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Race to the top: developing a Corporation Tax

In its first 100 days in office, the CBI called on the
new Government to commit to a Comprehensive
Business Tax Roadmap to articulate the way ahead
on business tax. The Government’s pledge in the
Summer Budget to set out such a Roadmap in April
2016 was welcome. This paper — third in a series in
advance of the Government’s Business Tax
Roadmap — argues that developing a competitive
Corporation Tax regime is about supporting the
UK’s ‘race to the top’ as a world-beating dynamic
and productive economy. This requires building a
Corporation Tax regime that supports the drivers of

sustainable growth: investment and innovation.

The UK Government states in its Productivity Plan that “the
tax system can support productivity by providing incentives,
stability and certainty for long-term investment and
innovation, avoiding distorting economic choices, and
minimising the administrative burden of paying taxes.”

The business community could not agree more: a world-class
Corporation Tax (CT) regime is an essential prerequisite to
addressing broader economic objectives. First, it contributes
revenues to fund the public services and critical infrastructure
that a modern economy demands. Second, it helps to drive
the investment and innovation needed to sustain growth and
deliver prosperity for all.

In this paper, we commend the steps taken in the last
Parliament to enhance the overall competitiveness of the
UK’s CT regime. To lock in these gains, stability, certainty and
clarity should be the watchwords to guide the Government’s
thinking in this Parliament.

Building on this, and to support the Government’s productivity
agenda, we also outline some policy options that we believe
would ensure that the UK CT regime better supports
productive investment and innovation in the economy.
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1. A country’s Corporation Tax (CT)
regime is a critical foundation of a
modern economy; it is vital to get it right

The CT regime is not enough in and of itself to deliver
a tax environment that can support sustainable growth.
This explains the CBI's rationale in calling for a
‘Comprehensive Business Tax Roadmap’ to ensure
the full range of taxes affecting business support
investment and innovation.

But a government’s approach to CT sends a critical
signal on the degree to which that country is open for
business and its overall attractiveness. This is
particularly the case in a global economy such as the
UK’s. Furthermore, given that the incidence or costs of
CT ultimately falls on shareholders, employees and
consumers, the challenge is to find an approach that
secures tax revenue from company profits with as
limited an impact on wider economic activity as
possible.

The UK Government recognised this in the last
Parliament with welcome reforms, including the
reductions in the headline rate of CT
Conversations with businesses of all sizes, from a
range of sectors, up and down the country, have made
it clear that the Government can take some pride in its
record on CT to date. The Coalition Government’s
announcement of a Corporate Tax Roadmap in 2010
was an innovative way of clearly setting the agenda on
CT and a welcome step-change in tax policymaking.
Furthermore, a May 2015 survey of tax directors saw
92% of respondents agree that the Coalition
Government had been successful in making progress
towards creating “the most competitive corporate tax
regime in the G20".1

Staggered reductions in the headline CT rate to the
joint lowest in the G20 — alongside broader reforms —
played a key role in attracting and retaining economic
activity in the UK. The number of companies looking to
move out of the UK has dropped from 8% in 2012 to
just 1% in 2014.2 Meanwhile, in 2014 the UK was the
leading destination in Europe both for Foreign Direct
Investment (FDI) overall and FDI in Research &
Development (R&D).2

In addition, evidence shows that the phased
reductions to date have stimulated business
investment, a critical component in the UK’s recovery
since the financial crisis. Analysis from the Oxford
University Centre for Business Taxation estimates that
the reductions in the headline CT rates to date will

boost business investment by £11 billion. * This
investment will, in turn, feed through to wages and
consumption in the economy meaning higher tax
revenues elsewhere.

Broader reforms to the CT regime have helped
to encourage investment and innovation

In addition to headline rates, effective tax rates (or the
actual tax liability which a business pays) and the
overall rules of the CT regime also have an impact on
investment decisions. They influence businesses’
appetite to engage in activities with positive spill-over
benefits to the wider economy, such as developing
new innovations. In that context the introduction of the
Patent Box together with the ‘Above-the-Line’ R&D
Expenditure Credit (RDEC) were welcome as potent
incentives to support innovation.

The 2010 Roadmap also brought reforms to Controlled
Foreign Company (CFC) rules, introduced in Finance
Act 2012. These rules — which deal with the taxation of
income arising in overseas subsidiaries of UK groups
— helped cement the UK as the hub of choice for global
companies while ensuring fair protections for the UK'’s
tax base.

2. Stability, certainty and clarity must be
the watchwords for the CT regime

The Coalition Government was clear in its 2010
Roadmap that “a stable tax systemis vital to business”.
Any tax regime has to have stability as one of its first
principles, recognising that business location
decisions require long term clarity on the direction and
nature of the CT regime.

Businesses’ calls for stability in tax in the UK at present
also reflect that they are generally positive about the
current structure of the UK’s CT regime. Therefore, the
Government should ensure it locks in the gains from
the last Parliament through its 2016 Business Tax
Roadmap.

These watchwords must be preserved in the
implementation of OECD recommendations
on international tax reform

The CBI has been a consistent supporter of the OECD
Base Erosion and Profit Shifting (BEPS) project.
These reforms have the potential to update
international tax rules to ensure that CT is paid in the
locations where the related economic activity occurs.
As we outlined in our paper on international taxation,
trust is a key foundation of any successful tax regime,
and the emphasis on reducing tax avoidance and
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double taxation to underpin trust in the regime is one
which we support.

Nonetheless, with recommendations spanning a wide
range of activities, the UK Government must continue
its clear dialogue with business on both the content
and timescales behind the implementation of reforms.
It is important that the UK Government does not go
beyond the recommendations of the BEPS project to
introduce reforms that may hamper the UK’s ability to
attract investment. This will ensure that the
implementation of reform is done in such a way that it
supports the key objective behind this paper —a CT
regime that can support the drivers of sustainable
growth.

Stability, certainty and clarity must also be
applied in sector-specific taxation

In 2011, the Coalition Government took a judgement
to introduce a Supplementary Charge for oil and gas,
which led to a drop off in investment and an increase
in decommissioning in the UK Continental Shelf. This
came alongside significant other external pressures on
investment in a maturing oil basin.

The Government’s actions since — through the
introduction of a roadmap on the fiscal regime for oil
and gas — are a welcome step forward. These actions
provided clarity on policy objectives, certainty on the
measures it wishes to undertake, and stability in
setting out when these will occur over a particular
timescale.

It is this same focus which is required in another critical
sector of our economy — financial services — where the
key principles of stability, certainty and clarity have not
always been evident in recent years (see Exhibit 1).

In the Summer Budget the Chancellor announced
phased reductions in the Bank Levy rate over the
Parliament and introduced a new 8% CT surcharge on
the banking sector, on the grounds that “banks and
building societies should make an additional
contribution to reflect their unique risks”. However, this
“additional contribution” has been decided at a time
when macroprudential policy interventions (e.g. higher
capital ratios) have and will continue to play the
primary role in mitigating risk in the banking sector.

This suggests that both the Bank Levy and CT
surcharge may be driven more by the challenges of
clearing the deficit. In light of this, we would urge a
review of the timeframe over which the Bank Levy can
be removed, including bringing forward to the current
parliament — by the end of which the public finances

are forecast to be in surplus — the effective date for the
change in tax base to charge only UK liabilities. We
would additionally welcome an indication from the
Chancellor that the surcharge should be seen as a
temporary counterbalance to historically low
Corporation Tax receipts from the banking sector. This
would pave the way for the Surcharge to be reduced
and subsequently removed as this corrects and as the
public finances improve.

Providing this clarity is essential to an industry which
has felt a large increase in successive regulation and
taxation in recent years. The sector needs to know the
future direction of travel in the UK, not least so it can
continue to focus on lending to households and
businesses while investing in productive innovations
that can cement the UK as a FinTech leader.

EXHIBIT 1: THE TAX ENVIRONMENT FOR
FINANCIAL SERVICES HAS SEEN SIGNIFICANT
CHANGE

Stability? — The CBI has always been clear that banks
must make a fair contribution to deficit reduction. But in
addition to the Bank Levy, a broader range of financial
services firms will now unexpectedly see their aggregate
tax burden sharply increase with the introduction of an
8% surcharge in the Summer Budget.

Certainty? — The Bank Levy saw nine increases in total
in the last Parliament, before the Government clarified
its position in the Summer Budget.

Clarity? — The successive changes in the Bank Levy
created a lack of clarity as to the objective of the Levy -
was it to reduce risk, or was it to raise revenue? The
Government's move in Autumn Statement 2014 to
restrict the amount of losses which banks can carry

forward to deduct from their profits sets a worrying

precedent for bringing tax revenues forward in time. It
also challenges the accepted treatment of losses as tax
deductible in the CT regime more generally.




Race to the Top: developing a Corporation Tax regime to support sustainable growth

3. The overall goal must remain a CT
regime that can support the drivers of
sustainable growth: investment and
innovation

While promoting stability, certainty and clarity is
essential to the workability of a CT regime, this does
not in itself answer the question of how the tax system
can support broader economic objectives. CT receipts
count alongside all other taxation in funding critical
public services. But the overall CT regime also plays a
critical part in galvanizing the private sector’s ability to
invest and develop new innovations.

Notwithstanding the positive changes to CT in the last
Parliament, this section outlines further policy options
for the Government to enhance our CT regime and
boost the twin drivers of sustainable growth:
investment and innovation.

The CT regime can drive business investment
by reducing the cost of capital

Investment is a key ingredient to sustainable growth as
it involves building on current success to expand
capacity further in future — whether in physical,
creative, or financial assets. Encouragingly, business
investment has made a major contribution to growth in
the UK in recent years, with CBI surveys showing that
investment intentions remain solid.

Undoubtedly, the UK’s position on investment in
‘intangible’ assets in particular — such as software,
training, and brand — is strong. But the UK still falls
down on physical investment when compared to
international peers. While fixed capital investment
accounted for around 16% of UK GDP between 2010
and 2014, the corresponding figure was 20% in other
developed countries. A stronger contribution from
physical investment is central to improvements to our
infrastructure, where the private sector is required to
deliver the lion’s share of the UK’s £466 billion pipeline
in the Government’s National Infrastructure Plan.

The tax system plays an important role in stimulating
this business investment. The tax deductibility of
corporate interest helps companies with ambitious
investment plans (especially in the infrastructure
sector) to attract the long-term debt finance which is
needed to fund capital projects. In addition, the ability
to deduct a portion of the significant expenditure
incurred in projects from a business’s tax liability
through capital allowances can help to lower the cost
of capital, making investments more viable. Research
by Bond and Xing find ‘very robust evidence’ that more

generous capital allowances for equipment in
particular can help to tip investment decisions over the
line.® Furthermore, Figure 1 shows a positive link
between the ‘present value’ or worth of capital
allowances and investment as a proportion of GDP in
G7 countries.

Figure 1: More generous capital allowances drive
higher investment in the economy
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Figure 1 also makes clear that the UK falls down on
these structural incentives to support capital
investment. The introduction of a permanently
enhanced Annual Investment Allowance at Summer
Budget 2015 was therefore welcome and is one
example of a valuable step that will drive investment
by small and medium-sized firms in particular. But the
UK still has the lowest present value of capital
allowances in the G20. CBI analysis suggests that if
the UK were to raise its capital allowance regime in line
with the G7 average, then the investment share of
GDP could be raised from 14.7% to 18%.

From conversations with CBI members, businesses
are supportive of the structure of capital allowances
that already exist. But they are concerned that the UK’s
lack of international competitiveness here will only be
exacerbated as investment conditions abroad -
particularly in the euro area - start to normalise.
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Further steps to drive business investment

Businesses have also suggested a number of ways in
which the capital allowances regime could be
improved to ensure that the incentives in place have
maximum impact, as set out above.

Tax incentives for R&D and innovation benefit
the wider economy

In the CBI's innovation position paper, we highlighted
that tax incentives for R&D play a critical role in
stimulating business innovation. They recognise that
the benefits of business innovation are not only limited
to the innovating businesses, but to the wider economy

and society. International evidence also confirms their
potency. Bloom et al, for instance, found that tax
incentives for R&D in the United States led to
significant additional R&D expenditure.®

Businesses are clear that the current R&D tax credit
schemes are an essential part of the wider innovation
ecosystem that makes the UK an attractive place to
invest. This is particularly since the introduction of the
‘Above-the-Line’ R&D Expenditure Credit (RDEC),
which is recognized in pre-tax (“above the line”) profits,
meaning even loss-making companies stand to
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benefit. Furthermore, CBI members of all sizes confirm
that the attractiveness of the UK’s CT regime is a key
consideration for international corporations when
deciding where to locate their R&D and innovation
activity. Here, the Patent Box has played a key role in
driving Foreign Direct Investment while supporting
jobs and investment by domestic firms.

As the latest figures from HMRC on R&D tax credits
attest, these are tax incentives which are proving
critical to regional growth, with a significant number of
claims coming from SMEs and large firms outside of
London and the South East.” Furthermore, recent
research suggests that choosing whether to support
innovation by domestic firms or attracting mobile

Further steps to drive innovation

income stemming from innovation by foreign-owned
companies is not a zero sum game. Crescenzi et al
show that investments by foreign owned corporations
boost the innovation capacity of domestic firms
operating in the same sector.®

But the UK remains in a competitive marketplace for
such innovative activity, with countries responding to
the conclusion of the OECD BEPS process by
assessing their existing incentives. For instance,
Ireland has announced plans to introduce a
‘knowledge box’ at 6.25% while other European
regimes operate a broader definition of qualifying
assets within their innovation or IP boxes, including
copyrighted software. The UK also risks falling behind
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other international peers such as the United States
who recognise that ‘proof of market’ activity is the key
mechanism that helps translate ideas into products.
Given these moves, it is vital that the UK looks to
remain an attractive environment for innovation in this
Parliament, particularly given the imperative that we
boost our productivity score.

Finally, the policy options listed also recognise that it
is smaller and medium-sized firms who will require the
most assistance with the costs behind innovative
investments, which are inherently high risk-high return
in their nature. Recent CBI work highlights just how
critical these firms are to the UK economy — particularly
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