,

“there is no surer art one government learns from another than the art of taking money from the pockets of the people”.
There needs to be a far wider debate as to the fundamental aims of taxation policy. The IoD calls for less technocratic tinkering and more fundamental thinking. What is the moral case for inheritance tax or capital gains tax? Is there a moral case for graduated income taxes? Should we tax savings? These are just some of the real questions which need to be addressed. Joking, one might say that if taxation policy is motivated purely by chasing wherever the money is, it has more in common with bank robbery than fiscal policy.

There also needs to be a much sharper focus on taxation at the practical level of presentation. The introduction of stealth taxes and the statistical wrangle concerning the treatment of the Working Families Tax Credit strongly suggest to the IoD that there needs to be a new independent body, a Fiscal Foundation, charged with a responsibility to present fiscal policy to the general public in a manner which is transparent, accurate and easily understood. 

3.7
Family-friendly fiscal policy

In the 20th century we have seen the transformation of tax policy from a revenue-raising device to a tool of social engineering. This may well have created a serious unintended social consequence over recent decades. One can make the case that high levels of taxation reduce disposable income and increase the number of hours needed to work. A rising tax burden may partly explain the growth in double-income households over recent decades. Consequently, a system that enabled employers and employees to keep more of their earnings might also help families spend more time together as well.

Of course, reduced marginal tax rates provide an added incentive to work as well. The key issue is that a reduced tax burden will in the long term provide households greater choice in ordering their work and leisure activities.
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4
Taxation

This chapter sets out the specific tax changes that we recommend for the 2001 Budget.
The Government rightly wants enterprise to thrive. That will create jobs and wealth, reducing the demand for public services and at the same time making it easier to raise the tax revenues needed to fund those services. But enterprise does best when it is left alone to get on with the job, and when it can decide for itself how best to use the wealth generated. We therefore make the same calls that we have made in previous years:

· There must be no new taxes, and tax increases in all forms must stop.

· There must be no new administrative burdens on business. Tax credits and payroll access to stakeholder pensions, together with all the other burdens which have been imposed on employers, are more than enough and are already a serious distraction from the running of businesses.

We are also concerned that the Government should send clear and consistent messages about the importance of self-sufficiency. Thus the best possible incentives should be given to people to provide for their old age. People must also be given every encouragement to insure against loss of income and against expenses such as the cost of long-term healthcare.

4.1
Personal income tax

4.1.1
Personal tax computations

Personal tax computations remain very complicated. The new children's tax credit, tapered away with income, will increase this complexity. We call on the Government not to introduce any more reliefs for people in specific circumstances, or any other changes which would make the computation more complicated. If the Government wishes to reduce the total revenue from income tax, the best move would be to reduce the basic rate with the ultimate objective of a 20% basic rate. It could then become unnecessary to distinguish between non-dividend savings income, non-savings income and capital gains.

Dividend income would have to remain separate for so long as there remained a residual tax credit and the 10% and 32.5% rates of tax. However, in the long term (after the transitional period within which personal equity plans, individual savings accounts and charities can obtain payment of tax credits) it should be possible to bring dividends back into line with other savings income by having a tax credit of 25% of the net dividend and 

simply applying the basic and higher tax rates. (This would however require some amendment of double taxation agreements.)

Failing the above approach, we urge the Government to look again at the special position of termination payments and of chargeable gains on life policies in the system for allocating income to tax rate bands. It is unclear that there remains any good case for segregating them, rather than merging them with other non-savings income (for termination payments) and savings income (for chargeable gains on life policies).

We also draw attention to the fact that an increasing proportion of the population is now subject to the higher rate of income tax, because the threshold has not been increased in real terms in line with economic growth. The threshold should be increased to reduce the number of middle-income earners suffering the disincentive effect of the higher rate.

4.1.2
Incentives for savers

Pensions

We urge the Government to enact the recommendations of the Retirement Incomes Working Party on the liberalisation of the rule that a pension fund must be used to buy an annuity. The policy objective of ensuring that a pension fund is used in such a way as to keep the pensioner off state benefits only justifies forcing a pensioner to buy an annuity which is large enough to achieve this: it does not justify forcing a pensioner to use the whole of his or her fund to buy an annuity. Indeed, if a pensioner were able to buy a third-party guarantee of income, there would be no need to require the purchase of any annuity.

Failing greater freedom in how to use a pension fund, the maximum age at which an annuity must be bought should certainly be increased.

More generally, some recent changes such as the withdrawal of repayable tax credits on dividends and the phasing out of the age allowance for married couples have been sending the wrong signals on self-sufficiency. Enhancements to the minimum income guarantee, announced in the Pre-Budget Report, also send the wrong signals. If someone can expect a modest but adequate income from the state, rising with earnings, why should they bother to save at all? The proposed pension credit will go some way to redressing the balance by giving extra money to those who have saved, but only at increased cost to the public purse. Two potentially expensive policies, a minimum income guarantee rising in real terms and a pension credit, will be pulling in opposite directions. It might be better to have neither policy.

The withdrawal of the facility to carry forward unused relief for personal pension contributions, and thereby catch up on missed contributions, was a retrograde step. It will particularly penalise the self-employed with fluctuating earnings and with cash-flow which may lag behind earnings. We urge the restoration of carry-forward. We cannot accept that it is too complicated administratively, given that the Government has managed to introduce the new rule allowing one to look back over the previous five years’ earnings.

Individual savings accounts (ISAs)

We welcome the announcement in the Pre-Budget Report that the annual limit will remain at £7,000 for the next five years. However, ISAs remain complicated and confusing. Mini-ISAs and maxi-ISAs are an unnecessary complication. We recommend that the Government liberalise the investment rules. The sub-limits for cash and for insurance products should be abolished, so that the full amount can be invested in any mix of stocks and shares, cash and insurance products.

The current lack of public understanding of the option to rollover the capital from a maturing TESSA into an ISA illustrates the dangers of making the rules complicated. Indeed those rules themselves include the entirely pointless complication that only the capital, and not the interest, can be rolled over. If the interest could be rolled over as well, the rules would be a lot more comprehensible at minimal cost to the Exchequer.

We welcome the decision to extend ISA rules on investments and administration to personal equity plans. This is a useful simplification.

4.1.3
Employers and employees

Accommodation, supplies and services provided otherwise than on the employer’s premises

Income and Corporation Taxes Act 1988, section 155ZA, changed the conditions to avoid tax charges on employees in respect of accommodation, supplies and services provided for them. The relaxations which this section makes are welcome, but it retains a distinction between provision on the employer’s premises and provision elsewhere, and it imposes an additional condition in the latter case: that the sole purpose of provision is to enable the employee to perform the duties of his employment.

This is symptomatic of the outmoded attitude of the legislation on the taxation of employees. In modern times, with employees working in the office, at home and on the road as it suits them and their employers, it is archaic to distinguish between provision on the employer’s premises and elsewhere. We call on the Government to remove the distinction between provision in different places (deleting the “sole purpose of provision” condition).

The Government should also review the whole of the legislation on the taxation of employees to identify other areas where rules which reflect an outmoded concept of the place of work should be changed.

The simplification of national insurance

The Revenue published a paper on the ways to make national insurance simpler for employees in June 2000. While even small amounts of simplification are welcome, the paper was disappointing because it did not consider the more radical options. This appeared to be for fear of affecting entitlements to social security benefits. But significant progress will only be made if some changes to entitlements are allowed. Given that, for employees earning more than the lower earnings limit, the link between 

contributions paid and benefits received is now very tenuous, the effect on benefit entitlements would be small.

In particular, the Government should consider abandoning the earnings period basis in favour of an annual basis. The qualifying conditions for social security benefits would need to be adjusted, but that would not be difficult. If the annual basis would be thought to be an imposition on employees, we would ask why it is thought acceptable to impose it on directors (as is already done).

Social security benefits and the working families tax credit

The payroll delivery of the working families tax credit and the disabled persons tax credit from April 2000 is greatly increasing the administrative burden on employers. No more benefits should be transferred to payroll delivery under any circumstances (and the so-called tax credits are social security benefits by another name).

The tax system is not well-adapted to handle benefit delivery. This is clearly shown by the fact that tax credits have had to be treated as a separate addition to net pay and have not in any sense been integrated into the PAYE system. Employers who have taken the Government’s presentation of tax credits as part of the pay and tax system literally have been led into error: they have included tax credits in gross pay and have computed tax and national insurance on them, leading to at least temporary losses both for their employees and for themselves.

We are also concerned at the loss of transparency: tax and benefits are fundamentally different things, and should not be netted off either in individuals' payslips or in the national accounts. And if benefits are fully integrated into the tax system, the result will be a more complex and opaque tax system. It is easier for people to understand two separate systems, tax and benefits, than one combined system.

The employment tax credit

The November 2000 Pre-Budget Report confirmed that the Government is taking forward its plans for an employment tax credit and a childcare tax credit, to be introduced from 2003.

The childcare tax credit will benefit employers, because it will pull the childcare element out of the working families tax credit and pay it directly from the Government to the primary carer. This will reduce the amount of benefit payments which employers have to fund out of their own cash-flow, between payday and the day when they account for PAYE income tax. This period is between two and six weeks, and averages four weeks for weekly-paid employees.

However, the good news is outweighed by the bad news. The remainder of the working families tax credit will become an employment tax credit, and this will become available to the childless as well as to people with children. Whether or not social security benefits should be paid to childless employees is not the issue. The issue is whether they should be delivered through the payroll, giving employers extra work to do.

The work would be considerable. The Pre-Budget Report included some illustrative figures which would mean an additional 300,000 to 400,000 households becoming 

entitled to tax credits. That would mean that thousands of employers who currently do not have to worry about delivering tax credits would suddenly be caught in the net. Employers who are already caught would have to handle more cases. They would also suffer an increased cash-flow burden from having to fund more credits between payday and PAYE accounting day.

The IoD calls on the Government not to take this step. The introduction of working families tax credit was bad enough. Additions to the burden would be totally unacceptable.

Employees’ shares

We warmly welcome the announcement in the Pre-Budget Report that employees’ shares in non-trading companies will qualify for the capital gains tax business assets taper. It will be essential for anti-avoidance legislation to be closely targeted on likely abuses. In particular, the suggestion in the Pre-Budget Report that non-trading close companies might have to be excluded is far too sweeping: an exclusion for substantial interests, for example shareholdings exceeding 30% of the shares in a company, would be better.

We warmly welcome the proposals in the Pre-Budget Report to remove the limit on the number of employees who may receive enterprise management incentives and to increase the overall limit on the value of shares under option to £2.5m.

Employees’ motoring

We welcome the simplification that would follow from the proposed introduction of a single mileage rate, which employers can pay tax-free for business motoring in employees’ own cars. However, in the interests of simplicity the rate should be a genuinely single rate, without the proposed reduction for motoring in excess of 10,000 miles a year.

The proposed passenger rate of 2p a mile would not be worth administering. The rate will need to be considerably higher to encourage car-sharing.

Medical care

Private medical insurance is a common employee benefit, for the very good reason that employers want their sick workers to be restored to health and productive work as soon as possible. Employees also benefit, and the burden on the National Health Service is reduced. The Government should therefore consider exempting such insurance from income tax and national insurance as a benefit in kind. At the same time, tax relief should be given when medical insurance is bought by an individual (whether working or not, and particularly if the individual is elderly). Tax relief would not bring about the radical change which would come from the introduction of an NHS passport scheme allowing a choice of medical provider, but it would be a step in the right direction.

4.2
The taxation of business profits
4.2.1
Intangible assets

We agree with the thrust of the Government’s proposals to use the figures in companies’ accounts to tax intangible assets. However, it will be important for the Government to have the courage to accept the accounts exactly as they stand, without adjustments either to financial reporting standards or to individual figures, except where there is clear abuse. The change will only have deregulatory benefits if companies do not have to consider such adjustments.

If the new régime is introduced, the transition from the current régime will raise difficult issues. Adequate relief for sales of existing goodwill will be essential. Without that relief, business sales would be prevented by the threat of prohibitive tax charges. That would prevent groups from transferring businesses to other groups which would be able to run them more efficiently. UK prosperity and employment would suffer accordingly.

4.2.2
Capital allowances

We welcome the simplification given by the abolition of the separate pool for cheap cars in the Finance Act 2000.

However, far more work could be saved if the separate pools for individual expensive cars were also abolished, or the £12,000 limit were increased to £30,000. It is these individual pools that really generate work. The effect on tax receipts would be a trivial timing difference. The effect might even be in the Exchequer’s favour, because most cars are sold within a few years and under the system of separate pools each sale gives rise to an immediate balancing adjustment, nearly always an allowance. 

4.2.3
Companies’ chargeable gains on shareholdings

We welcome the Government’s proposal to introduce a new relief for companies’ chargeable gains on sales of substantial shareholdings in other companies. This relief will be essential to counter some of the negative impact of the changes to double taxation relief made in 2000. Those changes, even after the modifications announced in November 2000, will encourage UK holding companies to hold their overseas subsidiaries directly from the UK instead of via an overseas intermediate holding company. That will lead to chargeable gains arising on the sale of subsidiaries. Without a new relief, the re-focusing of groups in the interests of efficient management would be deterred. That in turn would reduce economic efficiency.

However, there remain serious technical difficulties with the proposed deferral relief. These particularly affect transfers of trades within groups and investments in existing subsidiaries. It will be essential to resolve the difficulties before legislating the relief.

The Government has also suggested that gains might be exempted from tax entirely. That would be most welcome in itself, but exemption would only be introduced as part of a wider review of corporation tax. It will be important to see the full package before deciding whether an exemption would be in the best interests of UK businesses.

4.2.4
Capital gains of companies

Significant changes were made in the Finance Act 2000, allowing the construction of capital gains groups without regard to the countries of residence of the member companies. These changes were most welcome. We were particularly pleased that the Government chose not to stop at the borders of the European Economic Area, but to treat the whole world in the same way.

However, there remain unresolved issues arising out of the European Court of Justice decision in ICI v Colmar. These arise out of the fact that the UK’s charge to tax on gains continues to be based on UK residence. We trust that the Government will seek to address all these issues by legislation before further cases have to be taken to the European Court of Justice.

4.2.5
Double taxation relief

The changes announced in the Pre-Budget Report, mitigating the effect of the 45% cap when there is a chain of subsidiaries in different countries, are welcome. However, they still do not go far enough because the new rules will still restrict relief for some groups holding foreign subsidiaries through an overseas intermediate holding company rather than holding them directly from the UK. No restrictions on relief should arise from perfectly normal group structures, which include many structures with intermediate holding companies. 

4.2.6
Withholding tax on interest and royalties

We welcome the proposal, announced in the Pre-Budget Report, to abolish requirements to withhold tax from payments to companies within the charge to UK corporation tax. However, it will be essential for paying companies not to be placed at risk of having to account for tax when they took reasonable steps to check the status of recipients. It might be wrong to prescribe exactly what evidence a paying company should obtain, but there should be a safe harbour rule: companies which had made certain specified checks should be in the clear. Not only should they be safe from penalties: they should also be safe from having to pay the tax which they would otherwise have deducted from the interest or royalties.

4.2.7
The payment of corporation tax by instalments

The régime for instalment payments of corporation tax remains very unsatisfactory. Instalments should be based on the known profits of the preceding year, not on forecast current year profits. The preparation of forecasts places a considerable burden on the 

many people in a group who have to supply information, not just on a group's tax department.

At the very least, there should be legislation stating that there will definitely be no liability to penalties when a company pays in-year instalments by reference to the preceding year’s profits. A company could then decide not to bother estimating its current profits, but to pay the interest on any shortfall instead. The interest charge would make this revenue-neutral for the Exchequer. We do not consider the Revenue statement about when penalties may be applied to be an adequate substitute for legislation on these lines.

We also call for an increase in the minimum profits to trigger payments on account from the current level of £1.5m. Given that most corporation tax is paid by the largest companies, the administrative benefit of an increase would outweigh the cash-flow cost to the Exchequer.

4.3
Capital gains tax
4.3.1
Tapering

The accelerated tapering for business assets introduced by the Finance Act 2000 was most welcome. We also welcome the broadening of the definition of business assets. However, serious problems remain with this definition. It is all too easy for a group of companies to be uncertain as to whether it qualifies as trading, so that the shares in its holding company can qualify as business assets. This did threaten to affect employees with shares in their employers. The proposals in the Pre-Budget Report remove that difficulty for employees, and we warmly welcome those proposals. But the difficulty remains for non-employee shareholders. It is a dreadful comment on the state of the law that major groups cannot be certain of something so basic to the tax position of their shareholders.

We urge that shares held by retired employees, and also those held by employees with long service (say ten years) should continue to qualify as business assets after cessation of the employment. Under current law, quoted shares held by such people will cease to be business assets immediately on cessation of the employment.

More generally, the whole area of tapering remains far too complicated, and threatens to do so for the indefinite future. Tapering down to zero taxable gain would be one solution. 

4.3.2
 Rollover relief

Rollover relief on business assets reduces the cost of the new asset by the gain on the old asset. But the gain subtracted from the cost of the new asset is the full gain on the old asset, with no taper relief. Furthermore, the clock for computing taper relief on the eventual disposal of the new asset is re-set to zero years on its purchase. Thus the period of ownership of the old asset does not generate any taper relief at any stage. This defect could be addressed by tapering gains that are to be rolled over and then deducting only 

the tapered gains from the costs of new assets. That would not interfere with the interaction of loss relief and tapering that takes place when working out an individual's chargeable gains for a year, because rolled-over gains would simply not enter into computations of net total chargeable gains.

4.4
Inheritance tax
We welcome the decision not to make significant adverse changes to inheritance tax in 2000 and we hope that this approach will continue.

The policy of reducing rates of corporation tax has been most welcome. This policy should be extended to inheritance tax, coupled with further increases in the nil rate band. Recent rises in house prices mean that a large number of people will unexpectedly be brought within the scope of inheritance tax unless the nil rate band is sharply increased. The result may be the forced sale of family homes.

We look forward to reductions in inheritance tax leading to its eventual abolition as and when conditions allow. In the short term, the annual exemption and the small gifts exemption have not changed for many years and are now ripe for increase.

As well as the general beneficial effects of leaving wealth in the private sector where it can be used to finance new and expanding businesses, reduced inheritance tax will save on health and social security costs. This is because reductions in the tax will encourage people to retain their own wealth, intending to leave it to their children. They can then use that wealth to fund their long-term care should that be necessary.

One very useful extension of business property relief would be to grant it when non-business assets are inherited but the heir puts them into a qualifying business within a short time of receiving them from the executors (say a year). Anti-avoidance measures to prevent the immediate extraction of value from a business would of course be needed, but the rules for the enterprise investment scheme could be used for this purpose. Indeed one approach would be to extend the enterprise investment scheme to the investment of assets subject to inheritance tax, with the tax relief being available to reduce inheritance tax as well as income tax. The result would be a useful encouragement for heirs to put their money into small and growing businesses - the businesses most likely to create jobs.

4.5
Stamp duty
4.5.1
Shares

The abolition of stamp duty on share transfers and of stamp duty reserve tax is now urgent. In the electronic age, persisting with this tax will simply mean losing business to overseas share registrars and exchanges. We recognise that the revenue at stake is substantial, but it will shrink to nothing anyway as business is transferred. Abolishing stamp duty would also help to preserve the UK’s international competitiveness at a time when other countries are looking to steal a march through tax reform. Austria, for example, abolished its equivalent of stamp duty with effect from 1 October 2000.

Following abolition, there would of course be an issue over stamp duty reserve tax which had already been paid: should it be refunded? While there would be arguments for partial refunds, especially when there had been few transfers of the securities concerned, we would not argue against a refusal of refunds as part of the total abolition of stamp duty on share transfers.

Stamp duty is most often seen as an issue in relation to quoted shares, but it applies equally to unquoted shares. The abolition of stamp duty would benefit not just investors in quoted shares, but also investors in the smaller companies which the Government rightly wishes to help to attract capital.

4.5.2
Other assets

Stamp duty on assets other than shares has been increased very significantly. Only a small proportion of domestic property sales has been affected by the increases, but a much larger proportion of business property sales has been affected. This impedes the sale and replacement of business premises to allow for expansion. Stamp duty has also become, in recent years, a major hindrance to commercial transactions such as the transfer of businesses. There should be no further increases in stamp duty.

The slab scale, under which each new rate of stamp duty applies to the whole consideration and not just to the excess over £250,000 or £500,000, is intrinsically distortive. It also encourages tax avoidance at the margin. It should be replaced by a slice scale under which each rate applies only to the excess of consideration over a given amount.

More generally, we call for a fundamental review of stamp duty as a whole. It is an old tax, going back to 1694 with the main legislation still being the 1891 Act (notwithstanding some modernisation in the Finance Act 1999). The duty payable bears no relation to the profits being made by the payer. Stamp duty uses a distortive slab scale. The scale of duty on rents under leases also includes distortive steps. And stamp duty encourages tax-driven decisions on whether to deal in shares or assets, when such decisions should be made purely on commercial grounds. In short, stamp duty looks increasingly out of touch with modern commercial reality.

4.6
Indirect taxes
4.6.1
VAT and e-commerce

The European Commission published a proposal on the application of VAT to digitised products on 7 June 2000. The proposal was broadly sensible, but it would have been very hard to force traders outside the European Community to register and to account for VAT. The proposal ran into very serious political difficulties in the Council of Ministers and has now been sent back to the Commission for further work.

We encourage the UK Government to insist that the Commission and other member states face the difficulty of enforcing VAT on non-Community businesses squarely, 

while at the same time pressing for swift decisions to be reached. It is most unfortunate that the Commission took so long to come up with their proposal. Meanwhile the technology was moving on. By the time of publication, the proposal already faced difficulties in coping with services which were a blend of telecommunications and informative content. By the time a revised proposal is produced, the technology will have moved on again.

The UK has been in the forefront of European Union member states in using information technology to make it easier for companies to fulfil their VAT obligations, for example by allowing electronic returns. We urge the Government to continue to take full advantage of new technology, and to make full use of Finance Act 1999, section 132, which confers a power to make regulations to this end.

4.6.2
VAT: simplification for smaller businesses

The administration of VAT is a significant burden for smaller businesses. We welcome the proposed substantial increases in the turnover limits for cash accounting and for annual accounting. We also welcome the proposal to allow smaller businesses to pay a simple percentage of turnover, so long as that remains an optional scheme and businesses remain free to account for VAT on sales and recover VAT on purchases in the normal way.

4.6.3
The climate change levy

We remain very concerned about the damaging effects of the climate change levy.

· The international competitiveness of some manufacturing industries will be severely damaged. There will however be only minimal environmental benefit, because some other countries will not introduce comparable measures and will therefore become attractive locations for the industries concerned: industry will simply be transferred from the UK to other countries, and the global level of gas emissions will remain the same.

· The levy will tax business consumption of energy but not domestic consumption. The decision to tax only businesses was a fundamental design flaw. Domestic consumption causes the same amount of power station emissions per unit of energy as business consumption. The full burden of achieving environmental improvement through the climate change levy is being thrown onto businesses.

· It might be thought that taxing only businesses minimises the impact on households. It does not, it only disguises the impact. Everyone depends on the strength of business for wages and for goods and services to buy.

· Corporate profits are also of central importance to the vast majority of the population: they allow taxes to be levied in order to pay for public services, and they sustain the value of the shares held by pension funds. As defined contribution pension schemes become more widespread, the retirement incomes of more and more people will come to depend directly on the value of companies.

· The climate change levy’s enforcement régime is also draconian. Even repayments of levy accidentally overpaid can be subject to unreasonable conditions imposed by officials on a case-by-case basis. 

4.6.4
Insurance premium tax

The rate of insurance premium tax should be reduced. It should certainly not be increased. Any increase would increase burdens on business and would tempt some businesses to under-insure their assets. But adequate insurance is manifestly for the benefit of the insured, and indeed for the benefit of society as a whole: we must all pay, through taxation, for benefits for people who lose their jobs when a business suffers a misfortune and turns out to have been under-insured. Insurance reflects a responsible attitude, in ensuring that society does not suffer such burdens. It should not be deterred by taxation.

4.6.5
General betting duty

The Government has recognised the threat to general betting duty, a percentage of stakes placed with off-course UK bookmakers. With the growth of e-commerce, those whose interest is in the bet rather than in the social atmosphere of a betting shop will switch to non-UK betting services and avoid the duty. The ban on UK advertising of such services will not prevent this.

The proposed change to a gross profits tax is a step in the right direction, but it would be more straightforward simply to charge corporation tax on net profits, perhaps at a special rate. This would avoid a repeat of the North Sea experience of creating a separate and complicated tax, petroleum revenue tax, to increase the Government’s take.

4.6.6
Business rates

We remain opposed to the plan to allow local authorities to charge supplementary rates. The plans contained in the green paper Modernising Local Government Finance, published in September 2000, incorporate wholly inadequate safeguards for businesses and are a recipe for escalating public expenditure.

4.7
General matters
4.7.1
Simplification

The Tax Law Re-Write Project is immensely valuable. It clearly demonstrates that tax legislation can be written in plain English. A great deal of new tax legislation is now being written in plain English, and we applaud that work. However, not all new legislation is as clear as it might be. We call on the Office of Parliamentary Counsel, and departmental solicitors, to use plain English at all times.

The Re-Write Project is also identifying many instances where current policy leads to undue complexity and where the original reasons for that policy no longer hold good or are lost in the mists of time. We understand that instances of this nature are being logged by subject specialists in the Revenue, so that policy changes can be considered. We urge the creation of a formal and public process to make as many of those changes as may be appropriate. For example, the proposed changes could all be published in a consultation document, and those which enjoyed wide support could then all be legislated in a single schedule to the next Finance Bill.

We also urge Ministers to give considerable weight to the need for simplicity when selecting policies. One reason for the complexity of tax incentives has been the desire to target them precisely and to set strict limits on the tax reductions allowed. If something much simpler would only lead to slightly less focused targeting, and a modest increase in the tax reductions given, we would advocate the simpler version. Apart from anything else, reliefs are more likely to be taken up by the target group if they are simple to understand and to implement.

Simplification is not just a matter of the legislation. The forms and guidance issued to taxpayers, and the administrative processes of the revenue departments, also need attention. The revenue departments have made a great deal of progress in both of these areas in recent years. However, there is still a long way to go. We look forward to future initiatives to make the administration of taxation more user-friendly.

Finally, we note that the most dramatic simplifications are likely to be achieved by the outright abolition of those taxes that raise only a small proportion of total tax revenue.

4.7.2
The consultative process

Ministers and officials continue to consult extensively on proposals. We welcome this, and especially the recent trend towards publishing draft legislation. The value of this was shown in 2000. The legislation on employee shares and share options had been published in draft and commentators had identified several technical imperfections. These were ironed out before publication of the Finance Bill, leading to a smoother passage through Parliament and a better final product.

It is important that the options put up for consultation are actually the ones from which the Government intends to select its policy. This issue arose in connection with double taxation relief. The consultation paper issued in 1999 presented a choice between two alternatives. The Government then chose a third option which was wholly unexpected. We are also concerned that in the end, 15 pages of highly technical amendments on double taxation relief were tabled only a few days before the Report Stage of the Finance Bill 2000. This did not allow proper consideration of the amendments. Defects later emerged. The Government is now addressing these defects, but a more satisfactory consultation process could have avoided the passing of defective legislation.

The Government continues to devise new models for consultation. For example, with the new all-employee share plan, there was an open-ended consultation followed by consultation on one specific option and then consultation on draft legislation. Another model, informal consultation with interested parties, led to some very welcome changes 

to the law on companies’ capital gains in the Finance Bill 2000. We encourage this ongoing process of experimentation.

4.7.3
Revenue enquiries

There is a rule that each self-assessment return can only be the subject of one Revenue enquiry. We agree with that rule, but it does inhibit efficient administration. If an officer is processing a return and is uncertain about something, he or she cannot telephone the taxpayer to get clarification. Not even trivial questions like “Is that a 2 or a 7?” or “have you entered your pension contributions net or gross?” can be asked. This is because any such question could constitute an enquiry, and could thus deprive the Revenue of the right to make a later enquiry. There should be a way to allow such clarifications. The Revenue/Chartered Institute of Taxation study, Income Tax Self-Assessment Enquiries, published in October 2000, showed that over 80% of practitioners and over 80% of Revenue staff would like to be able to resolve minor queries informally.

It is not satisfactory that officers often refuse to disclose the nature of their concerns early in an enquiry, and that some officers are reluctant to set out agendas for meetings with taxpayers. Both of these points came across clearly in Income Tax Self-Assessment Enquiries. Sometimes officers must keep their concerns to themselves in order not to prejudice enquiries, but there are many other cases where that is not so. Early disclosure of concerns is likely to lead to quicker and more relevant responses from taxpayers and their agents.

4.7.4
The black economy

The Government is rightly concerned to tackle the black economy, and to get as many individuals and companies as possible trading legitimately and paying their taxes. Some of the Government’s proposals will contribute to that goal. We especially welcome the introduction of a simple notification form which will be made widely available.

However, we are concerned about the new £100 penalty for failure to notify self-employment promptly. It gets businesses off to a bad start if their first contact with the authorities is an occasion of punishment. We therefore encourage the Government to try positive incentives to businesses to trade legitimately, rather than starting with penalties. One possibility would be to give PAYE refunds on leaving employment only after taxpayers have confirmed what they are doing.

4.7.5
Hypothecation

The Government has started to use hypothecation as a way of seeking to make tax rises more palatable: hypothecation of increases in tobacco duty to the health service, and of increases in fuel duty to transport. We disagree with the use of hypothecation. It may be illusory, in that increased public spending from one source of tax revenue may be countered by reductions from other sources, or swamped by changes (up or down) from other sources. If it is not illusory, then it will constrain spending decisions: thus a certain 

amount might be spent on health because of the hypothecated revenue, even if a higher or lower amount ought to be spent on health.
4.7.6
European issues

We support the line being taken by the Government, of opposing compulsory tax harmonisation within the European Community and maintaining the requirement for unanimity before tax directives can be made.

We strongly support the Government’s approach to the proposed withholding tax on savings income. The outcome was a major triumph for the UK Government. It shows the value of standing firm against proposals which make no sense. We recognise that the saga is not over yet, and we trust that if the process of discussions with countries outside the European Community does not go smoothly the Government will not be tempted to soften its line.

We also trust that the Government will oppose compulsory tax harmonisation by non-legislative routes, for example taking tax cases to the European Court of Justice and having them decided as single market cases.

35
2

