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CBI PROPOSALS FOR THE AUTUMN 2007 PRE-BUDGET REPORT

The CBI is the UK's leading business organisation, speaking for some
240,000 businesses that together employ around a third of the private
sector workforce. Thisrepor t sets out the CBI 6s
ahead of the 2007 Pre-Budget Report, and aims to influence the decisions
on those matters which will be finalised in the spring 2008 and subsequent
Budgets. It follows extensive consultation with senior business executives
in CBI member companies and associations right around the country.

A submission concerned with the Comprehensive Spending Review, which
may be announced alongside the PBR, was submitted earlier this year.
The proposals in this report are consistent with that document.

INTRODUCTION AND OVERVIEW

The starting point for the CBI 6s
long-term goal of robust and sustainable economic growth, with high levels
of employment. This is the key to improving living standards for all UK
residents, as affordable take-home pay, net investor returns and the
available funding for necessary public expenditure can all rise together in
this scenario. We believe that the government, and indeed all politicians,
would also sign up to this vision.

However, robust and sustainable growth can only be achieved on the back
of a favourable climate for doing business. Businesses i or ultimately,
their direct and indirect investors i must have the incentive to take risk.
They must have the incentive to invest in skills, knowledge, technology
and fixed capacity here in the UK. At the macro level, the funding for these
investment-type expenditures must be available on a sustainable basis.
And all of this must take place in the face of an increasingly competitive
globalised economy, where skills, knowledge and capital are more free in
their choice of location than ever before, and where other jurisdictions are
working to make themselves more attractive.

Against this background, Budget and other policy should seek to

ameliorate rather than add to business costs, and to remove other
obstacles to busi nes s e srdtheraghan irstrodece c e
new ones.
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We expand on this theme in section A, where we set out the case for
capping and then reducing the tax-to-GDP ratio, with a particular focus in
dh@ gear ¢epm on thecratio of uainess ¢axeq te Business income. But it
cannot be emphasised enough that, in the end, this need not mean a
lower tax take in absolute terms i indeed quite the opposite.

We then turn in section B to specific tax issues, where we set out:
e How one immediate priority should be action to avert or mitigate the

cost of select measures yet to come into effect, but which would have
anomalous or damaging consequences for certain types of business.

These include SMEs and entrepreneurs, the vast majority of whom will

see their tax bills rise as a result of the 2007 Budget. And we warn
against the set of policies currently in the pipeline which would push
for

e Our support in principle for tax reform aimed at sharpening incentives,
removing complexity and easing compliance burdens. But any reform
must respect key principles, and we set out concerns about potential
revenue-r ai si ng
It would be far better, and easier, to reform the tax system against the
background of at least some modest exchequer cost, rather than
undertaking reforms with

e Our support in general, over the medium term, for straightforward
across-the-board reductions in tax rates, over the introduction and
expansion of Ospeciald

t he

reduction in the corporation tax rate would be especially advantageous

where the aim is to attract internationally-mobile firms. But the

potential benefits of reducing taxes adding to business costs i such as

national insurance, property rates and stamp duties i should not be
overlooked.

Finally, achieving all of this will require the government to re-work the
proposals for overall spending and taxation set out in the 2007 Budget, to

a nfihd an affordaile wag 1o reduce the tax burden over the years ahead.

SectionCsets out the CBIlIO&s views
circumstances in which a tax reduction would be affordable.
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SECTION A: THE CASE FOR RESTRAINING BUSINESS TAX

There are three fundamental reasons for believing that a lower rather than
higher business tax burden is needed to support the goal of sustainable
and robust economic growth;

e Investment in the UK: Business investment is one of several key
determinants of economic growth. It is best thought of as going hand-

in-hand with after-tax profitability, as prospective profits provide the

incentive to invest, while recent profits often provide the necessary up-

front funding. Recently business investment has picked up after a
period in which it was disappointingly flat, following a significant
improvement in profitability. But with the share of fixed investment in
GDP low by international standards, it will be vital to maintain this
position, rather than taking the view that the improved profits situation
means that additional business
intangible business investments, such as those in skills, knowledge
and innovation, will be as important for future economic growth, if not
more so, than fixed investment. But the same profits motive and need
for funding will drive these expenditures too.

Funding UK investment: At the national level, eventh e UK & s
relatively modest level of investment expenditure has only been
possible by borrowing significantly from abroad. While investment
spending is low by international standards, the national savings rate is
even lower. Amongst other things, this makes it all the more important
that taxes are not allowed to eat further into retained corporate profits,
as these provide the bulk of national savings.

Employment: Potential funding problems due to population ageing
make high levels of employment, especially in the private sector, all
the more vital Whil e the UKOGs
years, by earlier standards, problems remain and global benchmarks
suggest it could be better. Policy makers should therefore have a bias
towards reducing rather than raising employer costs.
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In addition, recent economic developments, and most notably financial
market volatility, may threaten business confidence. Although it would not
normally be appropriate to alter the business tax burden i in either
direction T in response to cyclical developments, these events make it all
the more important for the policy environment to be broadly supportive at
this juncture. We would further draw attention to the fact that business and
its investors have borne the brunt of Budget measures in recent years,
and that the international dimension sharpens the economic benefit of
lower business taxes i and the economic cost of higher business taxes 1
significantly.

Investment in the UK
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In money terms business investment reached an all-time low as a
share of GDP in 2005, and this ratio remains clearly below the
historical average.

The share of total investment in GDP has for most of the last decade
been in the 16-18% range. This is low by the standards of the OECD
(overall average 20-21%) and EU (19-20%).

In real terms, business investment was disappointingly flat over the
first half of the present decade, so that by the end of 2005 it was only
2% higher than the peak seen five years earlier.

But more recently real-terms business investment has reached a new
level, having risen 13% since late 2005. If this can be sustained, longer-
term?growth p(rjospﬁcts will iguérove. All UK res#'dents would stand to

behe it,ca% the proce%oss wete sfafed Bathdel workErs ({ef?ecctiﬁg rIlnibher
productivity and affordable wages), investors (including prospective
pensioners) and the public purse. However, it is important to note that this
improved position has come on the back of a clear improvement in
profitability. It is vital that policy does nothing to reverse this position.



UK fixed investment
As % of money GDP

Funding UK investment

On this issue:

The national savings rate has fallen in recent years due to trends in
the government and household sectors. As a result, the UK has had to
run a marked financial deficit with the rest of the world to fund even the
modest level of investment spending here. In fact in 2005 the UKd s
national savings rate was the fifth lowest of the OECD-30.

Going against this trend, and preventing a still sharper deterioration in
the balance of payments position, the corporate sector has shifted its
finances from deficit to surplus. But this turnaround was dependent on
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a more cautious approach to spending on fixed capital assets.

Looking ahead, it is unlikely that the UK could sustain an increased share
of investment in GDP without a corresponding increase in the national
savings rate i otherwise the deficit with the rest of the world would be
higher still. Business tax must not therefore be allowed to eat further into
retained profits, which form the bulk of national savings. It will also be
important for the government to eliminate its own current budget deficit as
planned, and for policy to take into account how business and other taxes
can affect the incentive for households to save and invest.

UK saving and investment

As % of GDP Saving  + Financial deficit'  + Residual® = Fixed investment
1998

Corporate sector 11.7 1.4 -04 12.6
Household sector 4.8 -1.0 0.2 4.0
Government sector 1.8 -0.1 -0.3 14
Total UK 18.3 0.3 -0.6 18.0
2006

Corporate sector 11.8 -1.6 0.2 10.3
Household sector 34 2.2 0.3 5.9
Government sector -0.4 2.9 -0.7 1.9
Total UK 14.8 3.5 -0.2 18.1

LA negative number indicates a surplus. % Net capital transfers received less stockbuilding.
( @@ editionBo o k 0 )

Source: National Statistics UK NationalAc count s




Employment
Key facts here are that:

e The OECD puts the UKG6és O6sfthatctural 86 unempl oyment rate
consistent with stable inflation 7 at 5.3%. Thirteen other states have a
lower rate than this, and only eight a higher rate. The UK rate has
levelled off, while the overall trend remains slightly downwards.

e The unemployment rate for 18-24 year olds is up since 2004 at 12.2%.

e The UK (72%) is only one of 16 OECD member states (out of 30) with
an employment rate above 70%. The best performing ten of this group
have an average rate of 78%.

e The UKO6s recent rate of employment expansion, of around 1% per
annum since 1995, is broadly in line with the trend across the OECD
as a whole and does not beat that benchmark.

The UK could therefore improve its employment position further, and
should seek to do so given the retirement funding challenge amongst other
things. Additional employer costs could only form an obstacle to that goal.

Recent economic developments

While profitability had by mid-2007 improved significantly compared with
the early years of the decade, helped by the robust performance of the
global and UK economies, business conditions now look considerably
more challenging due to four key factors:

e The global financial market volatility arising out of US housing market
developments, which amongst other things led to UK market interest
rates spiking above the base rate to an unusual extent. The full and
final impact on the real economy remains very unclear at this stage,
although if anything GDP growth can be expected to be at least a little
slower in the year ahead than would otherwise have been the case.
Bank of England survey evidence suggests that credit conditions have
tightened for UK corporations. Meanwhile CBI surveys point to some
reining back of investment intentions since early summer.



