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THE YOICE OF BUSINESS

CBI ANALYSIS OF THE 2007 PRE-BUDGET REPORT AND COMPREHENSIVE
SPENDING REVIEW

The CBI has already expressed publicly its strong concern about the potential impact
of capital gains tax reform on the climate f o
longer term economic prospects. This and other PBR measures will once again add
to the business tax burden. Yet even so the outlook for the public finances has been
allowed to deteriorate, partly reflecting the weakened economic outlook but also
decisions about the public expenditure total. The commitment to real-terms funding
growth for education, skills, science and transport is welcome from a business
perspective, although the step-up for transport sought by the CBI was not delivered.
Announcements on planning gain supplement and supplementary business rates
were welcome as far as they go, but the CBI remains concerned about the

gover nment ' -gaisingambitiomein the property-related field.

TAX MEASURES

In the wake of the Budget, and again ahead of the Pre-Budget Report, the CBI made clear
its concerns about business tax increases in the pipeline, and called on the government to
avert or mitigate their effects. We expressed particular concern about the impact on SMEs
of the increase in the lower corporation tax rate, and about the extent and impact of certain
property-related cost rises in the pipeline (buildings allowance abolition, business rates

empty property relief, local supplementary business rates, and planning gain supplement).

In the event, the Pre-Budget Report represented a further blow for SMEs and their backers
including entrepreneurs, business angels, venture capitalists and other investors. The
removal of the capital gains tax taper in favour of a minimum 18% tax rate on all gains will
result in a significant tax cost for the very individuals whose activities are essential for
robust and dynamic economic growth. In addition there was little by way of recognition of
the other tax issues of importance to SMEs raised by the CBI. On property-related issues
the specific announcements on planning gain supplement and local supplementary rates
provide some relief, but the overarching policy objective T of raising significant additional
revenues from the business sector 1 remains as evident as ever.



Capital gains tax, SMEs and entrepreneurship

I n the wake of the PBR the feeling amongst th
we took the unusual step of publishing an open letter to the Chancellor (box 1). The letter

sums up the damage this will do to entrepreneurs, small business owners, private equity

investors and other investors including employee shareholders.

There is a retrospective element here, as many people have invested on the basis of the

present regime, and could not possibly have expected such an about-turn in the tax

framework. And while some simplification is achieved, the new system would not represent

a true O6level playing fieldd with no anomal i e:
real gains, and there is to be no recognition of the fact that corporation tax is paid along the

way in the case of growing a business. The biggest winners from this move will be short-

term holders of non-business assets, and the biggest losers, long-term business investors.

On introducing the taper in 1998, the then ChancellorGor don Br own expl ai nec
gains tax we inherited rewards the speculator as much as the committed long-term investor.

So it is time for a fundament al r ebfismessmassets 0 T
taper was justified by reference to rewarding entrepreneurship and removing barriers to

new investment. The latest move runs in precisely the opposite direction.

Although the latest decision was explained as a necessary simplification, neither the CBI

nor other business organisations have ever raised ending taper relief as a desirable step.

Neither did the Treasury signal at any point that such a change was in prospect. The CBI,

along with the BCC, I0OD and FSB, will therefore seek urgent and detailed discussion to

resolve the situation, and work jointly towards a satisfactory solution that meets the
government 06s objectives without damaging the



Box 1: Text of the open letter from the CBI to the Chancellor concerning capital gains
tax reform

Dear Chancellor,

The CBI believes that your Pre-Budget Statement yesterday undermines the 10 year effort
by this government to promote enterprise and risk-taking within the UK. In so doing, it cuts
across your launch, only a few weeks ago, of the consultation on a new Enterprise
Strategy.

In the Spring Budget, the then Chancellor changed the corporation tax regime for SMEs,
making them at least £600million a year worse off by 2011. At the time we warned of the
damage that this would do to the role of entrepreneurs in our economy.

In advance of your first Budget, the CBI called for a signal that you recognised the valuable
contribution of entrepreneurs to the health of the British economy, and the need to
encourage small & mediumsizebusi nesses to invest. What
Budget Report, will, we fear, hold back much-needed investment.

The abolition of taper relief provides for some simplification of the CGT regime, but at the
cost of hitting a number of groups who are taking significant risks in investing in and
building the businesses that generate so much of our employment and wealth. In addition to
those small business owners who hayv e foregopg
income and putting their homes on the line in order to build up their business - these
changes will hit other investors, from external venture capital to employees who take a
stake in their companyo6s future.

Such a move was clearly designed to tackle a perceived problem relating to a few wealthy
individuals operating in private equity. However, it is by no means clear that the regime of
capital taxes that this government previously agreed should apply to the sector was
inappropriate for their level of risk-taking. By removing taper relief you have deployed an
extremely blunt instrument that will deeply damage a much wider community, and in so
doing, risk the medium-term health of our economy.

For the corporate sector more broadly, the PBR represented a further increase in the
overall business tax burden of £900million. This at a time when many businesses are
already considering the international location of their future investment, and the
government 6s own forecasts point to a mor

In a globalising world, the domestic business climate is ever more important in attracting
capital and talent to invest in the UK. We call on you to take urgent action to get the
Enterprise Agenda back on track.

Yours sincerely, [The letter was signed by CBI Director-General Richard Lambert, CBI
SME Council Chairman Steve Sharratt, and 12 further members of the SME Council. It was
published on Wednesday 10™ October.]
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Impact on business of the PBR measures

In total the PBR tax and benefit decisions (table 1) are projected by the Treasury to raise
revenue, building to a net £1.4bn in 2010/11, although this will be more than offset by a
£2bn addition to departmental spending in that year. The capital gains tax reform is
expected to raise a net £900m, although we very much doubt that this will be achieved in
practice, as there will now be a significant incentive for individuals to seek to turn income
taxed at 40% into capital gains taxed at 18%. Entrepreneurial investors will however pay
more than at present, and firms will also be variously affected by changes in aviation
taxation (a net A500m), in the rules governin
(E200m), and in those governing employer NICs in respect of certain holidays (£200m). The
exchequer will also gain £500m from changes to residence and domicile taxation and
£440m from those to the second state pension system, while giving back £1.4bn through
the inheritance tax changes.

Simply counting the net effect of the four major measures most obviously affecting UK

business and investors in UK business, the net cost to these groups is £1.8bn. Of course

the government might argue that each of these
As our stance on CGT reform makes clear, we would certainly not agree with that in every

instance. But even if the moves were fully justified individually, we have consistently argued

that the business sector as a whole already p;.
international competitiveness, and therefore that any revenues taken from the business

sector as a result of tax reform should be returned to the sector through offsetting tax

reductions.

We would further point out that:

e The £900m cost of the CGT reform is the net impact for the whole economy. The impact
for investors in business is likely to be significantly more, as they are having to fund the
gai ns wifnnéres@® who wi |l m abuginksg askets inéludingee.g.t or s
second homes and artworks.

e Similarly, the £500m we have counted as adding to the aviationsect or 6 s t ax bi | |
impacticomi ng on top of the A2bn in existing du
switched from individual passenger to business supplier.

e The Treasury costings (table B4 in the report) exclude the as-yet-unknown, but
potentially significant, cost of supplementary local business rates and new planning
charges.

e We do not count the projected revenue impact of the domicile and residence rules. But
in practice this could mainly affect individuals involved in business activity, and the
government will need to proceed carefully to ensure that there is no noticeable, adverse
consequence for the UK business climate.



We have not counted the cost to the private sector of the state second pension reforms,
although this involves a reduction in employer rebates as well as adversely affecting
employees.

The 0 mi noaiGingrmeaseres may still be significant for those affected. This

includes the governmentds change of heart

which is inexplicable.

Whatever the O60true costod of the new measur es

of the £1%2-2bn annual increase already in the pipeline as a result of the March Budget. As

we pointed out at the time, the corporation tax package was broadly revenue-neutral in the

near-term (though eventually a revenue-raiser for the exchequer), but funds raised from
business due to changes to business rates, road and other fuel duties, landfill levy and
aggregates tax will be used to fund the net cost of the personal tax reform package.

On aviation and the environment, we see inclusion of the sector in the EU emissions trading
scheme as the better way forward in the medium term, but would be concerned if the tax
burden were not eased in that event.

Table 1. The Pre-Budget Report measures

£bn 2007/08 2008/09 2009/10 2010/11
- Capital gains tax 0.35 0.75 0.90
- Aviation duty -0.05 0.10 0.52
- Dlsftrlt.)uted profits rules (‘income 0.02 0.26 0.20
shifting')

- Employer NICs rules (re holiday pay) 0.10 0.20 0.20 0.20
- Residence and domicile taxation 0.80 0.50
- Second state pension 0.29 0.44
- Other revenue-raising measures? 0.02 0.15 0.12 0.13
- Inheritance tax -0.10 -1.00 -1.20 -1.40
;:gsttger measures with an exchequer -0.04 012 .0.07
Basw |melact on business & its 0.10 0.52 131 1.82
Investors

Impact onlnet receipts of PBR 0.01 0.37 1.19 1.41
measures

! Excludes addition to reserve in 2007/08 and discretionary addition to the 2010/11 spending
total. Includes some PBR measures affecting benefit expenditure, as well as tax measures. 2
Life insurance company rules, individuals' interest relief rules, vehicle excise duty enforcement,
fuel benefit charges, biofuel plant capital allowances. * Self-assessment simplification, child tax
credit, non-car vehicle duty, electricity sector oil duty exemption. * Includes: net impact of capital
gains tax reform; net impact of aviation duty reform; and changes to the rules governing
distributed profits and employer NICs. Excludes: the transfer of funds from business investors to
other investors associated with the CGT changes; the formal shifting of the existing £2bn air duty
from passengers to suppliers; any impact on UK business or its investors from residence &
domicile tax reform; the reduction in employer rebates associated with state second pension
reform; and the net impact on business of the other, more minor measures.

Source: HM Treasury 2007 Pre-Budget Report and Comprehensive Spending Review.
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Onso-cal | ed 061 nc o madevestimat irf atmodem docietytax law should recognise
the full contribution of the spouse to the success of their partner. Other areas of law i such
as division of assets on divorce for example i are of course firmly based on this principle.

Business property-related issues

There was some relief in the property-related field, through decisions on planning gain
supplement and supplementary business rates (see CSR section below). Nonetheless both
proposals still represent additional costs for business, and must be put in the wider context
of rising property tax costs following the abolition of industrial buildings allowance,
restriction of empty property rates relief, and rolling reduction in the real value of stamp duty
land tax thresholds.

We are also concerned that, at a time when demographic and environmental trends (plus
the 2012 Olympics) call for a step-up in the pace of development of the built environment,
the various increases in property-related tax and tax-like bills could act to discourage just
that activity. The willingness and ability to relocate is also an important element of economic
flexibility, but tax developments make this more costly and risky.

Tax simplification and corporate tax reform

The CBI welcomes any opportunity to participate in consultations and will be doing so in the
newly-announced discussions on tax simplification, which will cover: VAT rules and
administration; how anti-avoidance legislation can best achieve simplicity and revenue
protection; and how to simplify the corporation tax rules for related companies. In addition,
discussions on the key competitive issue of reform of foreign profits taxation will continue as
suggested by the CBI. But noting the complete absence of prior consultation on capital
gains tax reform i and indeed on the Budget corporation tax shake-up 1 we do hope that
the views of business will be taken fully into account on these matters.

THE COMPREHENSIVE SPENDING REVIEW

Table 2 sets out some key figures for the public expenditure plans. However it is worth
pointing out that interpretation of the data is not straightforward due to:

e The focus on allocation by department rather than function (except in select cases such
as UK-wide spending on education and on transport).

e The way that the accounts are presented in the Treasury report, including the treatment
of capital depreciation, the role of substantial explicit and implicit6 account i ng
adjust,meannds 6t he use of a 2007/ 08 O6ébaselinebod
settlements which seems to be different to the latest estimate of actual spending this
fiscal year.



Public service delivery

Proposals to deliver efficiency gains of 3%, or £30bn, per year between 2008 and 2011 are
viewed by the CBI as a minimum requirement. It is vital that Government delivers on these
promises to improve services and the CBI is pushing for robust checks to assess whether
targets have been met. The tight spending limits set across government (relative to the
standards of recent years) strengthen the case for further reform to deliver PSA targets and
value for money for taxpayers.

The spending allocation
Key areas of interest to the CBI are:

e The Innovation, Universities & Skills budget and the Children, Schools & Families
budget are to grow by a real 2.2% and 3.2% per annum respectively. Total UK-wide
education spending is expected to grow by a real 3.1 per annum, to edge up to 5.6% of
GDP. The CBI welcomes this real-terms increase, but believes that meeting the
embedded ambitious qualifications targets for 2011 into public service agreements will
require effective qualifications reform.

e Within DIUS, the total science budget and research funding from the Higher Education
Funding Councils will grow by a real 2.5% per annum to reach £6.3bn by 2010/11. The
gover nment 6s mmitnantto incteasd scienae base funding and to focus on
improving Science, Technology, Engineering and Mathematics (STEM) skills is a
positive outcome, as is support given for knowledge transfer with the Higher Education
Innovation Fund raised to £150m per year. However, with only small increases to core
funding of the Technology Strategy Board i and reliance for additional funds on the
redistribution of existing Research Council and RDA research and technology budgets i
there is a challenge to ensure it can deliver real technological advantage for business
and the UK economy more broadly.

e The annualrealincreaseinDepar t ment f or Tr aexpepdituretis s pr ogr

confirmed at a real annual 2.25%, with this commitment extended forward as far as
2018/19. Thi s takes account of expected effi
overall budget is to grow by a real 2.1% per annum, in line with the overall spending

total. On the other hand, UK-wide transport spending, included that funded via devolved

and local authorities, is expected to grow from £20.0bn this year to £23.7bn in 2010/11 i

a rise of 3.1% real per annum, taking it to 1.45% of GDP from 1.42%. Twenty years on

from 1997, transport spending will on this basis have doubled in real terms, against real
GDP growth of some 70%. Importantly, the announcement provided further details of
thegovernment 6s recent -dheaditoCrossmil Allofthgiselearlyt h e
to be welcomed as far as it goes. Nevertheless, as investment in transport in the mid-to-

|l ate 1990s was so | ow, the iuwmpch etahsaet stthed ICHIa

believes to be needed.



Table2: The government’'s new spendi |
Average
2007/ 2008/ 2009/ 2010/ | annual Real
08 09 10 11 % terms’
change

Total managed expenditure 589.2 6174 646.6 678.3 4.8 2.1
GDP 1404 1471 1550 1630 51 2.4
TME as % GDP 42.0 42.0 41.7 41.6
Current expenditure 541.2 566.0 5925 620.3 4.7 2.0
Depreciation 18.3 19.1 20.2 21.2
Net investment 29.7 32.3 33.9 36.7 7.3 4.5
Iti)ri‘i’t"’;”mema' expenditure 345 3611 3775 3967 | 4.8 2.1
Health 91.8 97.9 1044 1114 6.7 3.9
Children, Schools & Families 50.1 52.9 55.6 59.5 5.9 3.2
Lovation. Universities & 180 187 197 208 | 4.9 2.2
Transport 12.6 13.4 13.8 14.5 4.8 2.1
Communities & Local 341 361 375 386 | 4.2 15
Government
Defence 32.6 34.1 354 36.9 4.2 1.5
Home, Justice & Law 194 20.1 20.4 20.8 2.3 -04
BERR 3.2 3.3 3.2 3.2 0.1 -2.5
Other departments & bodies? 27.5 29.1 29.6 30.9 3.9 1.2
Scotland, Wales & N Ireland 49.2 51.5 53.7 56.4 4.6 1.9
Total identified DEL 3386 357.1 373.3 3929 5.1 2.4
Reserves & residual® 6.0 4.0 4.2 3.8
Annually managed 2446 2564 269.2 2814 | 4.8 2.1
expenditure
Debt interest 30.0 29.1 31.2 32.9 3.1 0.5
Benefits, tax credits & 157.9 1668 1740 1810 | 4.7 2.0
pensions
Locally-financed expenditure 28.9 30.2 31.3 32.0 3.5 0.8
Other identified AME* 18.0 17.5 17.9 19.0 1.8 -0.8
Total identified AME 2348 243.6 2544 264.9 4.1 14
Margin & adjustments® 9.8 128 148 165
! Based on inflation of the GDP deflator of 2.65% per annum, as used implicitly in Treasury
Report. ’F C O, DFI D, DEFRA, DCMS, DWP, Chancell or

Independent Bodies.®1 ncl udes
subsequently. Also, in 2007/08, the additional £3bn included in the estimated spending total, but

not in the
6ot her

financed

individual
department al
capital

6speci al

reservebd

expendiionso,
expendi t Ulmcledes ad additioral adjustment t a |
implicit, but not shown explicitly, in the Treasury report table (B11). The need for this appears to

be related to the accounting treatment of depreciation in the new layout.
Source: CBI calculations based on HM Treasury 2007 Pre-Budget Report and
Comprehensive Spending Review.
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e In the area of Oprotection in its broadest s
eventhoughi t may not be Otr adi tappeansadasomablé. Dhei t y o,
aggregate settlement for defence, home, justice and intelligence (the last from within the
Cabinet Office budget) is to grow by a little more than 1% per annum in real terms, with
the main focus of the increase on defence and intelligence.

e The Communities and Local Government-budget,
financed spendingé, is to grow by jusme over
potential to improve the (non-transport) built environment, but must be seen against the
backdrop of significant pressures on construction activity and associated costs, and
other calls on local authorities such as those relating to the ageing population.

Supplementary funding of local infrastructure

The decision to go ahead with a local planning charge, rather than attempt to make the
proposed planning gain suppl ement leasbwolstdD i s s e
option for industry T although we have yet to understand the governrment 6 s pr oposal s
statutory charge, which may not fully equate to the approach advocated by business.

Welcome proposals for a range of safeguards on the proposed supplementary business

rate were also announced, including a vote where business contributions are more than a

third of the total project cost and an upper limit of two pence in the pound, although again

businesses will not be convinced that such safeguards can offer reassurance until more

detailed proposals are seen. The Greater London Authority is likely to be the first authority

to use this new power as part of the business contribution towards funding for Crossrail.

Both measures will add further to business costs, which is a concern bearing in mind how
much businesses already contribute to general taxation. We believe that, if necessary
infrastructure projects were given appropriate priority within the distribution of the existing
national budget, then the need for supplementary funding mechanisms would be much
more limited. Businesses will seek reassurance from the government and local authorities
that supplementary funding streams are genuinely additional and represent investment in
infrastructure that would not otherwise have been possible.

Further spending issues

The CBI 6s CS Rergpconsigtentsvihlti®se of the ABI insofar as they called for
additions to the flood defence budget. The government has responded by raising overall

spending on flood and coastal erosion risk management (by DEFRA and local authorities)

to £800m (in cash terms) by 2010/11, from £600m now (a real 7% annual rise). But we note

the ABI 6s concern that total spending over th
sufficient, especially in the wake of this summer s

On the oOoframeworksdor doing busine



e BERROGS budget wildl be |Iittle changed in cash
2.5% per annum in real terms. Like other departments, it is rightly expected to achieve
efficiency savings. But as part of this the rundown of legacy business support schemes
is expected to generate some cash-releasing savings. While the CBI supports the
simplification programme here, we had argued that savings should be used to improve
funding of the remaining successful schemes, meaning that while the total business
support o6potd would still ease as a share of
modest ¥2%, it would be held in real terms.

e The DEFRA and BERR budgets also include provision for an Environmental
Transformation Fund, to total £370m over the three years. This is also a sensible use of
public funds.

e The FCO budget will be broadly unchanged in real terms and we will need to examine
further the implications of this for UK business. However the overall settlement for UKTI
(from the FCO and BERR), which will grow to £256m by 2010/11, is welcome.

FISCAL POLICY

The CBI has concerns about the state of the public finances which can be traced back as

far as the 2002 Budget, when for example spending four years out (i.e. in 2006//07) was

pushed up by £28bn andtaxesby6 onl ydé A8bn. The remaining gap
in extra borrowing and £15bn in extra revenues that would supposedly come in
6automaticallyé as a result of changing econo
expenditure has provedtobelargely 6unf undedd6, with projected t
over the five years 2002/03-2006/07 turning into an out-turn of £165bn. In view of the

general buoyancy of the economy over this period, and the downturn now in prospect, we

believe that a truly prudent government would not have borrowed and spent quite so much.

Yet far from using this Pre-Budget Statement and Comprehensive Spending Review to
rectify the problem, and build in at least some room for manoeuvre in case the economy
takes an unexpectedly sharp downturn, the government has chosen to add further to the
discretionary spending totals, and to fund this only partly through revenue-raising
measures. With economic growth also revised down to a more realistic expectation for
2007, the government expects to borrow £16bn more over the next five years than
assumed in the Budget. The current budget balance is now expected to move into surplus
only in 2009/10, with next year marking the seventh consecutive annual deficit. And even
this is on the basis that that growth rebounds to 2%% in 2009/10, which is far from assured.

Total spending will now grow by an average annual 2.1% (4.8% cash) over the next three
years. As a result, the share in GDP will finally begin to ease back, but only from 42.0% to
41.6% in that time. The CBI had argued i and we still believe 1 that overall spending
growth of 1.6% per annum is the maximum affordable in the face of the global competitive
challenge and the need to cap, and then begin to bring down, the tax burden.
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Table 3: How the outlook for the public finances has changed

£bn 2007/ 2008/ 2009/ 2010/ 2011/ 2012/

08 09 10 11 12 13
ggggc sector net borrowing, March 337 30 28 26 24 -
Public sector net borrowing, November g 36 31 28 25 23
2007
Increase 4.3 6 3 2 1

Total Managed Expenditure, March
2007

Total Managed Expenditure,
November 2007

586.6 616 645 674 706 -

589.2 6174 646.6 678.3 711 747

Increase’ 2.6 1.4 1.6 4.3 5

Total receipts, March 2007 553 586 616 648 682 -
Total receipts, November 2007 551 581 616 651 686 724
Increase’ -2 -5 0 3 4

NB: Impacgt on net receipts of PBR 0.01 .0.37 1.19 1.41 n/a
measures

! Comprising: £0.4bn addition to special reserve in 2007/08, £2bn discretionary addition in
2010/11, the PBR measures affecting benefits, the ‘automatic’' impact of revised economic
prospects on benefits, interest payments, etc, and classification changes. ? Includes impact of
classification changes. * Excludes addition to reserve in 2007/08 and discretionary addition to
the 2010/11 spending total. Includes some PBR measures affecting benefit expenditure, as
well as tax measures.

Source: HM Treasury 2007 Pre-Budget Report and Comprehensive Spending Review.

The overall tax burden is expected to edge up year-on-year from 36.8% of GDP to 37.6% in
2012/13. That compares with a historical average (1970-97) of 35.5% and a latest OECD
average of 36.4%. Yet with borrowing so high and the government seemingly committed on
its spending programmes, future attempts to push the tax burden still higher certainly
cannotbe rul ed out. This compounds our fears
to flourish.

CBI
October 2007
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