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1
Introduction

1.1 Small and Medium-Sized Enterprises in the UK

Small and medium sized enterprises (SMEs) are the bedrock of the British economy.
 There are currently 3.7 million SMEs in the UK. They account for 99% of all businesses in the country and they employ 55.5% of the private sector workforce.
 Small firms promote competition, enhance consumer choice and provide an infrastructure that helps to sustain the activities of large firms. New small businesses can also play an important role in initiating what the Austrian economist Joseph Schumpeter described as the "gale of creative destruction," which periodically sweeps through modern market economies.
 By bringing new products and services to the consumer, small firms destroy existing markets and help to create new ones.

Ultimately, the success or failure of an enterprise is the responsibility of the owner or manager of each particular firm. Nevertheless, Government policy can exert an important influence on the fortunes of the SME sector because it plays a crucial part in determining the economic environment within which business operates. Consequently the forthcoming election is a matter of considerable importance for the SME sector. This manifesto sets out some of the principal themes and policies that the Institute of Directors (IoD) would like the next British Government to pursue in order to foster an economic environment favourable to SMEs.

1.2
Summary 

Macro-economic policy

The existing monetary framework should be retained. The Bank of England should continue to determine interest rates with a view to attaining the present inflation target of 2.5% (RPIX). 

Fiscal policy should be framed to complement monetary policy. When making tax and spending decisions, the Government should aim to avoid exerting any unnecessary upward pressure on interest rates.

The overall burden of taxation should be reduced. Taxes should be kept simple, stable and low. Reductions in taxation free resources for owners and managers to invest in their businesses and give an incentive to individuals to set up and grow their own firms. Relatively low tax rates should also help to attract overseas investment into the UK.

Corporation taxes should be reduced, when affordable.

Capital Gains Tax (CGT) should be simplified and reduced.

Local authorities should not be able to impose supplementary business rates.

All existing tax decisions should remain the preserve of the British Government and Parliament. Tax decisions should not be subject to qualified majority voting in the EU.

Regulation

Regulations should be introduced as a last resort. Ministers should be placed under a duty to consider alternatives to regulation, such as codes of conduct, before introducing additional legislation. 

There should be an independent annual audit of the regulatory burdens on business commissioned by the Government and the resulting report should be presented before Parliament. 

Exemptions for SMEs from the requirements of some regulations should be considered on a case by case basis to protect the most vulnerable businesses from the burden of red tape.

Guidelines to regulations for employers should be succinct (the guidelines to the National Minimum Wage Regulations are 112 pages in length).

Greater use should be made of “sunset clauses” in legislation so that unless regulations are specifically renewed, they will cease to apply at a set date. 

The Government should give employment tribunals greater freedom in awarding costs to those employers who are exonerated at employment tribunal hearings, in order to recompense them for the legal expenses that they might have incurred when defending cases. 

The social partnership system for devising EU legislation should be terminated. 

Unnecessary regulations such as the directive on information and consultation at work should be resisted. 

Government should avoid “gold plating” EU legislation when it introduces regulations in the UK giving effect to the Directives of Brussels and Strasbourg. If derogations are available in EU legislation, the British Government should take advantage of them. 

Finance for SMEs

Fiscal policy should be determined with a view to facilitating the lowest possible level of interest rates that is compatible with the Bank of England achieving its inflation target of 2.5% in order to reduce the cost of raising capital for SMEs.

The principal source of finance for many SMEs is retained profits. Corporation taxes should be reduced to give the owner or manager of an SME the freedom to invest more resources in his priority areas, be they in respect of capital investment, higher wages or additional training. 

CGT should be reduced and simplified in order to increase the availability of venture capital.

The Small Business Service (SBS) and Business Links should aim to disseminate information about the financial options that are open to SMEs. 

The SBS should also offer assistance to entrepreneurs in the formulation of their business propositions and in assisting them in making contact with business angels.

The Small Firms Loan Guarantee Scheme should be retained. 

Education and training

The priority must be to raise standards of literacy and numeracy and equip pupils and students with IT skills. Additionally, the proportion of school leavers with a good range and number of GCSEs should be increased.

With respect to higher education, financial assistance (e.g. reduced tuition fees) should be given to students studying some of the more practical courses in universities (such as IT, engineering, electronics and the sciences). 

In order to raise the proportion of vocationally trained individuals at the intermediary level, the Learning and Skills Councils should offer to pay small firms with 25 or fewer employees half the cost of Modern Apprenticeship training programmes in return for matching funding from the employer.

The system of business support

No further Government backed agencies of business support should be set up. The existing system of business support is already replete with different institutions. 

The new SBS should assume responsibility for all future Government schemes to support business and they should be delivered via the revamped Business Link network in order to ensure coherence. 

The SBS and Business Links should not attempt to target particular firms, but should instead provide a system of business support that any firm in the UK can approach for advice and information. 

Consideration should be given to commissioning an independent audit of the services provided by each Business Link in order to assure SMEs that they are competent agencies and sources of advice. A league table of Business Links should be produced to drive up standards.  

2
Macro-economic policy

2.1
Monetary policy

The most important action that the Government can take to help SMEs is to maintain a stable macro-economic framework within which individuals and firms can prosper. High inflation and interest rates are antipathetic to business confidence, disrupt the smooth operation of markets and are inimical to the interests of firms in general. However, SMEs are often more vulnerable than larger companies to exogenous economic shocks (for example, oil price hikes) and violent fluctuations in the economic cycle. This is because SMEs typically have fewer resources to fall back on in hard times with which to cushion themselves from economic turbulence. The vulnerability of SMEs was forcefully demonstrated in the course of the last recession, when the business population in the UK was slashed from 3.8 million in 1991 to 3.5 million in 1993.
  Indeed, the number of businesses in the UK has still not attained pre-recession levels, but stands at 3.7 million.
 Consequently, economic stability is of paramount importance. 

Since 1997, when the Government granted the Bank of England operational independence for the setting of interest rates, the conduct of macro-economic policy has been highly successful. Indeed, the new monetary framework shows every sign of delivering the macro-economic stability that the business community has been crying out for over recent decades. Under the auspices of the new monetary arrangements, the UK economy has been able to continue to grow and is now in its ninth consecutive year of economic growth - the longest period of continuous economic growth since the Second World War. Inflation is quiescent: the Government’s preferred measure of inflation, the RPIX (Retail Price Index), which excludes mortgage interest payments, stayed below the official target rate of 2.5% throughout last year. Indeed, the RPIX has remained below the official target rate since April 1999.
 Concomitantly, it has been possible to keep interest rates stable, standing at 6% for 12 consecutive months, before a cut to 5.75% in February 2001.

As a corollary, the present monetary framework should be maintained. There is no convincing case for changing either the existing inflation target or the current measurement of inflation that the Bank of England uses for reaching policy decisions. Above all, it would be an act of the highest folly for a future UK government to terminate our new monetary policy arrangements by participating in the Euro project and subjecting British business to the tender mercies of the European Central Bank. Entry into the Euro would, without adequate economic convergence, risk a return to economic instability. In short, there is no case for abolishing sterling and becoming part of the Eurozone for the foreseeable future.

2.3
Fiscal policy

However, with the Bank of England exercising operational independence over the setting of interest rates, it is incumbent on the next administration to ensure that fiscal policy is in harmony with monetary policy in order to reduce unnecessary upward pressure on interest rates. The next UK Government must avoid imperilling our present economic stability through inappropriate, risky tax and spending policies.

It should also be a policy aim to reduce the overall burden of taxation. Between 1996/7 and 2000/01 the burden of taxation as a proportion of Gross Domestic Product increased from 35.2% to 37.7%.
 The next British Government should refrain from imposing new taxes on businesses and should instead work towards reducing the tax burden that they labour under. In particular, it should endeavour to cut corporation taxes in order to leave more money at the disposal of owners and managers to allocate as they think best. 

The tax burden on individuals should also be lightened. According to one recent report, household disposable income has increased by just 1.6% between 1997-2001, compared to 2.6% between 1992-97.
 Cutting the tax burden on individuals in order to facilitate an increase in household disposable income would have the benefit of leaving individuals with more money available for investment in start up enterprises and enhance the incentive for individuals to set up their own businesses. 

CGT should be simplified and reduced. At present, there are three different rates of CGT which are set at 10%, 20% and 40%. CGT can discourage investment, particularly in higher risk businesses, because the primary incentive for the investor in such circumstances is to make a large capital gain if the enterprise performs well. CGT should be simplified and reduced.
 

Local authorities should not be permitted to impose a supplementary levy on business rates.

All existing tax decisions should remain the preserve of the British Government and Parliament. Tax decisions should not be subject to qualified majority voting in the EU.

In general terms, the aim of policy should be to simplify the tax system. The complexity of the current arrangements could well deter some individuals from starting up their own businesses. Other businesses expend considerable time and effort complying with the demands of the tax system. This is unnecessarily wasteful and unproductive.

3
Regulation

3.1
The current regulatory environment

Regulations are a natural consequence of the nature of modern democratic politics. The electorate looks to Government to correct perceived anomalies and imperfections in society by means of legislation. Indeed, an effective regulatory framework is intrinsic to the smooth operation of a modern capitalist market economy. A regulatory system is needed to give protection to employees and consumers and to establish the parameters within which businesses operate. Unfortunately, many of the regulations that have been introduced in recent years (for example, the Working Time Regulations) have increased costs on business, impaired employee flexibility, wasted management time, and deterred entrepreneurial activity. In short, the rising tide of red tape has damaging repercussions both for business and society at large. Decisive action is now required if the regulatory burden on business is to be ameliorated. The adoption of the following measures would help to lessen the burden of red tape on business in the future. 

3.2
Regulation should be a last resort

It should be a maxim of Government policy to eschew the introduction of fresh legislation or new regulations unless all alternatives have first been exhausted.  The aim should be to promote the use of voluntary arrangements, self-regulation and codes of conduct. Regulation should be viewed as a last resort. Ministers should be placed under a duty to consider alternative measures before introducing additional regulations before Parliament. 

3.3
Publish an annual regulatory report
The Government publishes reports on the state of the public finances in the Pre-Budget Report and at the time of the Budget. The Bank of England publishes a monthly inflation report. Regulations have an impact on business just as fiscal and monetary policy does. However, no report describing the overall regulatory burden on business in the UK is available. This omission should be rectified. In future, there should be an annual audit carried out by accountants independent of Government and the resulting regulatory report should be presented before Parliament. The annual report should make an assessment of the costs and benefits of existing regulations. It should also highlight forthcoming regulations and report on progress made towards deregulation.

3.4
Exemptions for SMEs

The burden of regulations often has a disproportionate impact on SMEs because they lack both the resources and the staff to deal with them. There is a strong case for shielding those small firms employing fewer than 50 people (arguably, the enterprises most vulnerable to the deleterious implications of ill-conceived regulation) from the requirements of some employment regulations. Exemptions of this kind should be determined on a case by case basis. Small businesses have flourished in the USA partly as a consequence of this approach.

3.5
Guidelines should be succinct

Where the introduction of new regulations covering small firms is deemed to be unavoidable, it is crucial that they are developed with the interests of small firms in mind. This means that regulatory guidelines should be readily comprehensible and succinct (unlike the guidelines to the National Minimum Wage regulations that run to 112 pages in length). 

3.6
Meaningful consultation 

The consultation process should be meaningful. There is no point in asking businesses to comment on policy issues if ministers have already made up their minds about the decisions that they intend to take (as was the case with the Work and Parents Green Paper). Owners and managers of SMEs have better things to do with their time than engage in a sham consultation process.

3.7
“Sunset” clauses

Parliament should endeavour to make greater use of “sunset” clauses in future regulation. This would give an opportunity for Government, business and the wider public to assess the consequences of particular regulations and, if necessary, rectify mistakes. The use of “sunset” clauses in legislation would put the onus on the proponents of regulation to justify their actions. The adoption of “sunset” clauses would be particularly valuable in respect of European Union (EU) legislation. One of the principal irritants about EU legislation is that it is extremely difficult to amend or repeal once it has been passed into law. The use of “sunset” clauses in future EU legislation could help to ameliorate some of the most damaging consequences resulting from EU regulations. 

3.8
Employment tribunals

Since 1997, the Government has introduced legislation such as the Working Time Regulations, the National Minimum Wage Act, the Employment Relations Act, and the Part Time Work Regulations, all of which provide employees with more rights that can be enforced via the tribunal system. Additionally, the present Government has reduced the qualifying period for protection against unfair dismissal from two years to one and increased the ceiling on compensation for unfair dismissal from £12,000 to £51,700. These factors have contributed to an increase in the number of employment tribunal applications from 106,912 in 1997 to 164,525 in 1999-2000.
 The ineluctable increase in employment tribunal applications has worrying implications for British business. Unjustified employment tribunal claims can inflict financial costs on business, harm their competitiveness, imperil jobs and distract employers from running their enterprises. 

Preferably, there should be no further expansion in the scope of the jurisdiction of employment tribunals.  Additionally, employment tribunals should have greater freedom in awarding costs to employers who are exonerated at employment tribunal hearings, in order to recompense them for the legal expenses that they have incurred when defending cases. At present, in most circumstances employers who successfully contest an employment tribunal case are forced to shoulder the attendant legal costs. In other areas of litigation at least some costs are awarded to the successful party.

Additionally, the Government should give employment tribunals greater freedom in awarding costs to those employers who are exonerated at employment tribunal hearings, in order to recompense them for the legal expenses that they might have incurred when defending cases. At present, in most circumstances employers who successfully contest an employment tribunal case are forced to shoulder the attendant legal costs. In other areas of litigation at least some costs are awarded to the successful party.

3.9
Deregulation at the EU level

Many of the most costly and confusing regulations that businesses have to grapple with emanate from across the Channel in Brussels and Strasbourg. The Working Time Regulations are a case in point. Unfortunately for Europe, the extraordinary appetite of the European Parliament and Commission for introducing unnecessary, costly and economically damaging regulations remains undiminished. For example, in the course of this year, the British Government will be required to implement the Fixed Term Work Directive and attempts are being made to introduce a new Directive governing the employment of agency workers.

The UK Government should continue to work with the more economically liberal minded states within the EU to prevent the formulation and imposition of more damaging regulations on businesses and push for deregulation where possible. 

The Social Partnership system for devising EU legislation should be terminated. This entails the Commission inviting the so-called social partners, for example, the Union of Industrial and Employers Confederations of Europe (UNICE) and the European Trade Union Confederation (ETUC), to draw up legislation, which is then presented almost as a fait accompli to the Council of Ministers. The groups involved in this process do not adequately represent either the UK’s SME sector or the British people. The British Government should not allow the formulation of EU legislation to be contracted out to unrepresentative institutions. 

Unnecessary and burdensome EU legislation should be opposed where possible. For example, the next UK Government should continue to resist the adoption of the proposed directive on information and consultation at work, which would entail the imposition of Works Councils in firms employing more than 50 people. 

In those cases where it proves to be impossible to resist EU legislation, the British Government should at least avoid imposing more detailed and burdensome duties on British firms than it is required to do so when implementing EU directives.  This practice of “gold plating” can impose gratuitous costs on SMEs. Indeed, where derogations are available in EU directives, the British Government should usually take advantage of them. 

4
Finance for SMEs

An adequate supply of capital is necessary for businesses to finance their day to day operations and pay for their expansion and investment plans. Conversely, businesses that lack a sufficient supply of capital will be unable to grow and will be prone to collapse. The provision of finance is consequently an important issue for small businesses. The Government can help to make finance more accessible to SMEs in the following ways.

4.1 Enable the Bank of England to keep interest rates low

Variable rate debt finance continues to play an important part in the funding of businesses in the UK. 68% of bank term loans made to SMEs in September 2000 were variable rate in nature.
 Accordingly, the aim of policy should be to ensure the lowest possible level of interest rates that is compatible with the Bank of England achieving its inflation target of 2.5% in order to reduce the cost of raising capital. With the Bank of England exercising operational independence over the setting of interest rates, it is incumbent on the Government to ensure that fiscal policy is in harmony with monetary policy in order to reduce unnecessary upward pressure on interest rates. 

4.2 Reduce the tax burden

Availability of finance for firms can be improved still further by reducing the overall burden of taxation on business and individuals. As noted earlier, the tax burden as a proportion of Gross Domestic Product has increased in recent years. Part of this increase in the tax burden has fallen on business, for example, in the form of the windfall tax on the privatised utilities and the abolition of the tax credit on dividend payments. The next Government should refrain from introducing further taxes on businesses and should instead aim to lighten the tax burden that they face.

The principal source of finance for many businesses, particularly small firms, is retained profits. Consequently, policy should be directed towards reducing the burden of corporation tax. Lower corporation taxes gives the owner or manager of a business the freedom to invest more resources in his priority areas, be they in respect of capital investment, higher wages or additional training. Consequently, lower corporation taxes are even more preferable than, for example, tax credits in R&D for SMEs and the 40% capital allowances that were first introduced in 1998, renewed for a year in 1999 and then made permanent in 2000 

4.3
Simplify and reduce Capital Gains Tax

The availability of private equity finance could be enhanced by reducing and simplifying CGT. CGT in fact raises relatively little revenue for the Government. According to Inland Revenue Statistics 2000, CGT receipts in 1999/00 were £2.122bn. The estimate for 2000/01 is £3bn. By way of contrast, income tax receipts are expected to be £98.9bn in 2000/01. Consequently, it would probably be relatively painless for a future Government to simplify and cut CGT still further (see section 2.3). 

4.4 Provide more information about sources of finance for SMEs

The next Government should continue to help disseminate information about the financial options that are open to SMEs via the SBS and the Business Link network. Many businesses may not fully appreciate the different sources of finance that may be suitable to their needs. 

The SBS should also offer assistance to entrepreneurs in the formulation of their business propositions and in assisting them in making contact with business angels.

4.5 The Small Firms Loan Guarantee Scheme

The Small Firms Loan Guarantee Scheme provides a guarantee to encourage banks to lend to businesses that are unable to borrow money because they lack collateral or a track record. The SFLGS remains popular with small firms and should be retained.

4.6 Bank finance

Bank finance in the form of overdrafts and term loans remains the most important source of external finance for small businesses. Broadly speaking, IoD members are generally content with the service that they receive from the banks.
 Nevertheless, the IoD would support the introduction of measures that enhance further competition in the banking services market for SMEs. For example, there is a need for greater transparency in the pricing of products and services offered to SME customers. This would enable small businesses to be more discerning in their choice of bank and it would make it easier for new entrants to the market to compete on price. 

5
Education and Training 

5.1 Basic education

Business looks to Government to provide a well educated and trainable workforce. Although there have been improvements in recent years, the UK still needs to raise standards in education. The UK continues to turn out a lower proportion of people with good qualifications than many of our competitors. Whereas 63% of 25-34 year olds in the UK successfully attain at least an “upper secondary education”(five or more GCSEs at grades C – A or an equivalent qualification) the average figure for the OECD countries is 73%.
 Moreover, far too many adults lack basic educational skills. According to the Moser Report, one in five adults are functionally illiterate and innumerate.
 The priority for Government in the field of education must be to raise standards of literacy and numeracy and invest in IT skills. Individuals who lack these basic skills reduce their chances of employment and generally speaking are harder to train than individuals who possess these skills. We also need to raise the proportion of school leavers with a good range of GCSEs. 

5.2
Higher education

With respect to higher education, the next Government should give financial assistance to students studying some of the more practical courses in universities (such as IT, engineering, electronics and the sciences) for which there is a strong demand from business. For example, the Government could reduce their tuition fees or help them with their maintenance costs. This would give students an incentive to study subjects that are of most relevance to industry and could help to reduce skill shortages in these important areas.

5.3
Training 

The UK continues to produce a relatively small proportion of vocationally trained people. Only 14% of British employees have intermediate level vocational qualifications compared to 46% of German employees.
 This is regrettable because investment in skills and training can enhance productivity, improve staff morale and reduce employee turnover.
 Although British employers do invest considerable resources in skills and workforce development, many SMEs spend less on formal training programmes partly because they lack sufficient resources. Additionally, many SMEs are reluctant to release staff to take part in off the job training because of the difficulty of finding people to cover for them in their absence. To minimise these difficulties we need to give small firms an incentive to take part in high quality training programmes, such as Modern Apprenticeships. For example, the Learning and Skills Councils could offer to pay small firms (those with 25 or fewer employees) half the cost of Modern Apprenticeship training programmes in return for matching funding from the employer.

6
The system of business support

6.1 The existing framework of business support

Owners and managers of SMEs typically lack in-house specialists and so they are obliged to look outside their firms for business advice. Often they will approach family, friends, accountants and banks for commercial and business advice. In some instances, though, they will look to the Government and its agencies for advice and information.

The existing system of business support is increasingly complicated. In addition to the Small Business Service and the 45 Business Links that constitute the Business Link network, there is the Learning and Skills Council for England and its 47 subsidiary local Learning and Skills Councils. There are also 8 Regional Development Agencies (plus the London Development Agency). This plethora of institutions does not make for a clear system of business support. Many SMEs are probably unsure of which publicly funded institution they should approach for advice and support. No further Government backed agencies of business support should be set up. The existing system of business support is already replete with different institutions.

6.2
The Small Business Service and the Business Link network
As a general rule, the new Small Business Service (SBS) should assume responsibility for all future Government schemes to support business and they should be delivered via the revamped Business Link network in order to ensure coherence. The SBS and Business Links should aim to provide a comprehensive signposting service for small firms, able to refer inquiries to specialist advisers. However, the objective should not simply be to act as a glorified Directory Inquiries Service. The SBS’s objective should be to disseminate practical information to small firms that will enhance their efficiency and growth potential. The indigenous business community may benefit from learning about the techniques of business abroad and by adopting best practice. The SBS should seek to collect data from our overseas competitors and disseminate the relevant information via the Business Link network. In this way, we may be able to prolong the life expectancy of the average small firm in the UK. 

For epistemic reasons, the Government, the SBS and Business Link network are unlikely to be able to identify potential growth firms to give them the support that they need to succeed. Any attempt to do so could result in the wrong firms receiving assistance from Business Links and firms with growth potential being excluded. Consequently, the SBS and Business Links should not attempt to target particular firms, but should instead provide a system of business support that any firm in the UK can approach for advice and information. 

The Government and the SBS could consider commissioning an independent audit of the services provided by each Business Link in order to assure SMEs that they are competent agencies and sources of advice. A league table of Business Links could be drawn up. 
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