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1
Introduction

Tax News is a quarterly publication from the Institute of Directors. It appears each February, May, August and November, and highlights recent developments in tax policy.

Tax News is free and copies may be made without payment. It can be downloaded from www.iod.co.uk/policy_download.html. For a printed copy, please telephone (020) 7451 3278.

Your comments on taxation are always welcome. Please send them to Richard Baron at the Institute of Directors, 116 Pall Mall, London SW1Y 5ED, e-mail r.baron@iod.co.uk.

2
The Climate Change Levy

The Climate Change Levy will apply from 1 April 2001. It will be charged on the business use of energy, but it will be collected from the suppliers of energy rather than from the users. Bills to business users are likely to start showing amounts of levy. However businesses will not be able to reclaim these amounts, unlike VAT on invoices.

The Government hopes that the levy will reduce greenhouse gas emissions. However, only time will tell whether it will really have this effect. There is a clear danger that it will simply make UK industry less competitive, leading to the movement of industry abroad. Gas emissions would then move from one country to another, and not fall in total. The one form of energy consumption that would be very unlikely to move abroad, domestic consumption, is exempt from the levy. Thus business is being asked to shoulder the full burden of increased energy efficiency, in a way that may not be effective.

Businesses can of course benefit from reducing their energy consumption: their energy bills can be reduced by changing their processes or by increasing insulation. But businesses are very aware of costs in any case. They have always had a clear economic motive to be careful in using energy. It is not clear that the levy, which is expected to increase energy costs by 10% on average, will make businesses do more. This is not an argument for a higher levy. The point is that well-run businesses already do what they can to save energy, and badly-run ones are unlikely to take much notice unless the levy is set at a punitive level which would bankrupt many good businesses.

The rates will be as follows:

· 0.43p per kilowatt hour of electricity

· 0.15 p per kilowatt hour of gas

· 0.96p per kilogram of liquified petroleum gas

· 1.17p per kilogram of coal, coke and any other taxable commodity

Energy products already subject to excise duty are not subject to the levy as well. Thus it will not apply to petrol or diesel used as road fuels. It also does not apply to liquified petroleum gas or compressed natural gas used as a road fuel.

There is also a reduction of 50% for some horticultural activities, a reduction of 80% for some energy-intensive industries and exemption for certain industrial processes.

The point at which energy is taxed

The general aim is to tax at the point where the energy is supplied to be used, rather than for onward supply. Thus if electricity is supplied from one electricity supplier to another for onward supply to other businesses, there will be no levy on that supply between suppliers.

This taxation at the point of supply for use is a natural consequence of the decision to exempt domestic consumption: it is only at the final stage that the type of the customer – business or domestic – is known. But this also makes it very difficult to target the levy at its environmental goals, because that far down the line it is not possible to tell what kind of power station generated the electricity in question.

The Government has done something about this by introducing an exemption for electricity from combined heat and power plants which meet certain quality standards. However, this exemption will only give these plants an advantage over other generators when they supply their ultimate customers. If instead they supply electricity utilities, so that their output goes into the National Grid along with other generators’ output, there will still be no levy at that point just as there will be no levy on other generators at that point; but when that electricity is finally supplied from the National Grid to customers, the levy will apply to power from combined heat and power plants just as it applies to all other electricity. The result is that combined heat and power is only favoured in limited circumstances.

There is also an exemption for electricity from renewable sources. These include wind, wave and tidal energy, geothermal energy and small-scale hydro-electric plants. This exemption can apply even when electricity goes into the National Grid, not by tracing it through to users but by allowing electricity suppliers to take account of the amount of electricity that they buy from generators using renewable sources. A supplier which buys a given quantity of electricity from such a source will be able to offer the same quantity for sale to customers, free of the levy. The totals bought and sold will be compared every three months. If the supplier’s cumulative total of electricity sold free of levy exceeds the cumulative total of renewable-source purchases every quarter for two years, then the supplier will have to pay levy on the difference.

This convoluted process of striking a balance every three months and making catch-up payments after two years is the nearest the Government has been able to get to the ideal of tracing types of electricity generation through the system. The effort that has been put into designing this process makes it clear that the Government attaches importance to identifying and favouring low-emission forms of generation. But it would have been far simpler to design a levy which recognised that all energy consumption generates emissions and that emissions are best measured (and the levy charged) at power stations, where full account can be taken of the actual emissions. 

That would have meant applying the levy to domestic consumption as well as to business consumption. It would have had the advantage that the impact of the levy would have been brought home to everybody. This would have helped to make us aware that we will all pay for the levy, in higher prices, lower wages or lower returns on shares (which are largely owned by pension funds). The result would have been the highly desirable one of greater control over the future level of the levy, and pressure to eliminate it as soon as possible.

Administration

Although the levy is a tax on only a small range of products, is charged at a flat rate per unit of each product and will probably be collected from only a few hundred energy suppliers, that has not stopped it from becoming astonishingly complex. The general guide to the levy, CCL1, runs to 86 pages. It is available at www.hmce.gov.uk/notices/ccl1.htm.

As at the middle of February the version of the guide on the Customs & Excise website was still stated to be a draft, not the final version. This reflected the fact that many of the regulations were only laid before Parliament in February, less than two months before the introduction of the levy. It is true that regulations had been published in draft for consultation the previous year, but no-one can see what the law really is until the final regulations are laid.

This lateness puts intense pressure on business to claim reductions and exemptions quickly, because claims cannot be backdated. If a claim is not lodged with an energy supplier by 26 March, the claimant cannot expect it to be implemented from 1 April. The claimant will permanently lose the benefit of any reduction or exemption for the period until the claim is implemented. Claiming is not simply a matter of stating  that a reduction or exemption applies. Calculations are required, and the guidance on claiming runs to 12 pages. The guidance is available at www.hmce.gov.uk/bus/excise/ccl-pp12.htm.

The position contrasts starkly with the introduction of VAT 28 years ago. Everything was put in place in 1972, ready for an April 1973 start. There is also a conflict with the Small Business Service recommendations on new guidance. Guidance on Implementation Periods states that guidance for businesses on new legislation should be issued at least 12 weeks before the start date, but in this case the guidance was still only in draft six weeks before the start date. The guidance applies only to legislation passed from January 2001 onwards, but it does apply to both primary and secondary legislation. The secondary legislation is being passed in 2001, so the 12-week rule should have been observed.
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Pensions

Money purchase schemes

The new contribution limits for stakeholder pensions allow contributions of the higher of £3,600 a year and an age-related percentage of pay. The limits ignore the sizes of resulting pensions. These rules are also available to money purchase occupational schemes should they decide to opt into the new rules. The alternative is for those schemes to stay under the current rules, which limit contributions on the basis of the pension that they are likely to produce.

The decision is not an easy one: sometimes the current rules would allow higher contributions. There is also a restriction. The Revenue are concerned that some schemes, knowing that they are currently funded at a level which would produce pensions deemed excessive under the current rules, would opt for the new rules simply to avoid future checks on the size of pensions. The Revenue can therefore check before allowing schemes to opt for the new rules.

On 24 January, the Government announced that the restriction on opting for the new rules will only apply to controlling directors and to people who are aged at least 45 and earning more than the earnings cap (currently £91,800 a year). The original plan had been to apply the restriction more widely. This is a very welcome example of the Government narrowing down the area of likely difficulty, rather than applying controls where they are not needed.

The pension credit
The Government has announced plans to introduce the pension credit from April 2003. There is a consultation paper at www.dss.gov.uk/consultations/consult/2000/pencred/index.htm.

The pension credit will have two elements:

· If a pensioner’s total income falls below the minimum income guarantee, then it will be topped up to the minimum. The guarantee is currently a separate item, and is set at £78.45 a week for a single pensioner. It will be incorporated into the pension credit system, and is expected to exceed £100 a week by 2003.

· If a pensioner has income from private sources (whether employment or saving) in excess of the basic state retirement pension, he or she will receive an additional payment from the state. At low income levels, the credit will be 60p for each pound of private income. As income rises, the credit accrued is clawed back. On the illustrative figures supplied by the Government, someone with state pension income of £77 and £23 of private income would receive £23 × 0.6 = £13.80 additional payment, but thereafter each pound of income would reduce the additional payment by 40p. Someone with £24 of private income would only get £13.40, and someone with £58 of private income would get nothing.
The additional payment is meant to encourage private saving by paying a bonus on top of modest income from savings. This is laudable. However, the minimum income guarantee will discourage saving, particularly since the plan is to increase the guarantee in line with earnings. People on modest incomes will reason that they will not be able to lift their income in retirement above the minimum income guarantee in any case, so they might as well rely on the state to pay them that much. The guarantee will also be an extremely expensive policy in the long term.

The additional payments will have to be more generous than would otherwise have been the case simply to counteract the anti-savings incentive of the minimum income guarantee. This will increase the cost of those payments. Thus the Government is introducing two expensive policies which pull in opposite directions. Making the minimum income guarantee cheaper, by increasing it in line with prices, would allow the additional payments to be made cheaper too.

The IoD is also concerned that the consultation paper does not include any cost estimates. It states that they will be published once responses to the consultation have been considered. Final cost estimates cannot be made while certain features of the pension credit remain undecided pending the results of the consultation. However, the Government must have done some costings based on possible features of the credit. These costings should have been published, so as to help respondents to decide which options to advocate.
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E-commerce

Taxes on profits

The OECD has recently published several papers on the taxation of profits from e-commerce. They are accessible via www.oecd.org/daf/fa/e_com/public_release.htm. They cover the following topics:

· Permanent establishment. The OECD clarifies the ways in which current rules determining when a business has a taxable presence in a country apply to e-commerce. Not all countries agree on the new guidance. For example, Spain and Portugal consider that a website might in itself give a business a taxable presence. There remains the question of whether the current rules should be changed.

· Income characterisation. The OECD explains which types of income count as business profits and which count as royalties. Royalties, unlike business profits, are often taxed in the country where they arise even when the recipient has no taxable presence there. The main outstanding question is whether the distinction should be retained at all, or whether all income should be treated as business profits.

· Attribution of profit. The OECD discusses the problem of attributing profits to branches of a business. E-commerce makes it very easy to break down a service into several components and deliver them from different branches. This makes it hard to work out the profit made by each branch.

· Place of effective management. The place of effective management of a company is sometimes used to determine where it is resident for tax purposes. The communications revolution has made it harder to decide where a company is managed from, and the OECD is exploring the issues.

VAT

As expected, the European Commission’s proposals to charge VAT on sales of digitised products (such as software delivered over the Internet) to European Union consumers have not been approved by member states. The Commission has been asked to prepare revised proposals. The task will not be easy. The simplest option would be to allow traders to account for VAT in only one member state and to let that state keep the money. On the other hand, fairness demands that the VAT be allocated to the consumers’ states. That would increase complexity.

One very welcome development has been the drafting of a European directive which would force member states to accept electronic invoices for VAT purposes and would also limit the required contents of invoices. The UK has accepted electronic invoices for years, and has a reasonably short list of required contents. But some other member states still require paper invoices, or have long lists of required contents. The draft directive is still not perfect: it allows required contents which would be difficult for companies to add to invoices. But even with these defects it should still facilitate trade between member states.

Richard Baron, Deputy Head of the Policy Unit
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