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Summﬂ

The relationship of savings to corporate taxation

One way or another most savings ultimately flow into companies which,
through the profits they earn, provide the return that the saver seeks. In our
previous report, Neutrality in the Taxation of Savings,' we looked at the ways
in which that return should be taxed. However, the relationship with the
corporation tax system ensures that no study of the taxation of capital would
be complete without some consideration of the taxation of companies. A brief
acquaintance with the present UK corporation tax system illustrates the
various deficiencies that may arise with such a tax:

- it favours certain forms of investment and activity over others;

- it drives a wedge between the pre-tax and the post-tax return on the
amount invested in the company and thus renders uneconomic those
projects that cannot fund the tax and provide the saver with the market
rate of return;

- it favours certain ways of financing the company over others;

- itincreases the overall complexity of the tax system, both in terms of the
computation and taxation of its profits and in its relationship with the
personal system;

- it is unindexed so that its burden is increased and its deficiencies are
rendered more severe in the presence of inflation.

The question we have accordingly addressed in this, our fourth, report is what
impact do such distortions have on the taxation of capital and are any of these
the unavoidable consequence of governments’ desire to tax companies?

The inevitability of taxing companies would appear to derive not least from
the fact that they are a useful (if not overwhelmingly large) source of money
for most governments. Nevertheless, we should recognise that, in the final
resort, any tax on a company is borne, not by the company, but by individuals
- its customers, employees or ultimate investors.

Notwithstanding that, we have concluded that it is appropriate to retain a
se}parate tax on corporate profits. Too often in the past, however, the structure
of such a tax has been dictated not by the requirements of raising money for

! Capital Taxes Group (1989).
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Eovemment from the corporate sector in as efficient a manner as possible, but
y the need to compensate for the deficiencies of the personal tax system, in
particular for the difficulties of taxing capital gains correctly.

We explicitly reject that approach. If we advocate taxing company profits it
is because we believe that we can do so with minimal loss of economic
efficiency and without altering the level of investment or the allocation of
funds between different types of investment. Any distortions that arise can
then be seen for what they are - deficiencies of the personal sector which can
be addressed in the proper manner, namely the reform of the taxation of

ersonal sector saving (as addressed in our previous reports), rather than by
distorting the company tax system.

An allowance for corporate equity

Our proposal for the reform of the existing corporation tax is, we believe, easy
to state and entirely comprehensible in the context of the current system: in
calculating its taxable profits a company would be entitled to deduct an
allowance calculated on its shareholders’ funds. This allowance for corporate
equity or, as wehave called it, the "ACE" systemisbased on the equity invested
in the company including the retained profit and past equity allowances, less
tax and dividends paid and less net investment in other companies. The
amount of the allowance in any period will be calculated by reference to a
normal commercial rate of interest, fixed by the government and based on
the current rate for medium-dated gilts.

The effect of such an allowance is to put equity finance in a company on a
similar basis to that of debt finance, but wi&xout the inevitable cash outflow
associated with the payment of interest. Indeed, to the extent that the compan
retains its profits rather than pays them out by way of dividends, it is as if
the debtor had rolled up or reinvested the interest in the company.

The obvious result of such a reform, so far as the company is concerned, is
that it is largely unconcerned as to whether it finances itself by raising debt
or equity or through retained profits. In any case, the normal rate of return
on such capital (as represented by the rate fixed by the government for equity
capital or retained profits and by the actual interest rate paid on its debt) is
efﬁectively exempt from corporate tax and is taxable only at the personal level.

The company accordingly remains liable to tax on the return that it earns over
and above the normal commercial rate. As such, a marginal investment will
always be worth undertaking as the system should ensure that it will bear no



Summary

tax. Not only, therefore, is the system neutral as to the sources of finance but
itis neutral as to whether an investment is made, and to the type of investment
made.

The advantages of the ACE system

Nevertheless, the ACE system may offer advantages beyond these two
neutralities. The essential element of the system is that only profits that have
borne tax can be added to shareholders’ funds. Thus, a company should be
far less concerned as to whether it minimises declared taxable profits now
and receives less by way of allowances in the future or realises profits and
pays tax now and receives more allowances in the future. In the first case it

ays less tax now but more in the future and in the second it pays more now

ut less in the future. But in present value terms the two are precisely the
same.

In principle, therefore, a company can be indifferent as to the way in which
its profits are calculated: whether, for example, it realises a capital gain
immediately or defers its realisation, or whether it receives depreciation at
ordinary commercial rates or obtains accelerated allowances. Given an equal
amount of profits earned over time from the company’s activities, the timin
of the cash flows from the company to the government may be different but
are nevertheless precisely the same in present value terms. Furthermore, the
fact that the allowance is framed in nominal terms means that the system
contains automatic indexation provisions, without the need for complex
calculation. Naturally, this means that the indexation allowances which
significantly complicate the capital gains tax regime can be abolished for
companies in respect of all assets. |

The relationship with the personal tax system

Exemption of the normal commercial return on equity capital through the
ACE systemremoves the need for imputation of corporation tax to the owners
of that capital. Alternatively, the existing imputation system can be modified
to limit the imputation to dividends paid up to the normal commercial return
and to reduce the ACE deduction pro tanto for the amount of tax so imputed
to the shareholders.
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In our proposal we have preferred to dispense with the imputation system.
Either way, however, the corporation tax that is borne by the company on
any profits it earns in excess of the normal commercial rate on its debt or
equity capital is not imputed to the shareholders. Dividends are then paid
under deduction of basic rate income tax which will be accounted for to the
Inland Revenue and which will be reclaimable by non-taxpayers and exempt
shareholders, as under a classical corporation tax system.

In our previous report we advocated the universal adoption over time of
extended personal equity plans or "EXPEPs" to deal with the taxation of
personal savings. The effect of the EXPEP system is to extend expenditure tax
treatment to savings by exempting the return from saving where the saving
is made out of taxed income. The ACE system is a natural complement on the
corporate side to the EXPEP. At the same time, the neutrality characteristics
of the ACE system ensure that it can work equally well with other forms of
personal tax system, as for example a comgrehensive income tax or a pure
expenditure tax, and that it works acceptably well with the current hybrid
system.

Further implications of the ACE system

The adoption of the ACE system offers the prospect of a number of further
reforms to the existing corporation tax system which should operate as a
substantial simplification of the system. First, companies will cease to be
chargeable in respect of capital gains arising on shares held in other
companies.

Secondly, as the importance of the tax base is considerably reduced, there is
the prospect of moving closer to the adoption of the ordinary accounts profits
as a measure of taxation. Thirdly, the neutrality of the corporate tax system
between different forms of finance should make possible a substantial
simplification of the taxation of corporate securities.

The prospects for European harmonisation

Finally, however, the ACE system should offer a real prospect for the
harmonisation of corporate taxation in Europe. As the system removes the
real significance of the tax base and can be implemented either as a classical
system or as a modified imputation system, it side-steps the two aspects that
have blocked efforts to harmonisation in Europe for many years.



Summary

At the same time, with the abolition of withholding tax on parent-subsidiary
dividends within the Community, there is the fprospect of establishing a
system in which there is a considerable degree of neutrality on cross-border
investment with the normal rate of return on both debt and equity capital
being taxed in the country of residence of the investor and the true economic

rofits earned by the company being taxed in the country in which it conducts
its activities.

The system works e?ually well whether an exemption or credit method
operates in relation to foreign-source income. In addition as the system works
on either a classical basis or with a modified imputation system, it should be
capable of introduction in each member state. Indeed, this flexibility is
unsurprising, given that all member states germit interest to be deducted
against business profits in calculating taxable income, and that the ACE
system treats ea?mty invested in the same way as corgorate debt. From a UK
perspective it also solves the problem of surplus ACT.

Conclusion

It is easy to suggest in any summary that the ACE system we propose solves
ev:i?r roblem and can be implemented without any significant complication
at all. Such claims would be manifestly misleading. Nevertheless, we believe
that the ACE system offers sufficient prospects of a more rational way for
taxin§ companies as to deserve the most serious attention, both in the United
Kingdom and more generally in Europe. On that basis we commend the
following chapters of this report to the attention of the reader.



1 Introduction

1.1 Savings and business taxation

1.1.1 Inourpreviousreport, Neutrality in the Taxation of Savinzgs,1 we explored
the possibility of practical reforms to the taxation of savings in the
United Kingdom that would significantly diminish the distortions of
the current tax system. We recommended in that report the
introduction of an extended scheme for personal equity plans -
EXPEPs. The essential idea behind the EXPEP is to exempt the return
on savings. In this respect the EXPEP achieves a similar result to an
expenditure tax (or E'I}; but by different means.

1.1.2 Under an expenditure tax, new savings are deductible from taxable
income, so that individuals are effectively able to save out of pre-tax
income. The cumulated savings are then taxed when the investment
isrealised, when they are withdrawn and spent. Under an EXPEP, new
savings are not tax-deductible: individuals save out of post-tax income,
but once the savings are placed in an EXPEP, no further tax is ever due.
The essential feature of an EXPEP is that only taxed funds are allowed
into it. The tax paid on the income or gains entering the plan is
effectively a toll charge discharging all future liability.

1.1.3 In advocating the EXPEP system, we recognised that it necessitated a
review of the way in which companies are taxed. There were two
principal reasons for doing so: |

(@) To the extent that a separate tax is imposed on companies, as
under the current corporation tax, that tax is in the end borne by
individuals. Thus savings behaviour is affected by the combined
effect of income tax, capital gains tax and corporation tax, none
of which can be considered in isolation. The story starts with
Eersonal savings, which flow into companies (usually via

inancial intermediaries such as pension funds, life assurance
companies, banks and building societies) in the form of new
equity and loans. The companies use those savings to undertake
economic activities which produce a profit, out of which they pay
a return to the providers of saving. How the individual is taxed
on the return to his savings - whether with the benefit of

! Capital Taxes Group (1989).
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1.14

1.1.5

exemption under an EXPEP or through income and capital gains
tax outside of an EXPEP - is only half of the story of the taxation
of savings.

(b) The EXPEP requires a clear distinction to be drawn between
"earned" and "unearned" income. Without such a distinction, it
would be difficult to extend the EXPEP scheme to proprietors of
unincorporated business and of close companies who effectively
have a choice as to whether they take the profits of the business
in earned (and taxable) form as salary or unearned (and exempt)
form as interest, dividends, capital gains and rents.

Accordingly we have approached our fourth report with a view to
solving these problems and integrating the taxation of business with
our preferred method of taxing savings. In doing so we have had to
haveregard to the fact that an EXPEP system would only be introduced
over time and accordinglﬁrrthat for a considerable transitional period
the return on savings through companies and in unincorporated
business may continue to be subject to both income tax and capital
gains tax.

The reader should note, however, that the adoption of the EXPEP is
not a necessary part of our proposals on company taxation. These
proposals, while complementary to the EXPEP, can be argued for quite
separately, and deserve attention on their own account. They are quite
consistent, with suitable adjustment, with other kinds of personal tax
system.



Introduction

1.2 Why do we tax companies?

1.2.1

1.2.2

1.2.3

1.24

The assumption thus far has been that we ought to have a tax on
business profits. But it is not immediately apparent why we would do
so. After all, personal taxes are due both from the providers of labour
to the company, who take money out in the form of their wages, and
from the providers of capital, who take money out in the form of
interest, dividends and capital gains.

Is any further taxation at the corporate level really necessary? Even if
corporate profits are an appropriate subject of taxation, the company
cannot itself bear the tax; taxes can only be borne by people. The true
incidence of the tax must therefore be on one or more of:

- the company’s customers, in the price the company charges for its
products or services;

- the company’s employees, through a reduction in their wages;
- the suppliers of capital to the business, in a reduction in the rate of
return on their investment.”

One option that would avoid any adverse effects of a corporate tax
would simply be to abolish it. A Variet%of reasons have been advanced
to justify levying tax on companies. We do not believe that the legal

~nicety that a company is a separate legal entity conferring limited

liability on it%%roiarietors represents a privilege that is a proper subject
for taxation. The fact that the existing corporation tax currently raises
a substantial amount of revenue may be a more pragmatic argument
for continuing to tax companies, especially if windfall gains would
arise from its abolition in cases where shares have previously changed
hands at prices which reflect the continued expectation of a corporation
tax on the company’s profits.

Nor is it necessarily the case that a tax on companies is required to
ensure the proper taxation of investment income. In principle, personal
taxes on income from capital could be designed to achieve any degree
of progressivity or horizontal equity.

>The "proprietor” of acompany, the owner-employee, is sometimes thought of as a separate
case. Strictly the "proprietor” is simply a combination of an employee and a supplier of
capital. However, the practical and conceptual confusion between these two roles often
means that the position of the owner-employee requires separate analysis.
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1.2.5

1.2.6

1.2.7

Of course, it may be convenient to use companies as a tax collector. In
reality most "personal” taxes are not paid directly by people but are
paid by companies on behalf of their employees orinvestors. Collecting
tax from a few companies rather than a multiplicity of shareholders
and other providers of capital to the company has the same logic as
collecting employees’ tax under PAYE from emploa;ers. We can think
of corporation tax as a way of deducting at source the personal tax on
the benefit of business profits. However, if that 1s all that the
corporation tax is designed to achieve it is in no real sense a separate
tax on companies.

Perhaps the most %ersuasive reason for retaining a separate tax on
profits, is not only that we do, but that we can. That is, if appropriately
designed, a corporation tax can raise revenue with minimal loss of
economic efficiency: without altering the level of investment or the
allocation of funds between different types of investment. It is widely
accepted that economic distortions are an unfortunate but inevitable
drawback to the levying of tax. If it is possible to raise revenue without
significantly changing investment decisions then thisis an opportunity
that should not be missed.

This report argues that there are good reasons for keeping some form
of tax on company profits, in particular if an EXPEP system is adopted
in the personal sector, but that there are ways of restructuring the tax
to reduce its impact on investment and its distortionary effect on
financing decisions.
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1.3 Criteria for shaping an alternative tax system

1.3.1 In our third report, we examined some of the fundamental issues in
designing the direct tax system.” Broadly there are three main issues:

- economic efficiency, as evidenced by neutrality in the allocation,
timing and amount of savings and investment;

- fairness, as evidenced by horizontal and vertical equity;
- administrative simplicity.

The assessment of a particular tax reform, as opposed to the system
ushered in by that reform, must include consideration of the costs of
transition, and the damage done if the tax system in general comes to
be seen as unstable and liable to sudden or arbitrary change.

Neutrality

1.3.2 In considering business taxation, we must take account of the effects
of the tax on three basic types of decision:

(@) Decisions on the level and timing of investment. A neutral tax
(siystem would not encourage any uneconomic investments nor
iscourage investments which are economically viable. In
practice this means that marginal investments - ones just worth
undertaking in the absence of tax - should remain just worth
doing in the presence of tax. This requires that all the costs
assoclated with the project, including opportunity costs, should

be tax-deductible.

(b) Decisions on the type of asset in which the company invests. A
neutral tax system would not encourage companies to invest in
one particular asset rather than another, nor would it
discriminate against companies which invest in a particular asset
by the nature of their business.

(c) Decisions on the source of finance through which the company
raises investment capital. A neutral tax system would not
encourage companies to finance investment through one means

®Capital Taxes Group (1989, Chapter 1) and Leape (1990).

10
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rather than another, nor would it discriminate against companies
which choose a particular method of finance for sound economic
reasons.

1.3.3 In addition we have to consider the effect of the tax system on
international investment. There are two important criteria in this
respect - capital export neutrality (the degree to which domestic and
foreign investments by a UK company are taxed at the same rate) and
ca;})ital import neutrality (the degree to which companies from
ditferent countries operating in the same market face the same taxrate).
Although these issues deserve consideration, it is far from clear that
either type of neutrality can be achieved by unilateral action, nor is it
clear whether either will necessarily be unilaterally desirable.

Equity

1.3.4 The relevance of equity considerations to corporate taxation is
somewhat unclear. Vertical equity - the principle that a greater share
of the tax burden should be borne}l,ay those with a greater ability to pay
-is largelﬁz the concern of the personal tax system. Although company
taxes will certainly affect the distribution of income, if they are levied
without reference to the income of the beneficiary of the company’s
profits, we cannot estimate a priori the effect on vertical equity.®

1.3.5 Thedegreeofhorizontal equity - the principle that people with an equal
ability to pay should pay an equal amount of tax - will also depend
heavily on the personal tax system. However, for any given personal

“See Devereux and Pearson (1990) for a discussion of corporate tax harmonisation.

That is, if tax is levied at a single rate, the '\'?rogressivity" of the system depends on the
level of income of the eventual beneficiaries. Vertical equity only becomes directly relevant
where the corporate tax rate is related to shareholders’ ability to pay. We should note that
the eventual beneficiary may well be the holder of a pension plan or a life assurance policy,
and is not necessarily a direct shareholder.

11
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1.3.6

1.3.7

1.3.8

tax system, the structure of the corporation tax may affect both the
relative tax treatment of people who invest in different assets,’ and the
relative treatment of labour and investment income.

Administrative simplicity

Few subjects arouse such heated debate among both businessmen and
their advisers as the complexity of taxing companies. The necessities of
administration impose a serious constraint on any reform, both in
terms of administrative and compliance costs and in terms of the ease
with which taxes may be avoided and revenues lost.

There are three principal characteristics of a complex tax:

- the taxable amount is determined by reference to net receipts or
valuation;

- the taxable amount has to be estimated by reference to a particular
state or period;

- the taxable amount has to be calculated by reference to particular
taxable units - in this case the corporate legal entity - which may
differ from the real economic unit, as in the case of a group of
companies.

- It can be seen immediately that all these features are likely to apply to

a tax based on corporate profits.

By way of contrast, the characteristics of a simple tax tend to be that

- the tax liability arises by reference to a transaction in which cash
passes;

- the taxi?lager is liable to tax on that cash at a single rate (or derives
the cash from a single source, such as an employer under PAYE,
enabling a multi-rate deduction system to be operated).

These features are associated with cash-flow taxes, such as an
eépenditure tax or a flow of funds corgoration tax. Accordinglly, if by
advocating the adoption of the EXPEP system in the personal sector

®in particular the relative treatment of profits from incorporated business and other
investment income.

12
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1.3.9

(as an easier and more practical solution to the taxation of savings), we
are led to the conclusion that a corporate profits tax is appropriate in
the corporate sector, a legitimate question which we must seek to
answer is whether, overall, that is the best solution as compared with
others, such as the adoption of a gure ET in the personal sector (the
Spent Income Tax or SIT discussed in our third report) together with
it)s corporate complement of an S-base flow of funds tax (see Chapter
4).

Transition and stability

All reforms create transitional problems. In considering a package of
reforms we must answer the question "Is it worth the upheaval?”, and
ensure that the transition is designed so as to minimise that upheaval.
The benefits inherent in having a stable tax system, no matter how
poorly designed, should not be ignored, but the key to long-term
stability lies in moving to a system which does not require change, and
therefore does not generate the expectation of change.

13
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1.4 The problems of the current system of corporation tax

141

1.4.2

1.4.3

144

1.4.5

The development of the taxation of companies in the UK and the
current shape of corporation tax are summarised in Appendix B to this
report. The principal problems of the current tax system are addressed
in more detail in Chapter 2 in which we examine our proposals to
modify the system.

The existing corporation tax, formally at least, is a tax on profits. The
tax base is company income and gains less the legitimate costs of doing
business. The odd feature of the tax is that although wages and raw
materials are fully deductible, the other major cost of doing business -
the cost of capital - is only partially allowable. If the capital is borrowed,
the interest payments are fully deductible. If it is raised on the equity
market or from earnings retained within the company, then dividend
payments attract some relief through the imputation system, while
earnings subsequently retained are taxed at the full rate.

This omission has two effects. First, it drives a "wedge" between the
pre-tax and post-tax returns on an equity investment. The effect is to
make uneconomic those investment projects that do not offer a
sufficient surplus to pay the corporate tax bill and still offer the saver
the market rate of return.” Most companies of course rely substantially
on equity finance, so the net effect of the current system is to reduce

- the incentive to invest.

Second, in general, the system has a substantial bias against the use of
ecLuiCtK finance rather than debt finance. Depending upon the way in
which the divide between the corporate tax system and the personal
tax system is bridged, the owners of the company may have incentives
to finance investment in a %articular way - for example through
borrowing rather than through equity or retained profits - rather than
choosing the finance method which delivers their preferred mixture
of control and risk.

Since the current system intends to tax "income", it naturally also has
the practical problems which beset the personal income tax: namely
that it is difficult to tax capital gains on accrual and to give appropriate

7since the saver always has the option of earning the market rate of return elsewhere,
perhaps by placing the money in government securities, or even outside the UK.

14
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1.4.6

1.4.7

1.4.8

allowances for the depreciation of capital, and that tiresome
adjustments are required to ensure that all and only real returns are
taxed in the presence of inflation.

In practice little effort has been made to address either of these
problems. The system as it has existed since 1984 has made little
allowance for the impact of inflation on the tax base. Profits are
determined largely by reference to conventional historic cost accounts.
The effect of inﬁation on such accounts is to boost reported profits out
of proportion to the rise in prices, largely because the full increase in
the nominal value of stocks held is included as a profit, even where
there has been no increase in their real value. The burden of taxation
is furtcliler increased by inflation as the real value of capital allowances
is eroded.

Finally, there are serious problems with the taxation of companies
earning profits in more than one country. In particular, the reliefs
available for equity-financed investment under the imputation system
are only available to com_H_lanies which have paid a sufficient level of
UK tax on their profits.® The effect of this is to raise substantially the
cost of investing abroad rather than in the UK, and penalise those
1c;ompanies which hold substantial overseas assets in the nature of their
usiness. .

In summary, the current system acts as a disincentive to invest, and a
disincentive that rises with the inflation rate. It is not neutral with
respect to the source of finance, and is unlikely to be neutral with
respect to the choice of asset. _

8 the "surplus ACT" problem.

15
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1.5 The interaction of personal and corporate taxes

1.5.1

1.5.2

1.5.3

1.54

1.5.5

The interaction between the personal and corporate tax systems
requires careful consideration, particularly if some effort is going to be
made to fully integrate the two systems. In general we argue that full
integration is neither easy nor necessary.

A company is no more than an intermediary through which several
different taxpayers may pool their savings. Under a fully integrated
system, severe complexities then arise from trying to tax profits at the
right rate and at the right time where they are ultimately attributable
to different investors liable to tax at different rates.

However, if we do intend to have a separate system, it may be difficult
to decide how best to tax company profits (if at all) until decisions have
been taken as to the shape and nature of tax in the personal sector. This
does not mean that nothing can be done about the corporate tax system
until the personal tax system has already been dealt with (or vice versa).
It simply means that the direction of reform to the corporate tax system
needs to be consistent with the direction of reform to the personal tax
system.

Neutrality in the personal tax system

The two bench-mark systems of direct taxation in the personal sector
are a comprehensive income tax (or CIT) and an expenditure tax (or
ET). As explained in our third report, both a CIT and an ET achieve
neutrality in the allocation of saving but the administrative problems
of a CIT in dealing with inflation and in taxing capital gains as they
accrue are considerable. Neither the CIT nor the ET distinguishes
between earned and unearned income (as does the EXPEP). However,
the CIT is generally regarded as conferring a greater degree of vertical
equity as compared with the ET.

The EXPEP achieves the same results with respect to the allocation of
savinl_%s as the expenditure tax by exempting the return onsavings from
tax. However, under the expenditure tax the government in effect
becomes a co-investor with the individual. If the individual gets a high
rate of return on its savings, the government shares in that good fortune
in the form of higher tax revenues (and if the saver does badly the
government equally so). This does not hold with the EXPEP where the

16
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1.5.6

government receives its tax up front. As the government has less
opportunity for investing its tax in projects that will realise a rate of
return over the normal rate of return, it loses its opportunity to share
inthesehighlevels of profits or windfall gains, but also avoids exposure
to losses.

Against such criteria, however, the practical constraints - political,
economic and international - that are imposed by the existing system
have to be taken into account in any tax reform. It was these constraints
that led us to prefer the EXPEP as providing the practical way forward
towards a more rational system of taxing savings.

17



Introduction

1.6 Summary

We consider the adoption of an allowance for corporate equity in the
next chapter, and assess the desirability of such a scheme in the light
of the criteria set up in this introduction. Our conclusion is that the
ACE system represents an attractive alternative, both to the current
system and to the suggestions of other commentators, and is a natural
complement to any rational reform of the personal tax system.

18



2 An allowance for

2.1 Introduction

211

2.1.2

2.1.3

214

A tax based on profits is a tax on all company income less the costs
of ﬁenerating that income. The current system, although it purports
to be a tax on profit, in fact ignores or undertaxes some sources of
business income, taxes some wholly illusory income, and ignores or
only approximates many of the costs of generating that income.

The conventional excuse for these shortcomings is that it is difficult
to measure the missing costs and revenues as they accrue,
particularly in the presence of inflation. In this chapter we show that
a tax system based on companies’ true economic profits can be set
up with minimal, but crucial, changes to the present system. The
system described has many of the desirable properties of the flow of
funds base, whilst retaining a more conventional conception of
taxable capacity.

The essence of the proposal is that the system should give an equity
allowance for the costs of equity finance in the same way that relief is
given for the costs of debt finance. This means that the system will
tax all Froﬁts in excess of a given "normal" rate of return, while the
costs of raising finance will not be taxed at the company level.

The first section of this chapter discusses measures of "true economic
profits", and discusses the possibility of using this as the basis of a
tax on companies. The second section outlines a system which is
equivalent to a "true economic profits" tax in its effect on incentives,
framed entirely in nominal terms and based on current conventions
of taxable profits. The practical application of this option, and its
relationship to the rest of the tax system, are then discussed. A more
detailed discussion of the practical issues is contained in Appendix
A.

"The theoretical justification behind this approach comes from Boadway and Bruce (1984)
on which we rely substantially.
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2.2 True economic profits

2.21

222

2.2.3

2.24

2.2.5

The two traditional ways to achieve a neutral business tax are the
flow of funds base, which taxes all inflows of funds and allows all
costs to be immediately expensed, and the true economic profits (or
"imputed income") base, which taxes changes in the value of the
company’s assets as they accrue, whether or not it corresponds to an
actual flow of money. The current system is a very rough
approximation of a true economic profits base; it has all the key
features, but is somewhat less than ideal in its construction.

If we were to tax the "true economic profits" of the firm, how would
these be measured? The guiding principleis that all real gains should
be taxed and all real costs shoul§ Ee deductible. In practice this means
that gains and losses must be assessed and taxed or relieved as they
accrue, and that real costs of finance must be deductible.

The details of measuring profits in real terms have been covered b
many commentators (for example Edwards, Kay and Mayer (1987)
and Whittington (1983)). The measure that is discussed in this section
is intended to be the EKM measure of profits in "real terms", with an
additional adjustment for financing costs.

A measure of true economic profits differs from conventional historic
cost measures of profits in three key ways. First, the true economic
profits includes capital gains on assets as they accrue. Second, it
includes a provision for the opportunity cost of equity capital.
Finally, all gains and costs are measured inreal terms, i.e. are adjusted
for changes in prices.

Measuring real capital gains

If profits are made in the form of capital gains then these should be
included in taxable profits. Under the present system, gains are taxed
on realisation rather than on accrual, so that the company can reduce
the effective tax rate on the gain by deferring the tax payable.? This

?This is seen most clearly when an asset is revalued and the tax payable entered in the
accounts as deferred tax; the company effectively gains the interest payable on the deferred
tax account. In practice the advantage is a long-term one as gains on most major business
assets, but not shares in subsidiaries, can be rolled over indefinitely.
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2.2.6

2.2.7

2.2.8

2.2.9

can bias companies towards projects which give returns in the form
of capital gains, and can create "lock-in" effects, where tax
considerations make it more worthwhile to keep an asset than to
realise it and pay tax, even where more profitable investments, tax
considerations aside, are available.

The scale of this problem often goes unrecognised; it applies not only
to unrealised tangible assets, but also to unrealised intangible assets.
For example if a company invests in a brand by advertising heavily,
it can immediately write off the cost of the campaign from tax, but
does not pay tax on the accrual of its intangible, but possibly very
valuable, asset.

Capital gains in the presence of inflation

In the presence of inflation, the difference between the realisation
value of any asset and its tax-written-down value will include both
a real dgain and a purely nominal gain. Nominal gains should not be
included, since they do not correspond to any increase in the
sl;:endin%gower of the cogfany or its owners. In practice this means
that the historic cost of all assets should be indexed in line with
general inflation, before considering any specific gains and losses.

Conventional FIFO accounting procedures for stocks and work in
pr%%'ress treat the rise in the nominal value of stocks held as a profit,
with no allowance given for the purely inflationary element of this
rise. Under present tax arrangements, companies are discouraged
from holding stocks at any positive rate of inflation, the disincentive
rising with the inflation rate, and companies which hold Iu}h stock
levels in the nature of their business are seriously penalised. Just as
with other assets, the true economic profits measure would include
only real rises in the value of stocks. '

Depreciation costs
Depreciation is essentially a capital loss made on an asset. If assets

are individually revalued every year then any losses will be reflected
in therevaluation. In practice losses can beapproximated by allowing
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for the capital loss as it accrues, by giving depreciation allowances.
However, it is difficult to assess the true costs of depreciation, and it
becomes more difficult in the presence of inflation.

2.2.10 Under the present system assets which depreciate less quickly than
the capital allowance that they attract will be subject to a balancing
charge, but this will only be payable on realisation.’ The real level of
ca:'illpital allowances will therefore affect the company’s decisions. An

owance which overestimates an asset’s rate of depreciation, lowers
the tax burden on companies which use that asset, and may bias them
towards its use. Similarly, an underestimate of an asset’s true rate of
depreciation will penalise companies which use that asset, thereby
discouraging its use.

Assessing depreciation in the presence of inflation

2.211 Aswithall capital gains and losses, the cost of depreciation of capital
assets should be assessed with reference to their current value, rather
than their historic value. If the value of an asset simply rises in line
with inflation, the relevant depreciation rate should be applied to the
depreciated book value of the asset, indexed for inflation. If the asset
is going up in value, more rapidly than general prices, the additional

ain should be taxed, and the depreciation rate applied to the new
igher value.’

Deductibility for the real costs of finance

2.2.12 Under current measures of taxable profit, net interest payments are
deductible as the costs of capital services. Part of this payment,
however, is a compensation to the lender for the fall in the real value
of the debt, i.e. it is effectively a prepayment of the principal. The
true economic profits measure treats as a cost only the real interest

*In the case of machinery and plant, the balancing charge may be written off immediately
against reinvestment in similar equipment.

“or the depreciation rate used reduced in that year to take account of the appreciation of
the asset over and above its expected depreciation rate.
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2.2.13

2.2.14

2.2.15

pmaXment, calculated as the full interest payment less the rate of
ation over the period of the debt. Alternatively, it includes the fall
in the real value of the company’s net financial liabilities as a profit.®

If a company raises finance by issuing equity or retaining some of its
rofits, rather than borrowing it, then the same logic should apply.
om%anies should be able to deduct the opportunity cost to the

shareholders of the capital invested in the company just as if the

money had been lent.

In practice this means that allowance should be given for "notional”
interest payments made at the real interest rate on the current
replacement value of shareholders’ funds in the company (i.e. the
current value of the equity that has been invested in the company).
It is important to distinguish here between the amount invested in
the company and its current market valuation. The equity invested
ina compahr;}r isthe current value of all past equity issues and retained
rofits, while the stock market value may well include capitalised
ture expected profits and losses, and will be subject to the
day-to-day vagaries of the market.

In terms of the tax base, giving an allowance for the opgortunity cost
of capital requires that some part of the equity return be considered
as a cost and an appropriate allowance given. The 1982 Green Paper
correctly describes the conditions for a true economic profits base (in
Section 5.15), but later suggests that this requires some part of the
dividend to be exempt from corporation tax (in Section 8.11), and
finally that the whole dividend should be exempt (in Section 8.14),
concluding unsurprisingly that this gives companies an opportunity
to avoid paying corporation tax altogether.

® Another way of looking at this is that the company has made a capital gain on the fall in
thereal value of its debt, on whichitshould be taxed. Therestriction of interest deductibility
to the real rate and the taxation of real gains made on the fall in the value of net debts are
identical. Note, however, that this also applies to net "debts" on which no interestis actually
paid, for example trade credit. In this case the company should either include the fall in
the real value of this debt as a profit and pay tax on it, or else include a real interest receipt
as a profit and pay tax on this.
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2.2.16

2.2.17

2.2.18

2.2.19

2.2.20

2.2.21

'As we have noted, the appropriate deduction depends on the funds

invested in the company; the level of dividends paid out isirrelevant.
Shareholders are paying exactly the same opportunity cost whether
the profits are all retained at the end of the year or whether they are
all paid out.

The company will pay no tax only if it is making insufficient equity
profits to cover the cost of capital. This is precisely what we would
expect from a neutral tax. The government will then raise revenue,
over and above any personal tax liability to the extent that profits
exceed all costs.

Could we use true economic profits as a tax base?

Although the "true economic profit" measure correctly reflects the
company’s position, it seems unlikely that it could ever be used as a
basis for taxation. The main difficulties involved in taxing true
economic profits are well known, as the problems associated with a
comprehensive income tax in the personal sector; namely the
difficulties of taxing capital gains on accrual, and the administrative
complexity of indexation.

As argued above, the correct measurement of capital gains requires
not just indexation, but also careful valuation of each asset every
year. This proeess will inevitably be highly "subjective” for man
assets, and for others there will be no clear market value at all.
Although revaluin%‘can give us a rough estimate of the company’s
financial position, the opportunities for manipulation are too great
for this to be used as atax base. Furthermore, if companies are making
large capital gains, requiring them to pay on accrual could create
serious liquidity problems.

Even if we could deal with the problems of taxation on accrual,
constant indexation imposes serious compliance costs, and would
certainly not be simple to administer. The importance of these costs
should not be underestimated.

One further problem that has been raised is that true economic
Eroﬁts, and therefore fovernment revenues, can be very volatile,

oth in aggregate and for particular companies. As a matter of
practical politics, there may be a case for a "smoothing" of tax
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payments over years where business conditions are changing
rapidly. However, this is a poor argument in principle; if it turns out
that companies are smdpgal not making any money when their profits
are correctly measured then why should they pay tax?

25



An allowance for corporate equity

2.3 A practical proposal: the ACE system

2.31

2.3.2

2.3.3

234

2.3.5

The problems associated with measuring true economic profits have
led most commentators to abandon all hope of using them as a
practical tax base. In this section we present a Fractical proposal for
a tax base which should be equivalent in its effects on incentives to
the true economic profits base but does not require constant
revaluation, nor impose the administrative costs of indexation.

The intuition behind the scheme is quite simple; the details are
discussed below and in Appendix A. Under the ACE system tax is
levied on all profits conventionally measured but an allowance is
given based on the equity invested in the company.

Capital gains are not directly taxed on accrual, nor do capital
allowances correspond perfectly to economic depreciation. Instead
the system has a series of built-in and simple offsetting reliefs, so that
if a company pays too much tax in any one year it is compensated in
the form of '%lher allowances in future years, and if it pays too little
taxits future allowances will be correspondingly reduced. The result,
in present value terms but not necessarily in terms of tax paid in each
year, should be the same as for a true economic profits base, but
without the informational problems and administrative costs.

Nor does the scheme require indexation. The equity allowance is
based on the accumulatec(l1 value of retained profits and equity issues,
all measured at their historic values, and a nominal rate of return.
Profits, including capital gains, changes in the value of stocks and
work in progress and interest payments, are also measured without
adjustment for inflation.

The system need not be indexed because the symmetry of the balance
sheet ensures that an entirely unindexed system is equivalent to an
entirely indexed system. If we allow the deduction of the full nominal
costs of finance then we are ignoring the capital gain made on the
fall in the real value of the company’s liability to its suppliers of
capital. On the other hand, if we include as a profit the full nominal
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value of capital gains made on all assets, including stocks, this will
?I?parently overestimate true profits. Since assets match liabilities,
ese two effects must exactly offset each other.®

* An allowance for coxF
* No change to most of the system. _
* Withholding income tax on dividends to be deducted at source.

The Proposal
orate equity to replace the imputation system.

2.3.6

2.3.7

2.3.8

The system in practice’

The new allowance would depend on the level of shareholders’ funds
for tax purposes, which reflects the accumulated equity put into the
firm by the shareholders at its historic value. Once the system was
up and running, shareholders’ funds for the end of the year would
be calculated by adding funds reinvested in the company to the
opening value. These reinvested funds consist of taxed profits, net
of tax paid, plus dividends from UK companies, plus new eé[uity
issues, less outflows of funds in the form of dividends and net
purchases of shares in other UK companies, at their money cost.

The equity allowance is then calculated by multiplying the opening
value of shareholders’ funds by an appropriate nominal interest rate.
We consider the most suitable rate to be a medium-term gilt,
reflecting the medium-term outlook of equity investment.

The new allowance would affect very little of the current tax
calculation and should impose minimal compliance costs once the
system is set up. This means that the practical aspects of accounting
for taxremain almost unchanged, animportant point in this scheme’s
favour. As with any tax rekfc;)rm there are many problems which
require further discussion, but we believe that solutions can be found.

¢although the offset may not be precise in any one year.

”The practical workings of the system, and administrative problems, are described in more
detail in Appendix A to this report.
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2.4 Properties of the ACE system

241

24.2

243

The criteria for judging a tax system as set up in the introduction
were economic efficiency, equity and administrative simplicity. In
the context of corporate taxation, economic efficiency requires that
the tax should not distort the level or timing of the company’s
investment, its choice of asset, or its method of financing.
Administrative simplicity requires that this should hold in the
presence of inflation without burdensome adjustments, and that the
system should not have high compliance costs or encourage complex
avoidance schemes. Equity, we shall argue, is largely the concern of
the personal tax system although there are some issues of horizontal
equity which require discussion.

Neutrality

Ignoring inflation for the moment, the system should be neutral with
respect to the level of investment because a full allowance is given
for the costs of finance, whether debt or equity is used to buy an asset.
This also means that the financial neutraligz of the corporate tax
system is ensured, i.e. both debt and equity finance get equal relief,
regardless of the level of dividends paid.

The neutrality of both the true economic profits base and the ACE
system is illustrated in Table 2.1. A tax system is neutral to the level
of investment if the pre-tax and post-tax rates of return on a marginal
project are the same. A company buys an asset for £1000 at the end
of year 0, using equity finance. The asset delivers a cash income of
20‘% during the year, true economic depreciation is 10%, and the cost
of capital is 10%. In the left-hand column there is no tax and the
project makes just enough to cover the cost of capital. In the middle
column the true economic profit base gives an allowance for true
economic depreciation, and there is no tax charge. On the right-hand
side, the ACE system gives a capital allowance of 25%, but the
additional allowance is recouped when the asset is sold, again
leaving the company with no tax bill.
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Table 2.1
The ACE system

_Marginal investment project

Notax True economic ACE system

profit

Year 0 Company invests 1000 1000 1000
Year1 Trading profit@20% 200 200 200
Caaflnital allowance 100 100 250
Balancing charge - 0 -150
Equity allowance - 100 100

Taxable profit - 0 0

Tax due @ 35% - 0 0
Netreturn 100 100 - 100
Rate of return  10% 10% 10%

Capital gains

244  Neutrality with respect to the choice of asset will only hold if the
accrualsrate on capital Fains isthesame as therate ontradingincome,
and if depreciation allowances reflect the true economic costs of
holding the asset.

2.4.5 As under the current system, capital gains will only be taxed on
realisation, so that one might expect a disincentive to realising the
asset and pgﬁing tax. However, the gain from deferring the tax and
failing to realise an asset is offset by the loss of future tax allowances,
and companies should be indifferent in the long term between
realising a capital gain and not realising it. ‘

2.4.6

In the simple examgle in Table 2.2, the company has a choice between
realising a gain of £1000 this year, or deferring the sale until the next
year. If the company chooses not to sell the asset, it gains from the
deferral of tax, but loses the benefit of a higher equity allowance the
next year. The equity allowance is calculated on the basis of a 10%
interest rate. We assume for simplicity that the asset makes a normal
rate of return (i.e. 10% in the second year), and that the realised cash
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is retained within the company and also earns a rate of return of 10%.

The effect of the allowance s to give a mark-up at the nominal interest
rate on tax paid and retained in year 1. This mark-up offsets the gain
from deferring realisation.

| Table 2.2
Current system ACE
realise don’t realise don’t
realise realise
Year 1 Gain accrued 1000 1000 1000 1000
Taxable profit 1000 0 1000 0
Tax payable @35% 350 0 350 0
- Shareholders’ funds - - +650 0
Year 2 Cash/asset value 650 1100 650 1100
Cash income 65 0 65 0
Taxable profit 65 1100 65 1100
Equity allowance - - 65 0
Tax payable @35%  22.75 385 0 385
Return 692.25 715 715 715
Depreciation allowances
2.4.7  Similar considerations apply to capital allowances, because they are

really only an allowance for capital losses. In Table 2.1, the ACE
system gives the correct capital allowance because we assume that
the asset is sold at the end of xear 1 and a balancing charge or credit
paid. If the asset is not sold then we are in the position of Table 2.2;
the company has an undeclared "capital gain" relative to the asset’s
tax-written-down value. The company gains by deferring the
balancing charge, but loses out on the extra allowances it WOU%d get
if it did sell the asset and pay the charge. :
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2.4.8 Under the ACE system, deireciation allowances can be given at a
fixed percentage of the book value of the asset. In practice there is
likely to be an administrative gain in setting the allowances to
relatively close to true economic depreciation. The present scale of
allowances seems perfectly acceptable.

Dealing with inflation

249  Asargued above there is no need for indexation allowances, because
the system has built in stabilisers. This is illustrated in Tables 2.3 and
2.4.In Table 2.3, a company buys an asset for £5000 at the end of year
0, using either new equity or retained earnings. The real interest rate
is 5%, so that the nominal interest rate at zero inflation is 5%, and at
10% inflation it is 15.5%.° By the end of ¥ear 1, the asset has
appreciated by 20% in real terms and is sold. The tax levied (at

constant Erices) is identical at zero inflation and at 10% inflation
without t

e need for cumbersome indexation allowances.

Table 2.3
_Automaticindexation
Zero inflation 10% inflation
Year 0 Asset value 5000 5000
Year 1 Asset value 6000 6600
Gain 1000 1600
Shareholders’ funds 5000 ' 5000
Equity allowance 250 775
ax due @ 35% 262.5 288.75
Tax due (year 0 prices) 262.5 262.5

2.4.10 This argument also applies to stocks. The system gives an automatic
indexation allowance, so that only real rises in the value of stocks

®We assume a constant real interest rate for simplicity. This assumption is certainly not
an integral part of the system.
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24.11

24.12

eenter into tax in any one year. In 1984, on the abolition of stock relief,

the Chancellor argued that "stocks financed by debt do not need
relief: the tax system already allows for deduction of nominal interest
and hence allows adequately for inflation". The ACE simply extends
this principle to stocks, and other assets, financed by equity.

Expected tax rates

If tax rates are expected to change over time this induces companies
to alter their investment plans so as to gain allowances uncﬁzr the
highest possible tax rate, and reap profits under the lowest. This is
the case under all tax systems other than a perfectly functioning true
economic profits base. Under the ACE base, an expected change in
the tax rate will alter the expected value of future allowances, and
the scheme will no longer necessarily be equivalent in present value
terms to a true economic profits base. However, in practice,
corporation tax rates have been remarkably stable. With the
exception of the changes in the 1991 Budget, the rate has usually only
altered when the structure of the system has been radically changed”’
It seems unlikely therefore that companies will generally expect
substantial changes in the tax rate; it should still be the case that future
allowances ill largely offset present overpayments or
underpayments of tax.

Interaction with the personal tax system

The taxation of savings at the personal level is mainly important in
assessing the neutrality of the system with respect to financing and
payout policy. In a closed economy, if the personal tax system is
non-neutral with respect to the savings decision, this may reduce the
flow of domestic savings to the corporate sector and thereby reduce
investment." In this case we can assess the neutrality of the corporate
tax system in terms of whether it adds to the reduction in investment
already caused by the personal tax system. In an open economy, the

?in 1973 with the introduction of the imputation system, and in the 1984 corporation tax

reforms.

1 A tax on capital will not necessarily reduce the supply of savings. The theoretical and
empirical evidence on this matter is ambiguous.
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2.4.13

24.14

2.4.15

2.4.16

personal tax system should matter less; shortfalls in the sugply of
domestic savings do not necessarily raise the interest rate and choke
off investment demand, but may be met by funds from abroad.

The ACE system is designed to have a classical relationship with the
personal tax system; that is, it is neutral in the absence of personal
taxes, and raises revenue as a separate matter. However, corporation
tax is essentially a tax on savings invested in companies. Investors
also pay personal tax on the return to their savings and it is arguable
that 1we should consider both personal and corporate systems a
whole.

Clearly, if the personal tax system is non-neutral and the corporate
tax ?Ystem is neutral then the system as a whole will be non-neutral.
It follows that a corporate tax system which has deliberate distortions
designed to offset any distortions at the personal level may in
principle perform better than an internally neutral system.

The personal tax system faced by some investors is indeed highly

distorted. In particular, the effective personal tax rate on capital gains

is often much lower than the tax rate on dividends due to the high

CGT exemption and because of the benefits of deferral of CéT

liability. If this is the case then shareholders will be taxed more lightly

if the companK retains profits than if it distributes profits. Should the
overnment therefore charge an additional tax on retained profits in
leu of personal tax?

There are several good reasons why we reject this course of action.
First, an additional tax on all retained profits will not tax the true
benefit to the shareholder because profits are incorrectly measured
in the first place. The only way to tax the increase in the shareholder’s
wealth properly is to tax the capital gain properly by moving towards
an effective capital gains tax system.
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2.4.17 Second, the current treatment of savings is a hybrid system, not an
income tax system. The "typical" shareholder is a pension fund,
subject to no tax on its income. Unless the co;forate tax system is
neutral the system as a whole cannot be neutral."

2.4.18 Third, a retained profit will not generally escape personal tax
altogether. Profits are basically only of value when they are paid out
as dividends, at which point they will attract income tax.”

2.4.19 Finally, and perhaps most importantly, a distorted corporate tax
system blocks effective reform to the Eersonal tax system, whether
thisinvolves moving towards an EXPEP or expenditure tax treatment
of savings, or moving in the opposite direction and tightening up the
caﬁlital gains regime. The only really acceptable outcome, and one
which we support strongly, is to have a system which is neutral to

different sources of finance at both corporate and personal levels.

"' Under the current system, for example, pension funds have a strong tax incentive to
receive dividends rather than allow companies to retain and reinvest their profits.

?See Auerbach (1979) among others for this type of "trapped equity" argument.
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2.5 The ACE in the international context

2.5.1

2.5.2

2.5.3

2.54

There are two criteria by which we can judge a system’s performance
in the international context: efficiency - the degree of discrimination
between domestic and foreign investment and investors - and
administrative simplicity. The two are obviously closely linked. As
with so many aspects of the ACE system, the various options and
the problems associated with each are very similar to those in the
current system. The various issues are described in more detail in
Appendix A, but are reported briefly here.

Outward investment: credit and exemption systems

Investment overseas by UK companies can be treated under either
an exemption or a credit system. Under an exen&ption system,
purchases of shares in an overseas company or subsidiary would be
deducted from shareholders’ funds. Dividends received would then
be free of UK corporation tax. This is an identical treatment as for
investment in other companies operating in the UK.

Under a credit system, purchases of shares in overseas companies
would not reduce shareholders’ funds. Taxable profits would be
assessed on the same basis as at present, with an additional charge
paiyafble where the UK tax liability exceeds the level of double tax
relief.

The degree of neutrality between foreign and domestic investment
that this would bring depends on whether credit or exemption
method is chosen.” Tl%e credit method is more likely to give capital
export neutrality (CEN), while the exemption method should deliver
capital import neutrality. In general we would expect the ACE to act
as a bias towards domestic investment because the UK system will
be neutral and the system of other countries non-neutral.”

Band indeed on exactly how the credit method is set up. See Appendix A, Section A.

“However, the degree of CEN depends as much on the average tax rate as on the minimum
required rate of return (see Devereux and Pearson (1989, pp. 51-55)).
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2.5.5

2.5.6

‘The biglgest change from the present system is that there can

obviously no longer be a surplus ACT problem, because there is no
ACT andy no imputation system. Under the current rules, the foreign
tax credit on overseas income limits the amount of mainstream
corporation tax against which companies can offset ACT. Companies
which earn a large proportion of their profits abroad, but pay
dividends in the , therefore fmg) themselves severel

disadvantaged compared with companies operating only in the UK.

Inward investment

The UK subsidiaries of foreign companies would be treated, as at
present, justas any other UK compe;nny. A withholding tax at the basic
rate of income tax will be levied on all dividends, subject to reduction
in accordance with the terms of double tax treaties. In general we
would expect the ACE system to bias foreign companies towards
investment in the UK because we have a neutral system, but this will
obviously depend on the tax treatment of profits arising in the UK
in theinvestor’'shome country. Since the profits on which corporation
tax is paid continue to be calculated in the same way subject only to
the additional deduction of the equity allowance, we do not
anticipate any difficulties for overseas companies obtaining credit
for UK corporation tax borne.
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2.6 Empirical issues

2.6.1

2.6.2

2.6.3

264

What is the revenue-neutral tax rate?

Although the proposal narrows the tax base in the sense of
introducing an additional relief, the abolition of the imputation
system also widens the tax base.” In principle the revenue-neutral
tax rate might be either higher or lower than the current headline
35% rate, depending on both the rate of return over the period
considered and the dividend payout ratio.

Devereux and Freeman (1991) use the IFS corporation tax model to
simulate the effects of the proposed system. The model uses the actual
company accounts of around 700 industrial and commercial
companies for the 20-year period 1971-90 to derive estimates of tax
liabilities under alternative systems.'

The model was used to compare tax revenues, on the assumption of
no behavioural change, under the ACE system with those under the
current system, each on the basis of introduction in 1971. Revenues
under the ACE did not fall far below those of the post-1986 system.
Taking an average of real revenues over the 20-year period, the
revenue-neutral rate was calculated at around 45%.

Is this too high? There are several reasons why it is not. First, the
average tax rate - the total burden of corporation tax on business - is
the same as at present; this is precisely what "revenue-neutral”
means. Second, the reason that we normally try to avoid high tax
rates on business is that we are worried about discouraging
investment. This base is explicitly designed not to reduce investment
because the costs of investment are all deductible. Finally, there are
good practical reasons for employing a rate close to the top rate of
personal tax. ,

®The current imputation system allows the corporation tax on all profits to be imputed
to shareholders, subject to the present overall limitations. The effect of the ACE system is
to limit imputation to the tax paid on the normal rate of return on shareholders’ funds.

1¢See Devereux (1986) for a description of the IFS corporation tax model.
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Figure 2.1 Corporation tax liabilities

1971-90, real terms

Real liabilities {€bn, 1989 prices)

1971 1976 1981 1986 1990

Short-term revenue costs

2.6.5  Furthermore, the past few years of very high dividend payouts mean
that the imputation system is very costly. The government could, if
it so desired, keep the headline rate fixed at 35%" with minimal or
zero short-term revenue loss. The precise short-term cost depends
on exactly which assets are included in the initial value of
shareholders’ funds. On the basis of available data, two figures were
calculated, an upper figure which involves a moderate revenue loss

In the 1991 Budget, the statutory rate of corporation tax was reduced to 34% and 33%
for fiscal years 1990/91 and 1991/92 respectively. Estimates were based on the pre-Budget
system.
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and a lower figure which could even provide a revenue gain.

Estimates of the revenue cost of introduction in fiscal year 1991/92

are shown in Table 2.4. The precise cost depends heavily on forecasts

of future profitability and dividend payouts.”® Most commentators

g)lcpect the dividend payout ratio to remain relatively high in the near
ture.

Table 2.4

Revenue Eains and losses (£bn)

Scheme 1 Scheme 2

1991/92 - -

1992/93 1.0 -1.9
1993/94 1.6 -14
1994/95 1.9 -1.3
1995/96 2.0 -1.2

2.6.6

Losses and the variance of tax revenues

True company profits are in general far more volatile than current
historic cost measures suggest. However, the treatment of losses
under both the current an grc;gosed system means that cyclical
movements in profits will not be fully reflected in tax revenues.” The
additional relief given under the ACE means that companies are
more likely to be carrying forward losses at any one moment.
Simulations suggest that the increase in the number of companies
which are "tax-exhausted” may be substantially higher than under
the 1986 system, but not as high as those actually seen in the late
1970s. Figure 2.2 shows the percentage of the sample carryi
forward losses against mainstream liability, under simulations of the
ACE, the 1986 system and the actual tax system.

®The corporation tax model uses aggregate forecasts from the January 1991 LBS forecast
as the basis for future company behaviour.

®In periods of low profits, the revenue from each company cannot fall substantially below
zero. If the company survives, losses carried forward from slumps then reduce tax
payments during more prosperous years. The effect is a smoothing of the cycle.
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% of sample carrying forward losses

2.6.7

40 7

Figure 2.2 Tax exhaustion

% of sample carrying forward losses

o4 \
1971 1976 1981 1086 1990

-------- Actual | —— Post-1986 —— ACE

"Winners and losers”

At a revenue-neutral tax rate, companies which make relatively high
rates of return may pay more tax than at present. However, this does
not seem unreasonable. Shareholders in these companies will lose
out to the extent that the high rates of return have been capitalised
into the share price. If the rate is set to be revenue-neutral, the overall
effect on the stock market should not be si§niﬁcant, with any gainers
balanced by other losers. More importantly, any changes s{’\ould be
"one-off"; once the new system has been announced there may be
changes in share prices, but the instability obviously cannot persist.
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2.7 Future developments
Using accounting profits as a tax base

2.71  The definition of taxable profits in the UK differs from accounting
conventions, particularly in those areas where more subjective
assessments are required, for example the appropriate level of
depreciation and the value of appreciating assets. In the interests of
conservatism, our proposal has been framed entirely in terms of the
current basis of computation for tax purposes. However, the
flexibility of the ACE base, particularly with regard to depreciation
allowances, would allow a move towards the use of conventional
accounting definitions of profit without loss of long-term revenue.
This requires further thought, rather than being an integral part of
our proposal.

2.72  Theoretically, the company could be given the option to include real
risesin the value of the company’s assets, but only if they are revalued
and thivcﬁ‘f)ital ains tax paid on the real gain. In this case the tax
charge will be offset by‘l;i]ﬁher future allowances.” It seems unlikely

- that many companies will actually wish to take advantage of the
option, for liquidity reasons, but if it suits their cash-flow profile to
"ﬁvest" in future tax allowances, there seems no reason to prevent
this.

Close companies

2.73  Owner-employees are able to pay themselves in the form of income
which pays the lowest tax rate. At present, there is a bias towards
receiving dividends, which benefit from imputation and avoid
National Insurance, rather than salary. In general if the tax rate on
dividends or salary is high, there will be an incentive to retain profits

¥ Revaluing downwards would be more problematic. In principle we can allow the
company to choose its own pattern of tax payments within the constraints of the system.
In practice there are good reasons to limit the amount of Fossible tax deferral. In the case
of gownward revaluation, although the present value of future tax allowances to the firm
would be reduced to a level equivalent to the tax credit given, it seems unlikely that the
government would see it that way, and with some justification. This process is essentiall
an equal exchange of present tax payments or credits for future ones. The government will
exist in the future to give credits against tax paid now, but companies may not be there in
the future to pay taxes against the credits they receive now.
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274

‘within the company rather than pay them out in the way of salary.

Under the ACE system this will simply be recorded as an extra profit
and taxed at the full corporation tax rate.

Extending the ACE to unincorporated business

The artificial division between profits arising in the incorporated and
unincorporated sectors is somewhat unsatisfactory, both for
practical reasons and in terms of economic efficiency. Appendix A
outlines ways in which the ACE system could be extended to
unincorporated business to avoid any heightening of these barriers.
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2.8 Summary

This chapter described how to set up aneutral corporation tax system
based on true economic profits. It then assessed the practical
problems involved and suggested that a simpler version, the ACE,
would give the advantages of a neutral base, with the additional
attraction of being relatively simple, close to the present system and
involvingasmooth pattern of taaﬁ)ayments and credits. Thisinvolves
simply removing the (rather half-hearted) indexation provisions of
the present system, and replacing the imputation system with
another kind of relief for equity investments.
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3.1 Introduction

3.1.1

3.1.2

3.1.3

Many commentators, notably the Meade Committee (1978) and
Edwards (1982a), have advocated the adoption of a flow of funds base,
sometimes called a cash-flow base. This type of system can provide a
tax at the corporate level that is largely neutral to domestic
investment decisions, and that is based onidentifiable flows of funds,
rather than giving arbitrary or notional allowances.

It can be seen either as a way to increase the tax revenues raised from
company profits over and above personal tax liabilities without
creating further economic distortions, or as a flat rate expenditure
tax on investment income, in the absence of personal taxation.

The first part of this chapter describes the general structure of the
flow of funds base, and distinguishes its various formats. The second

art evaluates the base in the light of the criteria set up in the
introduction, and discusses its relationship to taxes on profits. The
final part discusses administrative issues, and the operation of the
flow of funds base in the international context.



The flow of funds base

3.2 The structure of the flow of funds base

3.21

3.2.2

3.2.3

In general the flow of funds base taxes all inflows of funds to the
company and gives relief for all outflows, whether these correspond
to current or capital expenditure. Within this general framework
there are two basic formats, the "Real" or R-base and the "Real and
Financial" or R+F-base.

The R-base

Under an R-base, companies are taxed on all inflows of cash from
their real activities, i.e. their trading profits including the proceeds
of any asset sales. Investment attracts a 100% initial allowance, so
that profits retained and reinvested are not taxed at all. Capital
expenditure has effectively been written off immediately for tax
purposes and therefore there are no further capital allowances, nor
are there any allowances for financial costs.

Although the R-base works well for straightforward tradin
companies, it is less satisfactory for financial companies of any kind.
The problem is that payments for "real" services may be expressed
as financial costs; banks for example charge for their services in the
form of reduced or zero interest rates paid on accounts held with
them. In principle we can distinguish between the "real" and
"financial" elements of the charges, but in Ipractice this is clearly
impossible and separate arrangements would have to be made for
companies dealing in these areas.
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3.24

3.25

The R+F-base

Under an R+F-base, firms are taxed on the difference between all
cash inflows and all cash outflows, including financial transactions,
except dealings in shares and issues of new equity and dividends. In
practice this means that 100% initial allowances would be given, with
no further capital allowances, just as under the R-base, but this would
apply to financial as well as real assets. Relief would be given for net
nominal interest payments as at present, but net receipts of loan
capital would also be taxable as a cash inflow.!

The S-base .

The S-base is reall simgly another way of looking at the R+F-base.
The symmetry of the balance sheet means that changes in net
outflows on the real and financial accounts must be matched by
changes in the share account. That is, any excess of inflows over
outflows must be used to pay a dividend or to buy shares in another
company. The S-base taxes dividends and net purchases of shares in
other companies, and gives relief for new equity issued. Although
the flow of funds taxeglunder the S-base is the same as under the
R+F-base, the S-base is simpler to administer because so few
transactions need to be monitored.

! Receipts of interest would attract a tax charge, and repayments of loans would attract

relief.
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3.3 Properties of the flow of funds base

3.3.1

3.3.2

3.3.3

3.34

The flow of funds base should be neutral with respect to all
investment and financing decisions. The reasoning behind this
argument can be illustrated with a few simple numerical examples.
For simplicity the examples are framed in terms of the R+F-base, but
the general results are applicable to all the formats.

Turning first to the investment decision, a tax system is neutral if
marginal projects - investments which are just worthwhile
undertaking in the absence of tax - attract no tax charge. Under the
flow of funds base, all investments attract an immediate tax relief,
but are taxed as they bear fruit. The granting of the tax relief means
that the government has effectively taken a share, as a "sleeping
partner”, in the project. Although the eventual return is taxed, the
rate of return which the company gets is exactly the same as in the
absence of tax. If the company acl%ieves a high rate of return, the
government will share in this good fortune in the form of higher tax
revenues.

" This effect is shown in Table 3.1. We assume that the tax rate is 35%,

that the inflation rate is zero and that the interest rate is 10%. A
company wishes to invest £1000, using new equity or taxableretained
earnings. On the left-hand side of the table, we consider a "marginal
project”, which makes a return just high enough, in the absence of
tax, to cover both depreciation costs and the opportunity cost of
capital. The company can pay out a net dividend of £1100, a 10% rate
of return on its investment.

In the middle column we introduce an R+F-base tax system. An asset
is bought for £1538, the company contributing £1000 and the
government adding a tax credit of £538. The next year, the company
receives its return, and sells the asset. It is taxed on both its trading
profits before depreciation and the total sale proceeds. It can then
pay out a net dividend of £1100, representing a 10% return on the
original contribution, the same rate of return as in the absence of tax.
The government gets tax revenue of £592, representing a 10% "return”
on the initial tax credit of £538.
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3.3.5 In the right-hand column, the assets would deliver a 20% return in
the absence of tax. When we add the tax system the company still
makes a 20% return on its investment. The government now gets tax
revenue of £646, representing a 20% "return” on the initial tax credit.

Table 3.1
T No Maral High return
10% return roject roject
: 10% return  20% return
Year 0 Company invests 1000 - 1000 1000
Year 1 Tax credit - 538 538
Asset bought for 1000 1538 1538
Trading profit 200 308 462
Depreciation 100 154 154
Asset sold for 900 1384 1384
Taxable profit - 1692 1846
Tax due - 592 646
Net dividend 1100 1100 1200

Interest rate=10%. Depreciation rate=10%. :
Inflation rate=0%. We assume that the rate of return does not alter with the project size.

3.3.6  The system is neutral with respect to investment decisions because
the rate of return on marginal projects is unchanged by the
introduction of the tax; in the example the company gets a 10% return,
whether or not there is a tax system. It is neutral to the type of
investment because all assets are treated identically for tax purposes;
there are no separate depreciation allowances.

Debt-financed investment

3.3.7  Under an R+F-base, inflows of debt finance are taxed, but this charge
is immediately returned as long as the money is invested. Looking
at a marginal project, which gives a return equal to the interest rate
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in the absence of tax, we see that the imposition of a tax leads to no
net tax charge or credit. Again the system is neutral to investment

decisions.
Table 3.2
Debt-financed investment
Marginal
roject
10% return

Year 0 Company borrows 1000
Year 1 Tax charge 350
Company contributes 650
Tax credit 350
Asset bought for 1000
Trading profit 200
Depreciation 100
Asset sold for 900
Principal+interest 1100

Taxable profit 0

3.3.8 If the rate of return is the same before and after tax, then how does
the government raise any revenue? Clearly, the government makes
the same "rate of return” on its tax credits as the company makes on
its investments. If the company makes a high rate of return, the
government also does well, and if the company performs poorly, the
government also loses out. |

Dealing with inflation

3.3.9  The flow of funds base requires no indexation for inflation; after all
there are no allowances to index. Table 3.3 repeats one of the
examples in Table 3.1, for a project with a 20% return, but adds
inflation at 10%. In the left-hand column all values are entered at
current prices. The effect is to raise the money value of tax payments,
but the real level remains constant.
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Table 3.3
Dealing with inflation
High return project
7 20% return - -
Zero inflation 10% inflation

Year 0 Company invests 1000 1000
Year 1 Tax credit 538 538
Asset bought for 1538 1538

Trading profit 462 508

Depreciation 154 169

Asset sold for 1384 1522

Taxable profit 1846 2031

Tax due @ 35% 646 711
Net profit 1200 1320
In year 0 prices 1200 1200

Real rate of return 20% 20%

3.3.10

3.3.11

Financial neutrality

The flow of funds base is neutral with respect to the source of finance,

because the post-tax rate of return gained by the company is not

altered by the financing method chosen, as Tables 3.1 and 3.2 show.

The only difference between debt and equity finance is that the tax

system gives a positive credit for equity-financed investment,
owing the company to invest in a more expensive asset.?

Even though the system appears to discriminate against
distributions, it is still neutral between finance through new equity
issues and retained earnings. There is no tax charge due if profits are
retained, but there is also no net tax charge due if profits are
distributed and then reinvested in the same or another company,

2This may make a difference if investment opportunities are limited, or if the company
faces borrowing constraints based on the pre-tax value of its assets. See Boadway, Bruce
and Mintz (1983) for a discussion of some of these effects.
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3.3.12

3.3.13

3.3.14

because a tax credit is given for new equity issues. That is, the
apparent bias against dividends is in fact a bias against dividends
being extracted and spent rather than being reinvested.

Relationship to a profits base

In the long term a flow of funds base should tax exactly the same
flows as a tax on true economic profits or an ACE system. The
difference is that under a flow of funds base the government gives a
tax credit for the whole of any investment the company makes,
effectively taking a share in the asset, whereas under a profits base
the government pays a credit for funds invested each year at the level
of the interest rate.

One apparent problem is that by giving a tax credit for the equity
put in, it appears that the shareholders are getting an asset for
nothing. However, although the tax credit increases the value of the
assets held within the company, the shareholders cannot actually get
at the extra assets without paying tax.> The situation is identical to
an expenditure tax (or a pension fund): the government gives a tax
credit initially, but recovers it as soon as the saver tries to spend any
of the money. That is, this problem only exists if we make the
conceptual error of treating the company as if it were a person itself.

One counter-argument is that this destroys the grinciple that the -
assets shown in the company balance sheet should reflect the value
of the company to its owners. However, historic cost accounts do not
attempt to reflect the current value of the assets to the company’s
owners in the presence of inflation, and adjusting them to do so is
difficult if not impossible. In addition such accounts often exclude
assets such as brands, market position and staff skills, which may be
much more valuable than the company’s fixed assets, i.e. the stock
market valuation represents the value of the company’s assets, and
this is rarely the same as the balance sheet value. Finally, the accounts
only ever show the pre-tax position, and this is as much the case
under a flow of funds base as under a profits base.

*i.e. the additional asset is balanced by an additional future tax liability, and the value to
the shareholder remains the same.
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3.4 Interaction with the personal tax system

34.1

34.2

It has been argued* that a flow of funds tax at the corI[)'c});ate level is
inconsistent with an income tax at the personal level. This is strictly
untrue, although there are some problems in the personal tax system
which are made more severe than under the present system. The flow
of funds base is internally neutral and is therefore designed to work
in a classical relationship with a personal tax system which is also
internally neutral. This is shown in Table 3.4 illustrating the
interaction between the flow of funds base and a comprehensive
income tax or an expenditure tax.

The rate of return that the company is able to pay is the same as in
the absence of tax, in this example 10%. In the case of an expenditure
tax, or an EXPEP, the saver also enjoys this rate of return. In the case
of the income tax, the saver gets a lower rate of return, but this is a
feature of the personal tax system, not of the flow of funds
corporation tax.

- Table 3.4
Interaction with the personal tax system
Flow of funds plus: CIT Expenditure tax

Saver puts in 65 48.75
Personal tax credit - 16.25

Equity issued 65 65

Tax credit @ 35% 35 35
Asset bought for 100 100

Project return 10% 10 10
Company pays out 6.50 6.50

Share value® 65 65
less Income tax @ 25% 4.87 4.87
Rate of return 7.5% 10%

*The share is now worth £65, and can be sold with no capital gains tax payable.

“for example in the 1982 Green Paper, Sections 7.38 to 7.42.
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343

344

3.4.5

3.4.6

One possible argument is that the corporation tax system could be
used to offset some of the ill effects of a non-neutral personal tax
system. The current corporate tax system attempts to deal with two
problems of the present personal tax system.

First, the deferral of tax on capital gains until realisation and the high
personal allowances mean that the effective accruals rate is close to
zero. Profits retained within the company are therefore not taxed at
all at the personal level. The imputation system apparently redresses
some of thisimbalance by reducing the tax rate on distributed profits.

However, this offset is somewhat imperfect. Many shareholders, in
Barticular pension funds, do face a neutral personal tax system.

urthermore, the effective tax rate on retained profits depends not
only on the capital gains tax rate, but also on any future tax or benefit
which may be claimed.” Under these circumstances the preferable
course of action is clearly to have a neutral corporation tax, and move
the personal tax system towards neutrality.

- Secondly, if the personal tax system taxes the purely nominal element

of interestincome, then this may be partly balanced by making purely
nominal payments deductible at the company level. However, the
conditions under which the two exactly balance vary according to
the personal tax rate of the lender, who may not be subject to
personal tax at all.®

SIf the shareholder sells the share its value will depend on, among other things, whether
the profit will be paid out in a subsequent year, and the tax rate of possible buyers.

®and in any case this will not apply to lending to the non-corporate sector.
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3.5 Practical issues

3.5.1

3.5.2

3.5.3

3.54

3.5.5

The practical problems associated with the flow of funds base spring
from two sources: first the fact that the government gives an up-front
relief from tax on all investment, and the worry that this may be too
generous in either the long or the short term, and secondly the
unfamiliarity of the system.

There is always a danger that we might compare the current,
functioning system, with all its defects, to an idealised flow of funds
base. The current profits base, after all, functions not only on its basic
structure but also relies on a wealth of practice and experience built
up over many years, not just from the UK but also from other
countries. If we move to a very different kind of system this set of
conventions will no longer apply, and a new set will have to be
constructed.

A counter-ar ent, which has much in its favour, is that the
complexity of current practice reflects the weaknesses of the current
system. The flow of funds base, since it does not distinguish between
asset types and neither in general between different financing
instruments, simply does not require so many rules and conventions.

The incentive to retain earnings

Under a flow of funds, and most noticeably under an S-base, only
distributed earnings are taxed, and this appears to be an incentive to
retain all earnings, thereby paying no tax. As argued above, for a
taxpaying shareholder under an income tax, this incentive already
exists. However, a large proportion of shareholders are zero-rated
(i.e. pension funds). For these shareholders we might expect some
behavioural change in that the present system ﬁena ises investment
through retained earnings quite heavilg; owever, this is a
recognition of the neutrality of the ACE system and is not a
disadvantage.

In some situations it might be ar§ued that the managers, or more

seriously the owner-managers, of a company will have increased
possibilities to finance their own consumption with a government
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subsidy.” The use of acompany’s funds for the personal consumption
of its managers without them paying income tax on these benetfits is
an avoidance problem under any corporate tax system, but it is not
clear that it is worse under a flow of funds base than under a profits
base. In the case of current expenses, the two bases have identical
problems. In the case of capital assets, the S-base does not tax funds
reinvested, but the profits base gives depreciation allowances, and
interest relief for the cost of buying the asset; clearly, the two bases
face the same problem, but with a different pattern of credits.’

Tax rates

3.56  The overwhelming objection cited in the Green Paper against a
"company expenditure tax" was that it would involve ridiculously
high tax rates to raise the same amount of money as a profits tax.
Edwards (1982b) suggests that this result was produced by
misunderstanding the relationship between the corporate and
personal tax systems as discussed above.

3.5.7  The rate would almost certainly be higher than at present, but the
point is precisely that there are some elements of the current tax base
that should not be included. The present base is quite wide partly
because it raises money on purely nominal gains due to
non-indexation, and partly because it is a tax on capital as well as a
tax on economic rents; a neutral real profits tax would also have to
have a higher tax rate for a given yield. A neutral profits tax and an
R+F-base with the same tax rate should raise the same amount of
revenue in present value terms.

7If the company buys a house, the government effectively owns 35% of it. If the house is
used as personal consumption by the managers then the government has subsidised their
consumption.

®The problem of running off with the government’s money has also to be considered. In
the case of an expenditure tax, the argument was that the tax credit was held by a licensed
fund manager, making itimpossible for the saver to simply run off with the cash (although
possibly profitable for the fund manager). In this case the "saver" is the shareholder but
the set-up is similar; i.e. the managers may be able to steal the shareholders’ money and
the tax due to the government, but it is more difficult to see the shareholders being able
to do so (unless of course shareholders and managers are the same people).
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3.5.8

3.5.9

3.5.10

Inany event, having a neutral system defuses many of the arguments
against high tax rates. That is, high rates are no longer a disincentive
to invest; the tax is levied only on gains which will be made anyway.
Secondly, the total tax burden on business need not increase; it will
simply be redistributed from businesses earning low (but
economically viable) returns to those earning very high returns,
whose decisions will not be affected by the higher burden. The only
remaining argumentisthata veéy highrate on particular transactions
increases the incentive to avoid tax by not reporting the particular
transaction; this depends on the relative level of the tax rates.

Expected tax rates and the level of dividends

One problem might be that if the tax rate is expected to fall, it will
always be economically viable to retain cash within the company, by
reinvesting it, rather than pay it out. That is, if the real capital gain
in the value of the shares represents future post-tax dividends,
shareholders can effectively "choose" the lowest future tax rate.” This
problem also exists with an expenditure tax, where savers may be
tempted to alter their consumption decisions to get maximum
advantage from tax changes. One counter-argument is that it is also
possible to time profits (or income) so as to face lower tax rates,
although probably to a lesser degree. However, thiifroblem is more
serious than for an expenditure tax; the saver can only trade post-tax
returns against preferences to consume in different fiscal years. The
investor in this case may be able to "consume” at any time by selling
on his shares to people with other preferences, and effectively face
the low future expected tax rate.

Which flow of funds base?

The particular choice of flow of funds base is mainly a matter of
E;actical differences. The R-base cannot deal effectively with
inancial companies, and therefore seems the weakest of the

® Taking this argument to its extreme, if in the very long run, but in the lifetime of the
company, we exrected tax rates to fall to zero, the real capital gain would represent current

profits free of al

tax. This is the case as long as someone is willing to buy the shares, and

they can be passed on until the tax rate falls.
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3.5.11

3.5.12

3.5.13

formats.”” The R+F and S bases are really just different ways of
achieving an identical result, although the S-base reguires ewer
transactions to be monitored. The Meade Committee (1978),inamore
extensive discussion, suggests that the R+F-base, which is somewhat
closer in structure to a conventional profits base, could be used as a
convenient transitional scheme, moving the system eventually
towards an S-base.

Credits and government cash flow

No Sflstem of allowances can work effectively if companies are
unable to claim credits when they are due. The problems of the
current system in this respect are well known. In practice, however,
the government has proved reluctant to give either cash credit or
interest mark-ups for unclaimed tax losses. Flow of funds bases
appear more problematic in this respect in that allowances can be
very large, and will often precede revenues."

The government’s cash flow position is also a practical concern.
However, the unevenness of payments from each individual
company does not mean that revenues will be uneven in aggregate.

Transition

Moving to a flow of funds system will clearly have some transitional
problems. Under an S-base, companies are taxed on the total value
of sales of assets, if and when the proceeds are paid out. This is only
neutral if a tax credit was given on the initial equity investment, and
clearly this will not be the case for past investments. Furthermore,
under the present system, there is a bias against equity investment.
The Meade Report considers two companies, A with high gearing,
B with low gearing. After a switch to an S-base, A can issue new

although Boadway, Bruce and Mintz (1983) argued that an R-base with a separate tax
on financial transactions might be preferable to an S-base or R+F-base.

"This is most easily seen under the S-base formulation. Net repayments by the government
will only be required when equity issues exceed dividend payments, i.e. in practice when
a company is first quoted or when it issues substantial new share capital. In practice, equity
issues are often large due to the high fixed costs of issuing, and may take place precisely
at a time of high investment and low taxable profits.
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equity and pazlc\)ff its debts, with a corresponding tax credit, leaving
it in the same financing situation as B. That is, those companies most
penalised by the present system will gain least from the switch-over.

3.5.14 One answer would be that future investment is the key issue, and
taxing past investment more heavily than expected will not alter
future behaviour, however unfair it might seem. If companies choose
to bring the entire stock of investment onto the flow of funds basis
they can do this by liquidating and issuing new equity, but they will
obviously be liable to tax on the proceeds.

3.5.15 An alternative would be to divide assets into pre-reform and
post-reform assets, continue to give depreciation allowances on the
old assets, and tax only the difference between the sale price and the
tax-written-down value on disposal. However, this would drive a
wedgfubetween the "new" and "old" assets, which could persist
indefinitely.”

2 A compromise would be to allow the company to revalue its assets during a transition
period, be taxed on the proceeds on the conventional basis, and then receive a tax credit
on the "new" asset under the new system. At the end of this period, all tax would be levied
on a flow of funds basis, and any company which has not revalued its assets loses out.
However, this depends on reasonable agreements on valuation, and the implications for
the government’s cash flow could be rather severe.
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3.6 The international context

3.6.1

3.6.2

3.6.3

3.64

It has been argued that the adoption of a flow of funds base for
corporation tax in the UK would create serious problems in
considering international investment, because other countries would
still have profit taxes and because conventional double tax
agreements would not necessarily be appropriate for a flow of funds
base. Edwards (1982b) has argued that any problems are far less
serious than they initially seem, but some difficulties do arise.

Investment through subsidiaries

For outwards investment under a flow of funds base, investment in
overseas assets would not attract a tax credit, to prevent companies
from claiming an initial tax relief but never repatriating the eventual
profits. Double tax relief on repatriated profits could then be claimed
as at present.” This might well result in a bias towards domestic
investment, but this is only to be expected if the UK has a neutral tax
system and other countries employ non-neutral systems.

' For inward investment, the UK subsidiary of a foreign company

would be taxed on the same basis as any other comgany operating
in the UK. One standard objection to moving in the direction of any
of the flow of funds options is that foreign governments will consider
the credits (or allowances under an R-base or R+F-base) as an unfair
incentive for their own firms to invest in the UK rather than
domestically, and will therefore refuse to give credit for UK tax paid.
In this respect they are quite correct; if they continue to give credit,
there will be an added incentive to invest in the UK. However, if they
refuse to give credit there will be neither an incentive nor a
disincentive to invest in the UK via a subsidiary rather than abroad,
and we should be no worse off than under the present system.

Furthermore, the S-base requires the imposition of a withholding tax
to restore the basis of negotlation on the return of imputation credits
to UK companies investing, and being taxed, abroad.

B An alternative would be to allow the initial relief, but to deny double tax relief; see Meade
Committee (1978, Appendices 21.2 and 21.3) for a more detailed discussion.
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‘This injtially seems impossible; if the taxation of the return alone is

3.6.5
considered, then it appears that a refusal to give credit will bias
foreign companies from investing in the UK because they will be
taxed twice on the proceeds. However, if welook at the whole picture,
from the initial investment through to the payi?% and taxing of the
return, then we see that this problem isillusory. That is, the tax credit
given for UK investment means that the post-tax rate of return is the
same as the pre-tax rate of return (as shown above).

3.6.6  Considering a very simple examgle, a foreign company has £65 to
invest, either in its country of residence or in the UK via a subsidiary.
Therate of return for either project is the same, say 10%. Depreciation
and inflation are assumed zero. The investment is done through a
UK subsidiary. It faces a domestic tax rate of 40% and a UK S-base
system with a 35% rate. There is no double tax relief.

Table 3.5
Inward investment
UK project Domestic
project
Foreign company raises cash 65 65
Buys equity in UK subsidiary 65
| Equity issued 65
Tax credit @ 35% 35
Asset bought for 100 65
Project return 10% 10 6.50
CT on dividends @ 35% 3.50
Subsidiary pays to parent 6.50
Share value 65
Foreign tax @ 40% 2.60 2.60
Parent receives 3.90 3.90
Rate of return 6% 6%
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3.6.7  So,withno credit given, each option yields a 6% after-tax return, and
there canbe no distortions of theinvestment decision other than those
introduced by foreign tax systems." That is, if the US tax system is
neutral then it will be neutral fora UK investment, and if it constitutes
a tax on capital (by failing to give relief for the cost of equity finance)
then this will also hold for the UK project.

3.6.8  This basic analysis still holds if we make the example more realistic
by including depreciation, inflation and depreciation allowances, so
long as foreign tax systems do not give extra incentives for domestic
investments only. That is, if the foreign government gives
overgenerous depreciation allowances, then we should not be
surprised if this gives an incentive for foreign companies to invest
domestically; they will face an advantageous system for investing in
their own countries, and a neutral system for investing in the UK."
However, this is also the case under non-neutral profits taxes in each
country, even with full double tax relief.

Investment through branches

3.6.9  The set-up is far less satisfactory for investment through branches.
For outwards investment, it may be difficult to restrict the tax credit
on assets bought abroad. It should be possible in principle under an
R-base or R+F-base in that any tax credit is made on the basis of a
particular investment. There is a danger that such distinctions would
compromise the essential simplicity of the S-base.

“We should note, however, that this assumes that the project can be any size (£100 in the
UK or £65 abroad) or that there is another investment opportunity with the same rate of
return. If there are limited opportunities to invest in high-yielding projects then it may be
worth "cutting out” the UK government and investing in the domestic project.

® With perfect capital markets, this should not make any difference to the level of

investmentin the UK; the only effect should be to encourage some uneconomicinvestments

abroad. However, if firms face liquidity constraints, and are unable to undertake all

economically viable projects, then such a distortion will move US projects further up the

't'ﬁecking order of profitability" in place of UK projects with higher underlying returns,
ereby reducing UK investment.
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3.6.10

For inward investment through a branch, there is a possibility that

foreign governments will not give credit for UK tax and will tax the
whole of the branch profits. Under the flow of funds base, as
explained above, the fgovemment effectively takes a share in
every investment project. If the foreign government takes no account
of this, the company will end up paying tax not only on its "share"
of the profits, but also on the government’s share, creating a
disincentive to invest in the UK. Even if account is taken of the

tax due, the very different timing of reliefs under a flow of funds and
a profit base may mean that the branch is overtaxed in some years.
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3.7 Summary

The flow of funds base provides a simple and neutral method of
levging acorporationtax. The case foritsadoption hasbeen forcefully
and persuasively argued by many commentators. Its weaknesses lie
in two key areas. The first is that it re?;ujres that the government give
up-front relief for all investment. Governments are notoriousl

unwilling to give this type of relief, partly out of fear for the cas

flow consequences, and partly because companies are effectively
given control over one of the government’s assets. The second
weakness is the unfamiliarity of the system, and the fact that all of our
competitor countries levy a corporation tax on profits. Finally, the
treatment of international investment through branches is
unsatisfactory, and the treatment of investment through subsidiaries
somewhat confusing. All of these objections, as the reader will
recognise, are susceptible to further persuasive argument or practical
solution, but they do give us good cause to search for alternatives.

16 although no less confusing perhaps than current arrangements.
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4 A flat rate tax on co

porate income

4.1 Introduction

4.1.1

4.1.2

4.1.3

One of the major difficulties involved in taxing companies arises from
the interaction between the corporate and personal tax systems, in
particular from the different treatment of income according to the
manner in which it is received, and from the different rates of
personal tax that investors face. In this chapter we consider an option
which radically simplifies this interaction. A flat rate tax is simply a
tax levied at a single rate on corporate income, regardless of the form
in which it is taken, with no further tax due or refundable.

The flat rate option is not strictly a base for corporation tax; the
definition of corporate income can be argued for quite separately.
But it is a cogent direction for reform, and this is why it deserves
consideration here. Of course this means that there is no particular
"flat rate tax"; certain commentators (notably King (1987)) have
simply argued its merits at various times.

The first part of this chapter briefly describes the relationship of the
flat rate tax to the current system, and suggests a model package
along these lines. The second part looks at the strengths of &is type
of scheme. The final part examines its limitations and the relationship
between the tax treatment of capital in the corporate sector and other
sectors. |
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4.2 Structure of the flat rate tax

4.2.1

4.2.2

4.2.3

The flat rate tax imposes an equal total corporate and personal tax
rate on profits however they arise and however they are paid out.
Starting from the present system this can be achieved by setting equal
the corporate tax rate and the personal tax rate on interest arising in
the corporate sector and §xvm§ a full imputation credit. In practice
allincome tax on dividends and interest would be deducted at source
leaving no further tax liability nor refund for the shareholder.

There is no necessity for corporate income to be taxed at any
particular rate; a hiiher tax rate could be imposed on profits arising
within companies than on other types of investment, although it is
slightly difficult to see why this should be considered desirable. For
simplicity we assume for the moment that the tax would be levied
at 25%.

A simple package of reforms along these lines (similar to that
proposed by King (1987)) would be:

(a) Set a single rate of tax on investment income.

(b) Set the corporate tax rate to the basic rate of income tax.

(c) Deduct all taxes on dividends and interest at source.

(d) Phase out the tax privileges of pension funds, PEPs etc.

(e) Abolish capital gains on UK company shares or introduce a
capital disposals tax' (or roll-over relief).

In addition the system could be partly protected against inflation by
introducing some indexation measures, although strictly this is a
separate issue. |

(f) Index depreciation allowances.
(g) Introduce stock relief.

'Under a capital disposals tax, tax is levied on net disposals of shares within the scheme;
see Capital Taxes Group (1987).
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4.3 Properties of the system

4.3.1

4.3.2

4.3.3

434

4.3.5

The criteria by which we assess the system, as set up in Chapter 1,
are economic efficiency, equity and administrative simplicity.
Economic efficiency is concerned with the neutrality of the system
with respect to the level and type of investment, and with respect to
the source of finance and payout policy.

Investment incentives

This system is designed to impose an equal tax on all capital income.
Whether the system discourages investment depends on the
behaviour of savers. As with any income tax, if companies find that
they have to pay out higher rates of return to attract investment funds
the result will be a disincentive to invest.

Financial neutrality

In the absence of inflation it is obvious that all corporate income is
taxed at the same rate at source regardless of the way in which it is
distributed. Neutrality with respect to the source of finance is easily
and simply achieved.

In the Fresence of inflation this will not necessarily be the case. The
cost of debt finance to companies is subsidised because they can
deduct the purely nominal element of interest payments, but the
interest rate they have to pay rises because lenders have to pay tax
on the purely nominal element of interest received. Since lenders and
borrowers pay the same tax rate, the rise in the interest rate should,
in theory, help to offset the subsidy given to the borrower, thereby
coming closer to neutrality.

Neutrality with respect to the choice of asset

Neutrality with respect to the type of asset depends on the successful
approximation of true economic depreciation rates. In practice this
method can only ever be an average over broad groups of assets.
Even if ]c-in?areciation allowances are close to economic depreciation
at zero inflation, the value of the allowances will be eroded at any
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4.3.6

4.3.7

4.3.8

4.3.9

positive rate of inflation. This (froblem can be reduced by indexing
capital allowances.” The introduction of stock relief would end the
present discrimination against investment in stocks caused by the
taxation of purely nominal gains.

Capital gains, goodwill and unrealised assets

One well-known problem inherent in any CIT-based system is that
it is difficult, if not impossible, to tax capital gains as they accrue.
This means that the tax system encourages companies to invest in
assets that generate a return in the form of a capital gain, rather than
in the assets that give the highest underlying return.

There are various possible solutions to this problem, but none are
very satisfactory in practice, particularly because it is often difficult
to fix the value of an unrealised asset, and because there is a general
reluctance to tax income which is not in a liquid form.

The groué) of assets which can give this tax advantage includes not
only fixed assets but also various intangible assets. A company can
spend money on the creation of a brand or a market position, and

educt this from its taxable profits as a current cost, but will not pay
tax on the capital gain thereby generated until, or unless, the asset is
actually sold. This means that there is a bias towards investment in
goodwill, and companies which invest heavily in goodwill by the
nature of their business gain an unfair tax advantage.

Administration

This option scores relatively highly on simplicity and ease of
administration. All deductions can be made at source with no further
tax due, nor rebates payable, thus drastically simplifying contacts
between the Revenue and individual taxpayers. Furthermore, many

2The system can be indexed by increasing the tax-written-down values of depreciable
assets in line with the rise in prices. Strictly, allowances should be indexed by the specific
price index. However, if investment goods 1prices rise faster than the general price index,

the company will also be accruing a capita

gain, relative to the tax-depreciated value of

the asset. Since the company has not paid tax on this gain it could be argued that using a
general price is more appropriate.
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4.3.10

4.3.11

4.3.12

of the avoidance problems associated with the introduction of

independent taxation would disappear. The most serious drawback

is the divide between investment and earned income, although this

is only a ISroblem to the extent that the tax rate on each differs
y.

significan
Treatment of capital gains on shares

The system helps to eliminate "clientele effects", where taxpayers can
eliminate some of their personal liability on dividend payments by
selling the share to an exempt institution or a PEP-holder just before
gayout. If current capital gains only reflect future profits which will

e taxed as they arise, they need not be taxed further at the personal
level. Speculative gains due to alterations in these expectations can
be taxeg by retaining a capital diS{)osals tax, which ensures that the
government shares in any very large gains while not penalising
ordinary shareholders.?

Distributional and revenue effects

These obviously depend very heavily on the tax rate chosen,* and on
whether the flat rate scheme extends beyond investment income in
the form of company profits. With a flat rate of 25%, the profits of
large companies will be taxed at a lower rate, a loss of about £4bn in
corporation tax revenue,” and higher rate taxpayers will no longer
pay a "top-up"” charge on dividends received net of ACT.

The distributional consequences are unclear. There is good evidence
(Saunders and Webb (1988)) that top rate taxpayers hold a large
proportion of their assets in tax-privileged forms such as pensions

3Setting up a CDT for shares effectively extends an expenditure tax treatment to capital
gains on shares.

“The Labour Party proposals to consolidate employees’ National Insurance contributions
into the basic rate of tax would raise the rate on earned income to 35%. It seems unlikely
that a lower rate of tax on investment income than earned income would be J.)olitically

acceptable. In this case the revenue gains from moving to a flat rate woul

be quite

considerable (see Hills (1988, pp. 38-39) for a general discussion of the effects).
*Figure based on the 1990 Autumn Statement ready reckoner.
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4.3.13

and PEPs. If thesIe_Iprivile es are phased out the system will become
more equitable. Hills (1988) suggested that 30% of families would
lose from a similar proposal, due mostly to the rise from the
composite rate. Since basic rate taxpayers are now to be taxed at the
basic rate in any case, the equity effects would mostly fall on those
savers who would no longer be able to set their personal tax
allowances against investment income. Hills also notes that a flat rate
tax levied on all investment income at a rate of 35% would be far
more progressive, because of the concentration of investmentincome
at the top end of the income distribution.

International issues

The flat rate tax involves no major conceptual changes from the
current system. It neither creates new problems in this area, nor
solves existing ones. The proiaosal to deduct income tax at source
would presumably not apply where double tax arrangements
already exist, but this seems perfectly acceptable.
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4.4 Relationships with other forms of investment income

441

4.4.2

44.3

444

Non-business saving

King (1987) envisages a flat rate of tax covering all investment
income. In theory there is no particular reason to tax capital that
happens to end up invested in a company more heavily than money
lent for other purposes. In practice lending for non-business
purposes would be penalised under this scheme. This is because the
nominal element of interest payments would still be heavily taxed,
but this will be offset where the money is eventually invested in the
corporate sector. The effect of this is to raise the cost of personal
borrowing during periods of inflation.

Furthermore most personal lending is in the form of a mortgage.
Housing would remain a privileged asset in the sense that there is
no tax on the imputed income from owner-occupation, and interest
payments still attract partial relief. Although this is obviously not a
perfect arrangement, we could view the heavy taxation of interest
receipts as partly offsetting the privileged treatment of housing.

The problems involved with taxin§ capital gains other than on
corporate securities under a CIT would remain, although it has been
argued that the reduction of the present CGT annual exemption
limits would in practice reduce the advantages of saving to generate
a capital gain for many savers.

Unincorporated business and close companies

There could be an incentive for owner-employees now paying higher
rate tax to take their returns as profit rather than as salary. However,
in the case of close companies they are already able to do this where
the return is retained within the company. This will be a minor
problem as long as the flat rate and higher rates of tax on salary
income do not differ significantly.*

*Under a 35% flat rate tax, the rate charged on investment income would be very close to
the current 40% higher rate income tax.
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4.4.5

Effects on exempt institutions

The proposal involves the phasing out of PEPs and the taxation of
pension fund income from companies at the very least. In the short
term this is a rather ambitious programme in political terms. In the
lonﬁferm assaults on fiscal privileges are certainly possible as shown
by the erosion of mortgage interest relief, the recent limitation of
relief to the basic rate and the "capping" of pension exemptions. Kin
(1987) suggests that the tax-free lump sum should be phased out an
income tax introduced in steps over a 10-year period. Nevertheless,
the political resistance to removing such well-established privileges
should not be underestimated.
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4.5 Summary

The flat rate system is a simple way of achieving a fairly neutral
system within the general context of a comprehensive income tax.
Although it has considerable appeal, it still leaves us with the
problems of identifying and measuring a suitable base, in particular
the problems associated with the comprehensive income tax
approach, the treatment of inflation and the taxation of capital gains
on accrual. Furthermore, in contrast to the reforms considered in
Chapters 2 and 3, it is essentially a way of collecting income tax
effectively rather than a way of raising an additional tax on company
profits.
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Appendix A Administrative issues

This Appendix covers some of the administrative issues in more
detail. The first part discusses the assessment of shareholders’ funds
when there is investment in other companies, and when
shareholders’ funds change during the year. The second part deals
with transitional issues. The third part discusses the effect of the
system on small and close companies, and the prospects for
extending the allowance to include unincorporated businesses.
Finally the operation of the ACE system in the international context
is examined.

A.1 Assessing shareholders’ funds

Al1l

Once the system is up and running, the equity allowance is based on
the value of shareholders’ funds as calculated for the period in
uestion.! On incorporation of a company, the opening value will be
the amount subscribed for the initial share capital. Thereafter the
opening value of shareholders’ funds is calculated as follows:

The value of shareholders’ funds in the previous period

plus

+ The equity allowance given in the previous period

+ Total taxable profits (net of the equity allowance) in the
Brlevious period

+ Dividends received from UK companies

+ Net new equity issues
less |

- Tax payable on taxable profits

- Dividends paid

- Net new acquisitions of shares in other companies

'The opening value on the introduction of the system is dealt with as part of the transitional

issues.
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Al2

Al3

Al4

Al15

The two guiding principles determining which items enter
shareholders’ funds are that the company should actually have the
money to reinvest, and that, if the income s liable for tax in principle,
tax should actually be paid on it. The relevant taxable profit to enter
is therefore the assessment of profit in that year, with subsequent
adjustments, together with any additional tax due or repayable,
entered in the year in which the adjustment is made. Under certain
circumstances the value of shareholders’ funds may need to be
la)df'usted during the year. These occasions are considered further
elow.

There are two major problems which compromise the essential
simplicity of the equity allowance scheme. The first set of problems
arises from investment in other companies. The second set arises
from theannual assessment of taxliabilities, because thereis no actual
flow of funds associated with the opportunity cost of equity capital.

Investment in other companies

To avoid "double counting", subscriptions of capital in other UK
companies must be excluded from shareholders’ funds; the whole of
the purchase price of equity investments should be deducted from
shareholders’ funds for the purposes of calculating the relief.

A number of problems arise in the taxation of the returns on
investment in other comElanies. These problems already exist under
the current system and this proposal can only improve matters. The
issues are somewhat complex, and clearly require some detailed
thought, but the basic questions involved are set out below.

The "transparency principle”

If one company holds shares in another UK company then, ideally,
the parent should have no tax liability whatsoever on account of
either dividends received or capital gains on the shares in the
subsidiary. If profits are properly taxed at the subsidiary level, then
clearly there is no need for further taxation. Furthermore, even if the
return is not taxed properly at the subsidiary level, if an
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A.l.6

Al17

A1S8

intermediated investment is to be taxed at the same level as a direct
investment there must still be no tax at the parent level. This idea we
will call the "transparency principle”.

Under the current system dividends are treated in precisely this
manner; they simply pass untaxed through any ﬁrer\t company.’
The treatment of capital gains is far more complex. The basic problem
is that capital gains on assets owned by companies are not properly
taxed, i.e. they are taxed on a realisation rather than an accruals gasis.
For example, imagine that the system were "transparent"”, with no
tax liability at the Farent level. A company could set up a subsidiary
to buy an office block, accrue a huge capital gain on it, effective b

selling its shares in the subsidiary, and pay no capital gains tax at all.
In practice the Inland Revenue can recoup some of the lost tax on the
gain by taxing the parent on the rise in the subsidiary’s share value.

Nevertheless, in doing so there is potentially an element of double
taxation because the Inland Revenue retains its right to tax the gain
on the building should the subsidiary ever dispose of it. The ideal
solution is clearly to tax the subsidiary properly and then invoke the
transparency principle’ to exempt the parent company altogether.
The ACE at least moves closer to this arrangement; there is far less
of a problem with unrealised capital gains. Although the subsidiary
does not pay tax on the unrealised gains made on the office block,
the taxman recoups some of this loss in the form of lower future tax
allowances. Since the current value of the office block will not be
reflected in shareholders’ funds, the tax payable on the company’s
other profits will be correspondingly higher.

If we now believe that the office block investment is being taxed close
to correctli/‘ at the subsidiary level, then, by the transparency
principle, the authorities can safely exempt all capital gains at the
parent level. This will not necessarily result in a windfall gain to the
parent company as the price a purchaser will be prepared to pay for

%in the case of dividends from a UK company. Dividends from overseas companies may
still be taxed.

31f tax was paid on an accruals basis, then in the example of the office block, the subsidiary
would have paid tax on the rise in value of the building as it arose, and there would be no
need for further taxation.
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A19

A1.10

Al11

Al112

A1.13

the subsidiary will take account of the eventual tax liability on the
sale of the building and the lower tax allowances he will receive in
the mean time. This may not be seen as a perfect solution, but it can
only be an improvement on the current arrangements.

Holding companies

It may well be the case that a holding company will have financed
its investment in subsidiary companies through a mixture of debt
and equity. In such cases the amount invested in subsidiaries will
produce negative shareholders’ funds. If full interest relief were

iven to the holding company on its borrowings, it would have an
incentive to finance its investments through borrowings rather than
through equity, which would attract no allowance.

Toadjust the position, instead of an allowance on shareholders’ funds
reducing taxable profits, the allowance calculated on the negative
shareholders’ funds would produce an amount which would be
offset against the interest payable on the borrowings. Only the net
interest would then be available as a deduction against the holding
company’s profits (if any) or surrenderable by way of group relief to
its subsidiaries.

Mergers and acquisitions

Mergers and acquisitions require an adjustment to the calculation of
the equity invested in the enlarged companK. A straightforward
adjustment can be achieved by one of two methods according to the
manner of the acquisition.

Under the first method the shareholders’ funds are simply added
together. Under the second method, the shares of the acquired
company are subtracted from the acquiring company’s shareholders’
funds at their purchase price. The principle behind these two
approaches can best be seen by a simple example.

There are two companies, A and B. A has shareholders’ funds of
£2000 and B of £500. The capitalised equity value of B is £1000. Under
the merger method, where A acquires B through the issue of shares
and no funds leave the two companies, the joint share capital is now
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A.1.14

A.115

A.1.16

£2500. If A issues equity for acquisition, this will increase A’s
shareholders’ funds by £1000, leaving joint funds of £2000 + £1000
new equity, less £1000 subscription to UK shares plus £500 from the
acquired B. Under the acquisition method, if A buys B for cash, the
joint share capital will be £1500, the fall of £1000 being the cash paid
to the former owners of B which can then be invested elsewhere.

Annual assessment

The equity capital invested in a company at any one time includes
all accrued profits retained within the company, net of tax. Under an
annual assessment basis, we can simply take the beginning-of-year
value, but it is arguable that adjustments are necessary if the equity
invested in the company changes during the year. The current tax
system actually ignores most of the gains and losses that arise due
to the timing of tax payments. However, under the ACE some

adjustments are necessary to prevent avoidance.

Changes in share capital during the year

The equity invested in a company will change during the year as
profits accrue, as dividends are paid out, as investments in other
companies are made (or disposed of), as debt is converted into equity
and as equity is issued or redeemed.

Profits accrued during the year

If profits are made during the year and then reinvested, these will
not be included in shareholders’ funds for the purposes of equit
relief, apparently increasing tax liabilities. However, neither mﬁ
they be taxed as they accrue; tax assessment is not even made until
the end of the year. Under these circumstances it seems unnecessary
to give further relief.
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Al117

A.1.18

A.1.19

Dividends and redemptions

If dividends are paid out during the year or shares are redeemed, the
equity used within the company decreases.! Conversely, new e?uity
issued may increase shareholders’ funds during the year. If no
adjustments were made there would be an incentive to issue new
equity only on the last day of the tax year and pay out dividends only
on the first day of the tax year. One solution would be to adjust the
relief payable when either of these events take place, i.e. if dividends
are paid out during the year, the level of equity allowance would be
reduced according}xf’ with similar but opposite arrangements for
new equity issues. Thisis a very straightforward calculation, no more
complex than adding up the interest due on any loan, and should be
necessary on very few occasions in any one year.

Investments made in other companies during the year

In general the cost of investment in shares in other companies should
notbeincluded inshareholders’ funds for ACE purposes. This causes
a number of problems. If shareholders” funds are calculated at the
beginning of the accounting period, a company could sell a block of
shares at the end of a period and buy them back immediately after
the beginning of the next period, thereby receiving too high a level
of relief. This may not be a serious problem from g\e revenue point
of view. If one UK company buys shares from another UK company,
any extra relief claimed by the buying company will be offset by a
loss of relief by the selling company (because the value of the shares
fvtrlilhs;till be deducted from the selling company’s shareholders’
nds).

However, if no adjustments are made, then one company could
invest in the equity of another company with a later accounting date,
and both would claim equity relief on the same capital investment.

“In principle the money could then be reinvested in another company with a different
accounting date and receive a second lot of relief. '

SFor the current tax year the relief available would be rS-(r(365-n)D) where r is the rate of
relief, S is the beginm'ng—of—grear shareholders’ funds, » is the day on which the dividend

is paid, and D is the size o

the dividend. Next year’s shareholders’ funds would then

exclude all dividends paid out during the current year.
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This leads to the possibility of a "cascade” of companies each with a

slightly later accounting date, each investing in the next, and each

claiming relief for the same original investment.® This problem could

be particularly severe within a group unless all companies in the

Eroup have a common accounting date. However, the problem will
e mitigated if adjustments are made for new equity issued.

Tax losses and credits

In principle only taxable profits should be added to shareholders’
funds. Where a company carries back a loss and receives a tax credit,
this loss should be treated as "negative profits" and deducted from
shareholders’ funds. Any repayment of tax should be treated as
"negative tax paid" and added to shareholders’ funds. However, if a
company carries a loss forwards to set against future profits, the
simplest way to deal with this is to treat it as "untaxed" and not to
deduct it from shareholders’ funds. Although this is not the only way
to deal with losses, it removes the theoretical need to give an interest
or inflation mark-up for unrelieved losses, and is identical to the
treatment of a debt-financed project, as Table A.1 shows.

The equity allowance is added to shareholders’ funds whatever the
level of taxable profits. Unused equity allowances should be carried
forward to set against future profits. In principle unused equity
allowances should be treated as any other unused allowance for the
purpose of group relief. It could be argued that there should be
restrictions on the use of equity allowances for grouF relief. However,
it is unclear why they should be treated any different from other
reliefs.

The ACE system works in exactly the same way as a debt-financed
investment when the interest payment is reinvested in the business
each year. In Table A.1, we assume an interest rate and equity
allowance rate of 10%. The company makes a loss of £20 in the first
year, and carries forward the loss to be set against profits in year 2.

¢ An analogous problem also exists for the flow of funds base.
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Table A.1
_ Losses carried forwards

Year 0 Shareholders’ funds 100 Debt invested 100
Year 1 Profit -20 Profit -20
ACE 10 less Interest paid 10

Taxable profit 0 Taxable profit 0

Loss carried forwards 30 Loss carried forwards 30
Shareholders’ funds 110 Debt 110

Year 2 Profit 50 Profit 50
less ACE -11 less Interest -11

less Loss -30 less Loss -30

Taxable profit 9 | Taxable profit 9
Tax due @ 35% 3.15 Tax due @ 35% 3.15

Shareholders’ funds 130
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A.2 Transition

A21

A22

A23

Initial shareholders’” funds

There are two basicapproachesto any taxreform; a gradual approach

and an "overnight" approach (although there are obviously cﬁegrees

of gradualism), each of which has its share of problems. In this

context, we could apply the system to new investment only, starting

shareholders’ funds from zero, or we could apply the new system to

ceixisting shareholders’ funds (appropriately calculated) from the first
ay.

The gradual approach offers the advantages that it is unnecessary to
calculate an opening value for shareholders’ funds and, if the
imputation system were to be abolished immediately, the revenue
cost at the current headline corporation tax rate would be negative.
However, this would drive a wedge between the treatment of the
new and old capital stock which would have both economic and
practical consequences. From the point of view of economic
efficiency, companies using new investment would have a tax
advantage over those using old capital assets; "old" assets would be
taxed at a rather higher level than at present.

The practical arguments are stronger; companies would have a
considerable incentive to turn "old" assets into "new" assets. In
extreme cases, a company could simply liquidate, and set up again
with an issue of new equity. To the extent that such action
precipitated tax liabilities, the new system would be operating as
intended: namely, to include in shareholders’ funds those amounts
that had borne tax. Nevertheless, a well-designed transitional
package should obviously not encourage this kind of disruption. The

adual approach would clearly involve significant administrative
gifficulties in distinguishing between old and new capital so as to
decide to what extent dividends or investment in other companies
should reduce the growing shareholders’ funds. It would add to such
difficulties if it were decided to retain a modified system which
allowed tax to be imputed on dividends attributable to "old" capital

7althbugh the revenue earned from the abolition of the imputation system could be used
to provide some sort of relief.
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A24

A25

A2.6

A27

but not on dividends attributable to "new" capital. While such

difficulties are not insuperable, they are sufficient to encourage the
adoption of an alternative transitional system.

The alternative is to start the system overnight with some fixed initial
value of shareholders’ funds, and apply the new system universally.
The problem here is how to estimate shareholders’ funds on a
reasonable basis. There are several ways to provide such an estimate.
We focus on two of the more obvious methods.

One starting-point would be the book value of assets”® less liabilities,
as they appear in the accounts, less any untaxed revaluations if these
can be 1dgntiﬁed. This value would obviously depend on past
practice, but a company could not manipulate that past practice. The
problem with this approachis that it may give rise to double counting
in the future. If the book cost of an asset exceeded its
tax-written-down value or capital gains tax base cost, then this
method would include taxed amounts in shareholders’ funds
immediately. On a subsequent disposal of those assets an adjustment
would be required to ensure that the profits arising on disposal (net
of tax paid) were not added to shareholders’ funds a second time.

Accordingly, a slight variation would be to use the capital gains tax
base cost or tax-written-down value of all assets, less outstandin
debts.” This value would not be dependent on the individua
company’s depreciation policy and would not include untaxed
capital gains or overgenerous past depreciation allowances.

This would have the advantage of reducing the initial cost of the
equity allowance, so that there would be no substantial revenue loss
to the retention of the current statutory tax rate, as described in para.
2.6.5 and Table 2.4.

*including stocks and current assets but excluding shares held in other companies.
?Strictly some relief should also be given for indexation allowances up to the beginning

of the new system, for example by adding unclaimed indexation allowances at
to the tax-written-down values.
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A.3 Close companies and unincorporated business

A31

A3.2

A3.3

A34

One of the major problems with extending the EXPEP proposal to
companies owned by a small number of persons who also worked
for the company was the ability of those persons to dictate whether
the profits were taken in the form of salary, dividends or interest.
The ACE system avoids this J)roblem by ensuring that any return
over the normal return earned by the company on its shareholders’
funds will be subject to tax at the corporate tax rate. Unless there is
a significant differential between the rate of tax on salaries and the
rate of corporation tax, there will be little incentive to leave the profits
in the company rather than extract them as salary.

Indeed, if there were to be a positive rate of tax on dividends, interest
and capital gains, the rate of tax on salary could afford to be higher
than the rate of corporation tax without necessarily introducing a
particular bias in favour of retention against salary. In that instance,
the retained profits would bear both non-imputable corporation tax
and income/capital gains tax when realised%y the shareholder.

The ACE system would itself provide a slight advantage to ensuring
that the salary paid did not reduce the company’s profits below the
level of the equity allowance. That apart, however, if the interest in
the company is held within an EXPEP, the rate of tax on dividends,
interest and capital gains will be zero. Accordingly, a significant
differential between the corporate tax rate and the personal rate on
salaries would provide a bias towards retention. Such biases have
existed in the past and ultimately can only be met by some form of
apportionment of profits (in this case by way of an increase in the
salary for those working for the company and owning shares in it)
or by charging the company’s profits at personal rather than
corporate tax rates.

Small companies relief

It would be possible to retain a small companies rate. However, the
original justification for a lower rate of tax on small companies was
that they were more reliant on retained profits, and theretore benefit
little from the imputation system. With the abolition of the
imputation system and the adoption of relief which applies equally
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A.3.5

A.3.6

A3.7

to retention and debt finance this rationale disappears. We see no

further reason for the continuation of the small companies rate and
reliefs.

Unincorporated business

In our first report (Reforminfg Capital Gains Tax)" we drew attention
to the rather messy state of unincorporated businesses. At present
there are a number of significant differences in the way in which
unincorporated businesses and companies are taxed. While the
profits of both are calculated in the same way, at that point the
similarities end. While companies are liable to corporation tax and
their shareholders are taxed separately in respect of dividends and
interest flows from the company, the profits of an unincorporated
business proprietor are liable to income and capital gains tax in his
hands and are thereafter freely withdrawable from the business
without further tax consequences.

If the ACE scheme were to benefit companies but not unincorporated
businesses, a further distinction would have been created between
the two ways of carrying on business activity. On the one hand
investors in companies would benefit from exemption from tax at
the corporate level of the normal return on shareholders’ funds. On
the other hand profits over and above the normal rate of return would
suffer tax at the corporate rate and, in the transition to a full EXPEP
system, also in the investors’ hands when distributed or realised.

The distinction between this and the way in which unincorporated
businesses would continue to be taxed naturally reflects the fact that
a business carried on in unincorporated form is fully integrated with
the personal tax system. Ideally, we would wish to avoid such
distinctions in the way businesses are taxed. However, in the light
of the distinctions that already exist we do not consider it necessary
to extend the ACE scheme to unincorporated businesses in the
absence of a more fundamental review of the way in which such
businesses are taxed.

1°Capital Taxes Group (1987).
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A3.8

A.3.9

A.3.10

To the extent that the personal tax system continues to tax dividends,
interest and capital gains on share disposals, the introduction of the
ACE system will not discriminate against the unincorporated
business. The problem arises to the extent that the EXPEP system is
extended to exempt dividends, interest and capital gains on shares,
in particular for the small family company. We have accordingly
considered how the ACE scheme would work in the context of
unincorporated businesses. The key issue is how one identifies
"proprietors’ funds for an unincorporated business where there is
a limited requirement to produce accounts and there is no ring fence
around the business. In addition, the distinction between personal
and business expenditure and use of assets may be less easy to discern
in the context of an unincorporated business.

In our first report, we noted that it is estimated that up to 90% of all
unincorporated business owners ]i)ay only basic rate income tax on
their business profits. It seems likely that the majority of such
businesses do not have significant capital requirements and, to the
extent that they do, they will largely be met from bank borrowing,
the interest on which will count as a deductible expense. In the
context of a partnership, interest paid by a partner on borrowinﬁs
designed to finance his partnership capital is also tax-deductible.
Such capital is accordingly identified under the existing tax system.
If the ACE scheme were extended to partnership businesses one of
two options could be adopted:

(a) theexistinginterest relief system would remain but partnership
capital funded by such loans would not qualify for ACE; or

(b) the existing system of interest relief would be withdrawn and
the partner’s capital would qualify for ACE.

The former appears the more attractive option because it involves
no changein an existing system (Ogtion (b) mightrequire transitional
provisions which would inevitably complicate the position and
discriminate between existing partners and new partners). It also
seems correct that a distinction not be drawn between partnership
borrowings and borrowings by a partner to invest in the partnership
business. »
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A3.11

A3.12

To the extent that a proprietor makes assets available to the business,

an allowance can be given in computing the profits of the business
based on the capital gains tax base cost of the asset. The allowance
would be calculated on the base cost as reduced by any borrowings
to fund the acquisition of the asset and subject to the condition (in
the case of a partnership) that no deductible consideration is paid by
the business for the use of the asset. The allowance would be subject
to adjustment if the asset was notavailable to thebusiness throughout
the relevant accounting period and to the extent that it was put to
private rather than business use. Such concepts are already familiar
ones under the existing tax system.

This then leaves the rump of any capital provided to the business
generally in the form of taxed profits retained in the business. In
respect of such capital we would propose that to obtain the benefit
of the ACE system on such funds the business would be entitled to
elect to be taxed on a "company" basis. That is, a ring fence would be
drawn around the business and the business would be required to
draw up full accounts enabling the proprietor’s funds and his
drawings from the business to be identified properly.
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A.4 International issues

A4.1

A42

A43

A4d4

The structure of the system

The Cﬁroposed system taxes profits but gives relief for the equity
which provided those profits. In the international context, this
basically requires a distinction between equity invested in the UK
and that invested outside the UK. If international investment is
undertaken through an overseas subsidiary, this can be achieved
fairly simply.

Exemption system

Under an exemption system, any investments in overseas companies
would be excluded from shareholders’ funds for tax purposes, b

deducting the historic cost of the shareholdings, and dividends
derived from the company and capital gains arising on a disposal of
its shares would be exempted from corporation tax. This is an
identical treatment to investment in a UK company. In this case, the
UK system would obviously add no non-neutralities over and above

those produced by the foreign tax system, because no UK tax is
charged.

Credit system

A credit system would work very much as at present. The UK tax
liability on foreign source income would be calculated as at present,
with an equity allowance based on the historic value of the
shareholding in the overseas company. Where the UK tax liability
exceeds the foreign tax paid, an additional tranche of UK tax will be
anable. In this case, the tax system as a whole must be neutral
ecause the total tax charge is that given under the UK tax system.

The existence of the equity allowance will reduce the UK tax charge
on the foreign income so making it less likely that the UK tax will
exceed that already paid abroad. Where the double tax relief exceeds
the UK taxliability no UK taxis payable, but any unused relief cannot
be set against domestic operations, nor can it be carried forwards. In
this case the treatment is the same as under an exemption system.
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Table A.2 gives two versions of the credit system. In the first version,
double tax relief is given only on that part of the dividend which is
taxable in the UK, in this case only £50. This is essentially dividin
the dividend into two parts, one of which represents tKe norma
return on capital and is untaxed in the UK but is taxed abroad. The
other part reFresents an actual profit and is taxable in the UK with
credit given for foreign tax paid on that part of the return. Under the
second version, all of the foreign tax can be offset against UK tax
liability, clearly a more generous arrangement.

The issues which affect the choice between a credit and exemption
method are broadly the same as under the present system, but
obviously thereisnosurplus ACT problem.InTable A.2, the overseas
tax exceeds the UK tax liability, and the credit and exemption
methods deliver the same result. In Table A.3, with a low overseas
tax rate, the exemption method is more generous, while the credit
method delivers the same return as on an identical UK investment.

Consider an investment of £500 made out of either new equity or
retained earnings. For simplicity, we assume that a pension fund gets
the return and ignore personal taxes. The company invests £500 in
the UK or buys, or subscribes for, £500 of shares in a foreign company.
The interest rate is 10%, and we assume the investment makes a
return of 20%.

What happens if profits are rolled up without becoming liable to UK
tax? AltI?ough the cash actually invested in the overseas company
may increase, the equity allowance is based only on the initial
investment, and will not increase. That is, shareholders’ funds will
increase more rapidly the higher the level of repatriated profits,
generating higher future tax allowances.
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Table A.2
International ACE
_Overseastax25%
UK Overseas Overseas Overseas
credit (1)  credit (2) exemption
Capital invested 500 500 500 500
Shareholders’ funds 500 500 500 0
Profit 100 100 100 100
Foreign tax paid 25 25 25
epatriated 75 75 75
UK taxable profits 100 100 100 0
Equity allowance 50 50 50 0
UK CT liability @ 35% 17.5 17.5 17.5 0
Double tax relief 12.5 25
UK tax paid 17.5 5 0 0
Pension fund return 82.5 70 75 75
Table A.3
International ACE
Overseas tax 10%

UK Ovrseas s Overseas
credit (1) credit (2) exemption
Capital invested 500 500 500 500
Shareholders’ funds 500 500 500 0
Profit 100 100 100 100
Foreign tax paid 10 10 10
epatriated 90 90 90
UK taxable profits 100 100 100 0
E'lguitg allowance 50 50 50 0
UK CT liability @ 35% 17.5 17.5 17.5 0
Double tax relief 5 10 0
UK tax paid 17.5 12.5 7.5 0
Pension fund return 82.5 77.5 82.5 90
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Surplus ACT

Under the current system, the offset of ACT against mainstream
corporate tax liabilities is limited by the level of UK taxable profits.
Where the company cannot offset the ACT paid it can carry it forward
to offset against future mainstream liabilities. However, companies
earning a large rocFortion of Eigfits overseas, but payinfg out
substantial dividends in the , may never have sufficient
mainstream liabilities to use up their surplus ACT. The result is a
bias against investment abroad compared with identical operations
in the UK.

The ACE system strictly solves the surplus ACT af)roblem, by setting
up a classical relationship between the personal and corporate tax
systems. This can be seen most clearly where the equity allowance
is negligible, as in Table A.4. Nevertheless, because the first part of
UK profits is exempt from tax, whereas the first part of foreign profits
isnot, there can still be a substantial bias against overseas investment,
where the size of this bias depends on the level of the tax rates, and
the proportion of total profits which are exempt in the UK.

In Table A.4, we assume that the equity allowance is negligible and
that the project makes a very high return. In this case, the post-tax
returns on a foreign and domestic project are the same. Where the
equity allowance is substantial, then obviously there will be a bias
towards the UK project. |
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Table A.4
Current system ACE system
UK overseas UK overseas

Profit 100 100 100 100

Foreign tax paid 35 35
epatriated 65 65
UK taxable profits 100 100 100 100

E_lgmt%l allowance - - 0 0
CT liability @ 35% 35 35 35 35
Double tax relief 0 35 0 35
Net dividend 65 48.75 65 65

ACT due 21.66 16.25 - -

CT due 13.33 0 35 0

Surplus ACT 16.25 - -
_Pension fund return 8666 65 65 65

Inward investment

A.412 Inward investment through a subsidiary would be relatively
straightforward. The UK subsidiaries of foreign companies would
be dealt with just as any other UK company, as at present.

Outward investment through branches

A.4.13 The treatment of branches is more problematic, but the problems do
not seem insoluble. At present, where a UK company establishes a
branch overseas it remains taxable in the UK on its total profits,
including those earned through the foreign branch. Tax is also likely
to be due on the profits attributable to the branch in the host country
and that tax can be credited against the company’s UK tax liability
or deducted if it has no UK tax liability.

A.4.14 Thereseems tobenoreason todepartfrom thisbasic treatmentunder
the ACE system. As the company remains chargeable to UK tax on
its branch profits, it should remain entitled to a full allowance for the
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v_capital it effectively invests in the branch. However, as noted above,

in giving credit for the foreign tax paid, a decision is required as to
whether the credit is limited to the forc;ign tax paid on that part of
the profits that are charged to UK tax, after allowing for the equity
allowance on the capital invested in the branch. This would require
the companK to identify the amount of the free capital attributable
to the branch.

Inward investment through branches

Equal treatment of inward investment through branches would
involve an assessment of the shareholders’ funds (or "branch capital”)
for tax purposes held within the branch. The issues here are similar
to those for unincorporated businesses but with the added
complication that the proprietor of the business is outside the UK.
The ACE system could (as with unincorporated businesses) provide
an allowance based on the cost of chargeable branch assets, not of
the amount of that investment funded by debt for which an interest
deduction is claimed and subject to restriction if the assets were not
used for the purposes of the branch throughout the period. However,
a branch, as opposed to a subsidiary but as with a partnership, can
remit profits abroad and inject new funds entirely informally,
without the declaration of any dividend or the procedures for issuing
or redeeming shares.

This freedom creates two problems. First, it might be possible for the
foreign company to build up the branch capital on a temporary basis
over the year and to ensure a higher equity allowance against the
branch profits. This would not arise in respect of branch capital
invested in branch assets which could be shown to be in use for the
purposes of the branch throughout the period. Secondly, if a
withholding tax is applied to dividends paid by subsidiaries of
foreign parent companies, there would be a bias in favour of branch
operations over a subsidiary as without any withholding on branch
remittances the normal return on branch capital would escape a UK
tax charge altogether.

While these problems may have to be addressed if the ACE system
is to be extended to branch operating, they do not appear to be
insuperable. One option for dealing with branches woulg e tomake
the availability of the ACE allowance conditional upon the branch
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being "ring-fenced" so that, in effect, it is treated in the same way as
a company. Strictly this nul;%ht necessitate imposing a withholding
tax on branch remittances. However, an alternative way of achievin
a similar result would be to restrict the equity allowance in ea
period as if the profits of the branch had been fully distributed and
then reinvested in the UK net of the withholding tax.

Withholding taxes and imputation systems

The ACE package suggested in Chapter 2 includes a withholding tax
levied on dividend payments which would be set against a UK
income tax liability or repaid. The rate of withholding tax would be
reduced in accordance with current double tax treaties, and could be
reduced to nil in exchange for reciprocal withholding tax exemption
and/or an imputation credit to be given in respect of dividends to
UK shareholders.

A European ACE?

The flexibility of the ACE system draws us to speculate on two issues.
First, is the proposal outlined consistent with plans for European
harmonisation? As the discussion above shows, the base performs
fairly well when instituted unilaterally. Secondly, could the ACE
provide a basis for more general harmonisation without offending
the sensibilities of EEC member states? As argued in Chapter 2, the
base used for the calculation of profits is far less important once an
equity allowance is given. Moreover, the use of the classical system
provides a clear divide between corporate taxation and personal
taxation of the shareholder, and, if handled properly, should
considerably simplify the issues of international taxation in general.

The ACE and imputation systems

One possible objection to the ACE in terms of international
harmonisation is that most countries in the EEC currently operate
imputation systems. It appears to follow that the upheaval of a move
to the classical system required by the ACE would be too great.
However, itis possible, as a convenient method of transition, to frame
the ACE system as an imputation system. This is achieved through
a "limited imputation" system; imputation is limited to the level of

93



Administrative issues

the opportunity cost of cagital, i.e. the equity allowance. Where this
allowance is not covered by the level of distributions, it can still be
used to reduce tax due on retained profits.

A.4.21 In practice this means that the reduction of tax is fixed by the equity
allowance regardless of the level of dividend Fayments. The
structure of the system, however, is close to that of an imputation
system. Table A.5 illustrates this point. Note that full imputation is
required. In the context of the current partial imputation system in
the UK, the same effect can be achieved by allowing the level of ACT
paid to be grossed up by the ratio of the corporate to the personal
tax rate.

A.4.22 Ignoring timing differences, we consider a simple example where
shareholders’ tfunds are £1000, the interest rate is 10%, and total
Ei'oﬁts are £200. In each case the return to a taxpayer and pension

nd is identical.

Table A.5
A "limited imputation" system
Classical "Imputation”
Profit 200 Profit 200
Equity allowance 100 Equity allowance 100
CT payable@35% 35 MCT liability @ 35% 70
ross dividend 165 Gross dividend 165
Withholding tax  41.25 ACT payable 41.25

Limit to ACT offset® 35
MCTpaid 35

Net return 123.75 Net return 123.75
Pension fund gets 165 Pension fund gets 165

*The limit to ACT offset is given by the value of the equity allowance, 35% of £100.

A.4.23 Although perhaps convenient as a cosmetic measure, the "limited
imputation” system works for all practical Furposes as a classical
system. While recoEnising the possible benefits of framing the ACE
system in such a scheme, we prefer the straightforward adoption of

the classical system.
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A.5 Summary

The equigr allowance is based on the opening value of shareholders’
ﬁ;.réc.ls._ éﬁ jélstments are made for issues of new equity and payments
of dividends.

Purchases of shares in other companies during the year may also
require adjustments, which will be complex for financial companies.
This requires further thought, but should be possible in principle.

The enforcement of a single accounting date in the long term would
simplify the system considerably.

Consideration should be given to exempting CGT payable on rises in
the value of shares owned by companies.

Unincorporated businesses would be given the option to join the ACE
scheme, and be taxed at the partners’ or owners” personal tax rates.

In the international context the classical relationship between personal
and corporate tax systems removes many of the problems of the current
system.

The ACE could be made to work acceptably under any of the standard
methods of dealing with international investment.

In principle the ACE could provide a solid foundation for a European
tax system.

95



This Appendix outlines the taxation of com}gaanies prior to the
introduction of corporation tax in 1965, the 1965 corporation tax
system, and the major changes to corporation tax in 1973 and 1984.
It explains the effects of the different systems of taxation and analyses
the current corporation tax with particular reag\ard to the computation
of profits, the treatment of dividends and the effect of corporation
tax on corporate finance.

B.1 Development of the UK corporation tax

B.1.1

B.1.2

B.1.3

B.14

Taxation of companies prior to 1965

Originally the tax system did not distinguish between companies
and other taxpayers. Income tax was imposed on income, including
profits, at a standard rate and liability was calculated by reference
to the applicable rules under the relevant income tax schedule.
Althougﬁ liable to income tax, companies were not allowed the
benefit of any personal reliefs or allowances. Capital gains were not
taxed at all.

Where the profits of acompany exceeded a certain limit, the company
would in addition to income tax also be liable to profits tax. Profits
tax was first introduced in 1915 as "excess profits duty" and was
imposed on companies alone. In 1920 a corporation profits tax was
introduced and was justified on the basis of the ad vantages conferred
on businesses by incorporation and on the grounds that companies
were not normally liable to surtax (see para. B.1.5 below).

Between 1924, when corporation profits tax was repealed, and 1937
companies paid tax at the standard income tax rate alone. However,
in 1937 the National Defence Contribution was introduced, to be
replaced in 1939 by excess profits tax. Companies continued to suffer
a revised version of excess profits tax from 1947 in the form of a
"profits tax”, brought in as the permanent equivalent of excess profits
tax.

During this period, profits tax was charged at a higher rate on

distributed profits than on undistributed profits. The differential
rates were abolished in 1958 and profits tax was imposed at a uniform
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B.1.5

B.1.6

B.1.7

B.1.8

rate on all profits until corporation tax was introduced in 1965.
Immediately prior to its abolition on 5 April 1966, profits tax was
levied at 15% on total profits with provision for abatement of profits
of less than £12,000 per annum.

Until 1952, profits tax was deductible in calculating profits for income
tax purposes. Thereafter no deduction was allowed. Companies were
not liable to surtax which as a general rule was applicable only to
individuals. However, in the case of a "close corporation”, legislation
dating from 1922 had the effect in certain circumstances of re uirinﬁ
the whole income of a company to be assessed to surtax as ctﬂ\ou

it had been distributed to the members. Failing payment by the
members, the surtax could be recovered from the company itself.
Any profits which were subject to surtax were exempted from profits
tax.

Interest was effectively fully deductible for both income and profits
tax purposes. When a com anCY gaid dividends to its shareholders
out of taxable profits, it would deduct income tax at the standard rate
and retain that against its own liability. The shareholder would in
turn include the gross dividend as part of his income but with credit
for the tax deducted by the company - in effect, a full imputation
system. There was no similar system for passing on a company’s
profits tax payments. |

Dividends paid out of capital profits were paid without deduction
of tax and were not taxed in the hands of the recipient. Where
dividends were paid out of profits that had borne foreign but not UK
tax, special arrangements known as the "net UK rate" applied to
ensure that shareholders could not effectively have repaid to them
fore?n rather than the UK tax borne on the profits out of which
dividends had been paid. :

From the company’s standpoint, therefore, the ultimate burden of
theincome tax was therefore felt as a charge at the standard rate upon
retained profits. The profits tax charge, on the other hand, depended
very much upon the amount of the company’s distributions.
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B.1.9

B.1.10

B.1.11

B.1.12

B.1.13

1965 to 1973 - the classical system

In 1965 a classical system of corporation tax was introduced at a
uniform rate on profits, whether or not these profits were
distributed. In addition to the tax on companies, shareholders paid
income tax on dividends received and capital gains tax on the gains
arising from their retention. Distributed profits were therefore liable
to both corporation tax in the hands of a company and income tax in
the hands of a shareholder.

Although companies suffered a lower rate of taxation by the
introduction of corporation tax, compared with the previous rates of
income tax and profits tax, shareholders suffered a greater tax
liability than before. An incentive was accordingly given to the
retention of profit subject to the fact that capital gains tax was payable
on gains arising from retentions. Any capital gains tax could,
however, be deferred until the eventual disposal of the shareholding
and the rate of capital gains tax then charged was lower than the rate
of income tax.

A further disparity arose because interest was deductible in
computing profits. Thus the classical system favoured debt finance
to equity finance and retentions to distributions.

1973 to date - the imputation system

It was to alleviate the effect of the "double taxation of dividends" that
the classical ?rstem wasreplaced by the "imputation system" in 1973.
This followed areport from a Parliamentary Select Committee which
came down in favour of imputation as a replacement for the 1965
system rather than a two-rate system under which corporation tax
was charged at a lower rate on distributed profits.

Under the imputation system, when a company declares a dividend
it must account for advance corporation tax (ACT) to the Inland
Revenue. Subject to certain limitations, ACT then offsets the
company’s eventual liability to mainstream corporation tax (MCT)
for the period.
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B.1.14

B.1.15

B.1.16

B.1.17

From the shareholder’s perspective, heis treated as receiving income
equal to the dividend plus a tax credit representing the ACT paid by
the company. That income is regarded as having suffered tax at the
basic rate of income tax and the tax credit can be reclaimed by
individuals not subject to income tax and by tax-exempt
shareholders. Individuals liable to tax at the higher rates are liab?e
to tax on the dividend received and tax credit equal to the difference
between the basic rate and the higher rates of income tax.

Under the imputation sgfstem, the maximum offset against MCT that
is allowed in any period is limited to the ACT that would be payable
on a dividend which, with that ACT, equals the taxable profits of the
company for the period. Thus if the taxable profits for the period are
£100, the maximum offset permitted is £25 of ACT. In addition, the
imputation system as originally introduced provided that this
limitation operated by reference to income profits and ACT could
only be offset against the MCT liability in respect of those profits.
Since 1987, however, offset has been possible against both income
and capital profits.

Companies chargeable to corporation tax at the full MCT rate or
marginal rate for small companies are accordingly subject to a partial
imputation system. However, those companies only liable to
corporation tax at the small companies rate benefit from a full
imputation system, since the basic rate of income tax, the ACT rate
and the smal?’companies rate of corporation tax are equivalent. The
effect of this is that a small company that fully distributed its profits
is not subject to corporation tax at all, tax effectively only bein
charged at the shareholder level. The rationale for the sm
corﬁfanies rate when firstintroduced was that the imputationsystem
resulted in a higher rate than the classical system and “small
companies” financed themselves to a greater extent out of retained
profits. The retained profits of those companies accordingly bear tax
at present at 25% only.

A company is required to account for ACT whether or not it has any
or a sufficient liability to MCT for the period. Thus, when the
imputation system was first introduced, the tax base for corporation
tax was severely reduced by accelerated depreciationallowances and
subsequently stock relief available to companies. In such a case a
company would suffer a certain amount of unrelieved ACT. While
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B.1.18

B.1.19

the grovisions entitling the company to carry back or forward surplus
AC

alleviated this position, many companies were forced to write

off the surplus ACT against earnings on the basis that it was still not

ossible to relieve all the ACT payments made in the foreseeable
ture.

Where a UK-resident company receives a dividend from another
such company, the recipient company is not taxed on that dividend.
However, the corporate shareholder can use the tax credit attaching
to the dividend received to offset the ACT payable on its own
dividends. By this mechanism a corporate shareholder is effectively
transparent and dividends pass through it to the ultimate
shareholders without further tax charge.

Under the imputation system interest paid by a company remains
fully deductible in arriving at taxable profits. Thus, in terms of the
effect of the imputation system on methods of corporate finance,
retained earnings continued to be a relatively expensive source of
finance unless the shareholder intended not to dispose of his
shareholding for a long period since both corporation tax and capital
gains tax were suffered by the company and the shareholder
respectively. There was still, therefore, the "double taxation of
retentions" under the imputation system, although the "double
taxation of dividends" had in partbeenrelieved. The balance between
equity and debt was redressed to a limited extent. The relative
Eositlon of equity improved from a tax viewpoint but for a company

iable to tax at the marginal rate or full MCT rate, there remains an
advantage in paying interest rather than dividends.
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B.2 The computation of taxable profits

B.2.1

B.2.2

B.2.3

B.2.4

Historic cost accounts

It has always been the case that the starting-point for computing
business profits has been the accounts of the business. The profits or
losses shown by the accounts must be adjusted for tax purposes,
broadly by excluding any income taxable otherwise than as business
income (as for example income from letting land) and any capital
gains, adding back any expenditure that is not deductible for tax
purposes and deducting any allowances or reliefs expressly
permitted by the legislation. The major exclusion from deduction is
capital expenditure in general and depreciation in particular.

Given that taxable profits are based on accounts, that depreciation is

disallowed and that stocks are identified on a FIFO basis, the basic

system gives no relief for inflation other than relevant indexation
owances against capital gains.

Stock relief

Between 1974 and 1984, the corporation tax regime attempted to
address the effect on profits of inflationary increases in stock values
through the stock appreciation relief scheme. The original scheme
was introduced in 1975 for periods ending in the financial year 1973
and the relief was based on the increase in the value of a business’s
stocks over its period of account. The relief was calculated by
reference to the excess of closing stock over opening stock, less a
percentage deduction of relevant earnings (trading profit less capital
allowances). Relief was available both for an increase caused by the
inflationary increase in the price of stock and for one caused by the
increase in the volume of stocks themselves. The relief remained
subject to clawback if the value of stocks fell over the period but after
1979 the relief became permanent after six years.

Temporary relief was required in 1980 to prevent companies being
adversely affected by the clawback of the relief at the onset of the
recession. This relief enabled companies to defer any clawback
attributable to a temporary d‘ijp. However, from November 1980 the
original scheme was replaced by a new form of relief based on the
opening value of stocks multiplied by the rise in a specially
constructed "all stocks" price index. This meant that companies were
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B.2.5

B.2.6

B.2.7

taxed on all volume increases in stocks held and also to the extent
that the price of the particular stocks that they held increased more
rapidly than the average price of stocks in the economy. At the same
time the carry forward of unused relief was limited to a six-year
period. This new system of stock relief was abolished in 1984 as part
of the corporation tax reforms of that year.

Capital allowances

As depreciation is not a deductible expense in calculating business
profits, the tax system has provided its own form of depreciation
allowance. Since 1945 this has taken the form of capital allowances.
There are two main features of the capital allowance. First,
allowances are only available for particular classes of asset - notably
machinery and plant and industrial buildings, but not commercial
buildings other than hotels and buildings in enterprise zones.
Secondly, the rates of capital allowances have generally been
designed not merely to compensate for depreciation in the assets
concerned but to provide an incentive for investment in such assets.

Prior to 1984 there were very generous initial and first year
allowances, equivalent in the case of machinery and plant to a 100%
write-off, in the first year. Any balance of expenditure not relieved
in this way qualified for annual writing-down allowances.

The 1984 reforms

The MCT rate of corporation tax up to the 1984 reforms was 52%.
However, companies actually paid MCT at a much lower effective
rate or at a nil rate as a result of the build-up of unused losses
attributable primarily to stock relief and capital allowances. Under
the 1984 reforms which became fully operational by 1986, stock relief
was abolished and the initial and first year allowances were phased
out, leaving only the annual writing-down allowances which
approximate more closely to ordinary rates of depreciation on the
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B.2.8

qualifying assets.' At the same time the MCT rate was brought down
in stages from 52% to 35%. The broadening of the base and the
elimination of the reliefs and allowances, however, have meant that
many companies which previously paid no tax are now subject to
tax at the full or small companies rates of corporation tax.

The effect of the changes in 1984 may well have been to reduce the
distortions in the system. However, it is still the position that debt
finance is more attractive than equity since companies are able to
offset interest ayments against taxable profits. Moreover, in the
presence of inflation an additional attraction to debt finance is that
companies not charged on the capital gain made on the fall in the
real value of the debt liability. The regime since 1984 has also failed
to redress the balance between the tax treatment of retentions
compared with distributions; equity finance is still more favourably
treated than retained earnings since the tax on distributed profits can
be partly offset against personal tax liabilities whereas retained
earnings are taxed at the full corporation tax rate, currently 35%, with
no offset against any capital gains tax liability that arises on a sale of
the company’sshares to the extent attributable to the retained profits.

! although no account is taken of the effect of inflation in eroding the value of these
allowances. See Bond, Dvereuxand Freeman (1990) for a discussion of the effect of inflation
on corporate tax liabilities.
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