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Foreword
by Brendan Barber, TUC General Secretary

Few issues can be more important to a modern democracy than the integrity of its
tax system. The Budget is a highlight of the political year because it is the point at
which Parliament allows government to continue. Without money, there could be
no state and no society.
It is deeply troubling, therefore, to discover that the tax system is being increasingly
undermined by the practice of tax avoidance. The sheer extent of money lost to these
practices must add to the growing sense that a small group of wealthy individuals
and organisations are operating beyond the normal rules of society that the rest of
us believe to be fundamental to a fair and civilised life.
Tax avoidance is also having an impact on current Government policy. Gordon
Brown, quite rightly, dedicated himself to keeping public borrowing to sustainable
levels. As he edges dangerously close to being beyond that level, he is straining every
administrative muscle to limit the growth in public spending. But this struggle is
cast in a totally new light when one becomes aware that such large amounts are
lost in tax every year to avoidance activities. In short, tax avoidance is now having
a very direct impact on the resources spent on public services in the UK.
But we must be clear this is not just about public services. This is also about tax
fairness. Not only is it the wealthiest who benefit most from exploitation of reliefs
and loopholes in the tax system but the lost cash means there is less freedom for a
Chancellor to create a fairer system for those who earn less. It is particularly striking
that half of the amount lost to avoidance would be enough to raise the point at
which the higher rate of tax starts by £10,000 of salary. Indeed, it may be middleincome earners who have a right to feel most aggrieved. You do not have to agree
with our support for more resources for public services to agree that the tax system
is unfair and needs reform.
This is of course only one symptom of a wider problem of growing inequality. Tax
avoidance by the wealthy has become a huge problem because incomes for those at
the top have grown more than for those in the middle.
This is the first TUC Touchstone pamphlet. Touchstones are designed to stimulate
debate not just within unions but throughout society. Unions are pragmatic practical
organisations who do not always do enough to intervene in the nation’s intellectual
life. Thanks to Richard Murphy, this pamphlet should get this process off to a
cracking start by starting a serious national debate about the integrity of the tax
system and what it means for public spending and fairness in Britain.
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The result of the calculations
set out in this report reveal
that the amount of tax lost
to avoidance and planning
is a number bigger than
most might ever imagine.
£25 billion annually is lost
from tax avoidance.
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Executive summary

This report achieves what many have claimed impossible: it calculates the tax lost to
the UK Government from tax avoidance and from tax planning by the very wealthy.
Tax avoidance is the process of getting round taxation law without actually breaking
it. Tax planning is the use of the opportunities Parliament has provided to citizens
to reduce their tax rate.
The result of the calculations set out in this report reveal that the amount of tax lost
to avoidance and planning is a number bigger than most might ever imagine. It is
estimated here that £25 billion annually is lost from tax avoidance. This is made up
of £13 billion p.a. from tax avoidance by individuals and £12 billion p.a. from the 700
largest corporations.
Estimating these figures involved an original detailed analysis of several sets of
Government data and further analysis of 344 sets of accounts published by the UK’s
fifty largest companies covering a seven-year period.
It is estimated that an additional £8 billion p.a. is lost to public funds from tax
planning by the wealthiest members of the UK community, i.e. those earning over
£100,000 p.a.
The result of this is that the UK tax system is not nearly as progressive as Parliament
intended and as social justice requires. In addition, public funds are more scarce
than they may otherwise be and certainly more scarce than Parliament would have
intended when agreeing tax rates. It is notable that the Government is currently
seeking to rein in the annual growth in public spending by 30 billion pounds through
an “efficiency programme”. Given this figure is not far in excess of the current income
lost to tax avoidance and is actually less than that lost to avoidance and planning
combined, this report raises serious questions about the price now being paid by
public services as a result of this activity.
In the case of individuals, tax avoidance usually takes the following forms:
•

shifting income from the person who should really pay tax to someone else;

•

moving transactions out of the UK

•

changing the nature of transactions, in particular so that income
is subject to Capital Gains Tax rather than income tax

•

abusing the law on limited companies.
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Companies have more opportunity than individuals to avoid and plan for tax. This
is, in particular, because they operate internationally, opening avenues for tax
planning and avoidance between territories that no individual can exploit. This is
why the rate of tax lost to corporate tax planning and avoidance is found to be
greater as a proportion of tax actually paid than that for individuals. This report
bases its findings on new and original research of the fifty largest companies in the
UK and shows that:
•

The fifty largest companies almost always pay 5% less tax on average than they
declare in their accounts.

•

The average tax rate paid by these companies fell by more than 0.5% a year over
a seven-year period to 2006, even though the UK tax rate for these companies
was constant throughout that time – as a result, the de facto corporation tax rate
for UK companies in 2006 was 22.5% when the actual rate agreed by Parliament
was 30%.

•

This means that when the new higher corporation tax rate for smaller companies
reaches 22% by 2011 (as announced in the 2007 Budget), small companies are
likely to be paying a higher proportion of tax on their profits than the fifty
largest companies on current trends.

•

If this de facto tax rate was the official tax rate it would place the UK 16th in
a table of corporation tax rates for the EU 25 with France the highest and
Malta the lowest – it would also mean that the UK had the lowest corporation
tax rate of the Western European economies with the exception of Ireland.

•

By the end of 2006, the cumulative tax savings recorded in the accounts
of the fifty largest companies was £47 billion; this actually exceeded the total
tax paid by all companies in 2006 by some £2 billion.

These figures strongly suggest that the regular complaints from the business
community about the burden of tax they endure in the UK should be treated with
a high degree of scepticism.
The facts relating to tax avoidance and tax planning make it clear that this deliberate
behaviour is imposing a substantial cost on UK society, and on those taxpayers who
seek to comply with the spirit and letter of UK tax law. Knowing this is not enough
though. This report offers a series of practical solutions to address the problems
identified.
Fundamentally, the current Government approach of plugging loopholes in tax
legislation is inadequate. The Government must assert its right to collect and expend
taxation revenues in pursuit of its democratic mandate. This has been lacking and
it is now time for the Government to change the terms of this debate if it is to
secure the full tax revenue that Parliament expects it to secure when tax rates
and arrangements are agreed by MPs and Lords.
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To this end, the following actions are suggested as a spur to public debate on how
the Government and Parliament should react:
1. introduce a new law called a ‘general anti-avoidance principle’ that treats all tax
avoidance as unacceptable and therefore open to challenge
2. stopping the current round of HM Revenue & Customs staff cuts so that adequate
resources are available to tackle the issues this report raises
3. abolishing the domicile rule
4. abolishing unnecessary tax reliefs enjoyed primarily by the wealthiest individuals
5. making it much harder to abuse Capital Gains Tax by shifting the ownership of
assets prior to their sale
6. applying income tax to all capital gains on assets held for less than a year
7. reforming the tax relief for charities to stop abuse, increase the income of charities
and to cut their administrative burden
8. introducing an additional tax charge on investment income above a set limit so
that it is taxed at rates similar to those applied to earned income when National
Insurance is taken into account
9. the introduction of a minimum rate of tax to be paid on the income of those
earning more than £100,000 a year to ensure that they do not unduly benefit
from tax reliefs and allowances that society cannot afford to provide to them
10. engage more actively internationally in tackling abuse promoted through tax
havens
11. redesign the way small limited companies work to reduce the risk of tax abuse
12. increase cooperation on taxation internationally to ensure companies are held to
account for where and how they operate and are required to act as good
corporate citizens, including in the payment of their dues to society as a whole.
These proposals could at least halve the cost of tax avoidance and tax planning to
the ordinary people of the UK. And as the report shows, the potential benefits of that
are significant:
•

Half of the total amount lost to tax avoidance could raise the level at which the
higher rate tax rate is paid by £10,000, offering significant financial relief to those
on middle incomes.

•

Alternatively, the same amount would pay for a 20% increase in the state pension
or could reduce the basic rate of income tax by 3p in the pound or could build an
extra fifty hospitals.

•

As little as one quarter of the total tax income lost to avoidance activities would
be enough to provide five-and-a-half million public service staff, who are currently
facing the prospect of a real terms pay cut, with a pay settlement equivalent to
the rise in average earnings across the economy in 2007.
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This pamphlet has three
objectives:
– to show that the Government
is not collecting all the tax
that is due to public funds
– to make clear that action can
be taken if the appropriate
political will is present
– to make the case for exercising
that political will.
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What this pamphlet
seeks to do

This pamphlet has three objectives.
The first is to show that the UK Government is not collecting all the tax that is due to
public funds, and to provide an estimate of what amount of tax is being lost.
The second is to make clear that action can be taken to address the problem if the
appropriate political will is present.
The third is to make the case for exercising that political will.
To do this the report looks at what tax evasion, avoidance and planning are. It then
concentrates on the areas where there is greatest debate, which are those that relate
to tax avoidance and tax planning. Since tax evasion is illegal there is a consistency of
approach to it across the political divide which means that it is not addressed here.
Having defined tax avoidance and tax planning as its areas of concern the report then
considers:
1. how these activities are undertaken
2. what these activities cost public funds
3. what can be done to tackle them
4. what the benefits of this action might be
5. why the arguments that nothing should be done about tax avoidance and
planning are wrong.
Technical terms are avoided as far as possible or, where necessary, are defined in the
text. However, a full glossary of tax terms is available at the end of the pamphlet to
aid understanding.
In addition, a great deal of technical analysis has been undertaken to inform the figures
of tax lost to avoidance that are quoted in this pamphlet. Much of this technical
analysis is either of little interest to most readers of the pamphlet or will exceed their
understanding of tax matters. For these reasons, relatively short and straightforward
accounts of the analysis behind the figures for different types of tax avoidance are
presented here. For those who are interested to see the detailed analysis, this can be
found in a series of technical appendices at www.tuc.org.uk/touchstonepamphlets.
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What are tax evasion,
avoidance and planning?

Together tax evasion, avoidance and planning create what is called the ‘tax gap’.
This is the difference between the tax that might be expected to be paid given the
tax system that is in operation and the tax that is actually collected.
To understand the tax gap the terms tax evasion, tax avoidance and tax planning
must be defined. Another term, tax compliance, has also to be introduced because it
suggests that a better option is available.
Tax evasion is an illegal activity undertaken to reduce a person or company’s tax bill.
It might be, for example, that the person or company:
a.

fails to declare all or part of their income;

b. makes a claim to deduct an expense from their taxable income that they did not
incur or which they were not entitled to deduct;
c. submits a tax return that appears to be legal but only because relevant facts are
not disclosed to the tax authorities.
Tax compliance is at the other end of the spectrum from tax evasion. In straightforward
terms tax compliance is seeking to comply with the law. When a person or company
seeks to be tax compliant they do the following:
a.

positively seek to comply with tax law in all the countries in which they operate

b. make full disclosure of all relevant information on all their tax claims
c. seek to pay the right amount of tax required by law (but no more) at the right
time and in the right place
d. ensure that the tax submissions they make reflect the real transactions that they
undertake. For example, tax avoidance can often involve setting up special
companies, very often offshore. These companies might claim to own patents,
copyrights or other valuable assets for which they can charge, but in reality
the inventions, music, film rights or other products which those companies owned
were not really developed by them and were not developed in the place where
the income is received. If the tax payer was tax compliant they would not set up
special companies for this purpose, and they would ensure that the income was
taxed in the place where the asset that gives rise to it was created.
This activity attracts remarkably little attention, but on all available evidence most
people and most companies do practice it, and by choice1.
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Tax planning is the way in which a person manages their tax affairs when they are
tax compliant. It is the process of making those claims allowed for in law openly
and transparently so that the right amount of tax as required by law, and no more, is
paid in the right place at the right time and that these reflect the economic reality
of the economic transactions they have undertaken. In most circumstances this
activity is entirely acceptable. Indeed it would be odd for individuals or corporations
to volunteer to pay more tax than Parliament intended. This report will, however,
suggest one area where reconsideration of tax planning is necessary.
Tax avoidance is the grey area between tax compliance and tax evasion. In
straightforward terms tax avoidance is trying to get round the law without breaking it.
When tax avoiding, a company seeks to ensure that one of the following happens:
a.

Less tax is paid than might be required by a reasonable interpretation of the law
of a country.

b. Tax is paid on profits declared in a country which does not appear to be that in
which they were earned.
c. Tax is paid later than the profits to which it relates were earned.
d. Tax is paid by a person who did not really generate the income that they declare.
For example, income is quite often switched between members of a family to
ensure it is declared by the person with the lowest tax rate even though the
family member in question did not really earn the income in question.
Those who avoid tax rarely talk about tax compliance. They only wish to draw a
distinction between tax evasion and tax avoidance. The former, as they are keen
to say, is illegal. In that case they draw the conclusion that tax avoidance, since it is
legal, is acceptable.
However, this position is unacceptable to many. As Denis Healey, Labour’s
Chancellor of the Exchequer in the 1970s, said: “The difference between tax
avoidance and tax evasion is the thickness of a prison wall”2. His point was
serious. Far from the difference between tax avoidance and tax evasion being easy
to spot, he was making the point that it is often very difficult to tell on which
side of the fine dividing line between tax evasion and tax avoidance a person
is walking when undertaking what they claim is tax avoidance activity. Very often
the only way of knowing is by being challenged, with the risk that illegality is
proved. This makes clear how morally questionable is the pursuit of tax avoidance.
It is for this reason that Professor David Ulph, formerly of HM Revenue & Customs,
has sought to distinguish tax avoidance from tax planning. To do so, he has said
that tax planning happens when a taxpayer adjusts their real social, economic or
organisational affairs to obtain the “best outcome” in response to the tax system.
In contrast, tax avoidance happens when a taxpayer uses artificial or contrived
methods of adjusting their social, economic or organisational affairs to reduce their
tax liability in accordance with the law while not affecting the economic substance
of the transactions3.
This definition makes clear that tax avoidance is artificial.The purpose of tax avoidance
is to obtain tax relief no matter what the circumstances of the transaction that gave
rise to the tax. Tax planning, on the other hand, is obtaining tax relief for something
you would be doing anyway, or which the Government wishes to encourage. This puts
tax planning firmly within the domain of tax compliance.
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The distinction is important. No one has an obligation to pay more tax than is
required by law. On the other hand everyone should be expected to pay the tax
that the law requires of them.
In short, both compliance and avoidance can claim to be legal, but only tax
compliance can justify that claim with certainty. Tax avoidance relies on the
existence of doubt for its validity.
The practices referred to in this report fall largely in the area of tax avoidance, and
detail ways in which individuals and companies seek to minimise their tax bills by
working around the law.
Because tax evasion is always unacceptable it is little addressed in this report. The
issue is being actively addressed by HM Revenue & Customs with cross party political
support.
Although tax planning is a form of compliance, it is addressed in this pamphlet for
different reasons. An effective tax system is also an equitable tax system. That is
because inequity encourages tax evasion and tax systems that suffer serious tax
evasion cannot be considered effective. Equity in tax systems is normally measured
in two ways.
The first is by considering the horizontal equity of the tax system which assesses
whether those on similar income pay similar tax. The second measure is that of
vertical equity, which means that those with higher income pay proportionately more
tax. These equitable principles are considered paramount in a just tax system. When
tax planning undermines these principles it too has to be the subject of consideration.
This report suggests that is the case in the UK tax system. In particular, it identifies
the fact that those earning over £100,000 are able to make a disproportionately
greater and lucrative use of tax planning than those on lower incomes. In particular,
those on these higher incomes who control their own businesses have more scope to
plan their tax than those who pay tax primarily through PAYE.
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How is tax avoided?

The ways in which tax is avoided differ slightly for companies and individuals. They
do, however, have many techniques in common. They seek to secure reduced tax
payments by:
1. changing the identity of the person undertaking a transaction
2. changing the location of a transaction
3. changing the nature of a transaction so that it appears to be something different
from what it actually is
4. delaying recognition of a transaction
5. obscuring the information available on a transaction.
Examples of each, in turn, include the following:
1. putting a transaction that an individual might undertake into the name of
their partner or children or alternatively into a company or trust, or in the case of
a company choosing to create a separate subsidiary that enjoys a tax advantage
in a group of companies
2. relocating a transaction to a tax haven
3. paying the income of a director of a company as a share dividend rather than as
a salary so that National Insurance is not paid
4. using accounting rules to ensure that tax is delayed to a later set of accounts
5. undertaking a transaction in a location where accounting or taxation information
is not exchanged with other tax authorities so that an enquiry cannot be made
by another country wishing to obtain details of tax owed. Many tax havens have
this characteristic.
What is clear is that companies and individuals can pursue these objectives in different
ways. In addition, the data available to assess their success in doing so within the UK
differs as to source and quality. As such, companies and individuals will be considered
separately in the discussions that follow.
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How do companies avoid tax?
Companies avoid tax by letting tax influence their decisions on:
1. where to incorporate their head office
2. where to incorporate their subsidiary companies
3. whether to use tax havens or not
4. what companies it will, or will not include in its group structure (which means
which ones are added into the ‘glossy’ accounts, and which ones are not)
5. on what terms it will trade between group companies i.e. whether it will price
intra-group transactions on genuine arms length terms, or not (see the glossary
for the definition of ‘arms length pricing’)
6. where it will record its sales
7. where it will incur its costs
8. where it will locate its assets
9. where it will employ its staff
10. where it will borrow money
11. where it will locate its intellectual property
12. how it will structure its operations
13. whether it will seek to exploit special tax privileges.
All of these decisions relate to corporation tax. Opportunities to manage other taxes
such as VAT and stamp duty also exist. These include:
1. where to locate transactions for VAT purposes to change the VAT rate charged on
them. For example, many internet retailers are currently supplying goods from
the Channel Islands to avoid UK VAT
2. whether to buy commercial property located in the UK through UK companies
or through offshore subsidiaries: the latter avoid stamp duty
3. whether to pay staff as employees or contractors: by paying staff as contractors,
employer’s National Insurance obligations are avoided.

What do individuals do to avoid tax?
Individuals can seek to avoid a wide range of taxes, including:
1. income taxes
2. National Insurance Contributions
3. Value Added Tax (VAT)
4. Capital Gains Taxes
5. inheritance taxes
12

6. duties and other charges such as those on imports
7. environmental taxes
8. taxes from countries other than their own.
Given this wide range of taxes, and because the actions an individual takes to avoid
one tax often have an impact on the amount of another tax they pay, this area is
especially complex and the variety of mechanisms used are enormous. The following
generalisations are possible, however:
1. Those who have to live off their incomes don’t avoid taxes to any significant
degree. There are three good reasons:
•

They don’t have sufficiently large tax bills to justify avoiding them.

•
		

They cannot afford to pay the costs associated with tax avoidance, usually
charged by lawyers or accountants.

•
		
		

Tax avoidance usually requires the person undertaking it to have income in
excess of their current needs: by definition this excludes most people from
the activity.

2. These reasons also mean that the wealthiest are able to avoid taxes but they also
have two further advantages.
•
		
		

The wealthiest members of society are the most mobile. This assists tax
avoidance which might require people to move internationally to achieve
their aims.

•
		
		

Capital is transient in its location, and easy to relocate. People find it much
harder to move. Capital is owned by the wealthiest members of society.
They can therefore tax avoid more easily.

3. The self-employed have more opportunities for tax avoidance than those who
are employed.
•
		
		
		
		

The income of employed people is subject to tax at source i.e. before the
tax payer receives payment under the UK’s PAYE system. This means that
the scope for tax avoidance is considerably reduced for those who are
in employment and any avoidance is undertaken with regard to their
investment income.

•
		
		
		
		
		
		
		
		
		
		

In contrast, self-employed people or those who run their own companies pay
tax on their profits. This provides them with a great many opportunities
to tax avoid in the process of calculating both their income and what
expenses might be offset against it. As a result, they can tax avoid on the
whole of their income, whether resulting from their own efforts or from
investment sources. As such, at least some of the opportunities for
avoidance already noted for companies may also be available to the
self-employed, although since many of those opportunities have an
international dimension and most self-employed people only work in the
UK the scope for the legitimate use of those arrangements is smaller for
the self-employed.
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4. Those with international links often have greatest opportunity to plan their tax
affairs.
•
		

If a person is resident in more than one country it provides them with an
opportunity to choose under which country’s rules they will be taxed.

•
		

If a person has family in more than one country it might provide opportunity
to divert income to lower tax territories.

•
		
		

As soon as more than one country is involved in any tax situation it
becomes harder to obtain information to determine whether abuse is taking
place or not.

•
		
		
		

Those who are employed in more than one country can split their income
to ensure that part at least is subject to lower rates of tax. This is
commonplace amongst internationally mobile people such as many
business executives.

•
		
		

The opportunity to flee is the ultimate way to avoid tax, especially as
countries rarely cooperate effectively in collecting tax debts due to
each other.
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The cost of tax avoidance

Estimating the cost of tax avoidance is by definition difficult: it is always hard to put
a number on what is not there. This means a number of techniques and estimates
have to be used to assess tax not collected.

What is the tax loss from individuals?
This figure has to be split into two parts. The first is the cost of tax planning.
As has already been noted, tax planning is the process of claiming allowances and reliefs
that the Government intended tax payers should claim; for example, to encourage
investment. This is in general tax compliant behaviour. It is also, in general, activity
which should be encouraged. The exception is if it does mean that the principles of
horizontal or vertical equity are breached.
A second reason for considering this issue is that since tax avoidance is, in many cases,
the claiming of allowances and reliefs in circumstances that the Government had not
envisaged, the dividing line between tax planning and tax avoidance may need to
be revisited to ensure that it is appropriately drawn in an equitable tax system. As a
result, a cost of tax planning has to be calculated.
The second figure to be considered is that for the loss arising from tax avoidance; this is
harder to calculate.This is because even though tax avoidance is anti-social, and is frequently
subject to attack from HMRC, it is a legal activity. This means that a tax return that includes
a successful tax avoidance activity i.e. one which is not legally challenged, is accepted
as correctly stating a person’s or company’s income. As such the tax lost is not recorded,
and nor is the income that was removed from tax as a result. Tangential measures have,
therefore to be used to measure the effect of tax avoidance. These will be used in the
first instance to consider tax paid by individuals. Companies will be considered after that.

Tax planning by individuals*
Tax planning is normally an acceptable activity. It is the process of claiming the
allowances provided by Parliament for a person to claim if they meet the necessary
qualification requirement. For example, an age allowance for income tax is due to a
person if they are above a specified age and have income of less than a set amount.
Claiming that allowance is consistent with the principles of tax compliance.
* This is a summary of a more detailed technical analysis which can
be found in Technical Appendix 1 at www.tuc.org.uk/touchstonepamphlets.
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This is also true for expense claims and reliefs that are provided for in tax law and
which are deliberately made available to encourage certain sorts of behaviour. The most
obvious (and most common) example is claiming tax relief on making a payment into
a pension plan. Such payments can be, within set limits, used as a relief to reduce a
person’s taxable income so that they only pay tax on their income after the offset of the
pension payment. The Government provides this relief to encourage saving. Of course
there can be debate about whether these reliefs are appropriate. For example, some
question whether tax relief on pensions should be limited to the basic rate of income
tax. But these debates are outside the scope of this pamphlet.
Tax planning can, however, create a problem when the allowances and reliefs which
have been provided for in law are used by individuals purely to lighten their tax
burden rather than undertake the behaviour that Parliament sought to encourage.
Such activity also tends to reduce the vertical equity of the tax system, meaning
that the underlying principle that those with higher income should pay more tax
as a proportion of that income is undermined. In these circumstances, the value of
the reliefs and allowances claimed means that their percentage tax rate is either the
same or less than those on lower incomes.
The research undertaken for this pamphlet assesses whether tax planning results
in this outcome in the UK and finds that it does. It finds that those who earn less
than £30,000 a year on average reduce their income by no more than 4% (£1,200)
by claiming reliefs and allowances, and that in most cases this relates to pension
payments.Those earning £100,000 a year claim on average a 10% deduction (£10,000)
and those earning £1 million a year claim almost a 30% deduction for expenses and
allowances, many in this case relating to interest relief for buy-to-let properties and
other business activities. Once income exceeds £100,000 a year pensions cease to
be the major part of a person’s claim for reliefs; in their place, other elements, largely
related to savings and investment take over.
The result is twofold. First of all, effective tax rates are almost constant on incomes
from just over £50,000, which is almost certainly not the will of Parliament.
Second, most of the benefit of tax incentives for saving and investment goes to
those whom the Government does not need to induce to save: the wealthy. This
group save as a matter of course because they, of all people, are likely to have the
excess of income over their current spending needs that allows them to do so.
In addition, those who receive high salaries have less scope for tax planning than
business owners and the self-employed. For example, high court judges cannot
set up a company to sell their services to the justice system and transfer some of
their income to a non-working spouse.
In absolute terms the value of reliefs granted to the best off in society (those earning
over £100,000 being considered in this category) amount to about £8.4 billion on
the basis of calculations in Technical Appendix 1. This has the result of removing
vertical equity from the tax system and increasing the gap between the richest
and poorest in our society. As such, it is suggested that these reliefs be revised for
this group in society.
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What is the cost of individual tax avoidance?
This figure is best estimated by considering the main techniques that individuals use
to avoid tax. These are as follows.
1. Income is reallocated to a person or entity that has a lower tax rate than the
individual whose activity really generates the income. The people or entities to
whom the income is diverted might be:
a.
b.
c.
		
d.
		

other members of a person’s family e.g. a spouse or child
a trust for the benefit of a person’s family
a company owned by the individual but taxed at lower rates than those they
might enjoy personally
an offshore company or trust (this mainly applies to those not domiciled in
the UK – more explanation of domicile is available in the Glossary).

2. Changing the location of a transaction. This is much easier for those not
domiciled in the UK than for those who are so domiciled. In both cases, however,
the opportunity exists to relocate a transaction out of the UK, if a commercial
justification for doing so can be created.
3. Changing the nature of a transaction so that it appears to be something different
from what it actually is. This is commonplace, the most popular tactics being to:
a.
b.
		
c.
		
d.
		

convert income into capital gains, which are almost always taxed at lower rates
convert earned income into unearned income such as dividends to avoid
National Insurance charges that only apply to earned income
income is paid by way of benefits in kind that are taxed at less than their
full value
split income in small businesses so that VAT registration does not have to
take place.

4. Delaying recognition of a transaction. This is done in all sorts of ways.
For example:
a.
b.
		
		

Businesses seek to delay billing at their year end dates.
Bonuses due for one year are paid in the next tax year, especially when they
are paid in a form that allows at least part to be free from PAYE, so deferring
the tax payment.

5. Obscuring the information available on a transaction. These arrangements are
often the most abusive and suggest a transaction is of a form for which a tax relief
is due when in fact the transaction is designed to achieve a quite different
goal. A recent example is the practice promoted by a firm of tax advisers as a
result of which it is believed that wealthy individuals bought shares in companies
quoted on the Jersey Stock Exchange. After the shares had been purchased the
price of the shares was inflated enormously by a few people undertaking
transactions at a price substantially higher than the price at which most people
had acquired their shares. Having had this higher price established as a benchmark
for valuation purposes the people undertaking tax avoidance then donated their
shares in these companies to charities which had no choice but to accept them.
Such donations of shares are subject to gift aid relief for income tax purposes
meaning that for every £1 of value donated the higher rate tax payer receives
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approximately 23p as a tax refund. If the price originally paid was £1 but the
value at the time of the donation was £1,000 then the loss of the £1 paid for
the shares is irrelevant compared to the £23 tax refund received on each share
gifted. The fact that the charity received shares which were virtually worthless in
reality appeared not to worry the promoters of the scheme.
Schemes of this sort are attacked, frequently, by HM Revenue & Customs.
The costs of any of these arrangements is hard to estimate, and HM Revenue &
Customs can only ever guess at the amounts lost to public funds as the necessary
data inevitably remains unrecorded. Some clues are, however, available. These, with
the resulting estimates made, are as follows.

Income shifting *
Income shifting happens in two ways. Either income is shifted from the person who
really generates it to someone else (that might be, for example, a member of their
family or a company they own) who will pay a lower rate of tax on it than they
would if they declared it on their tax return. Alternatively, income is shifted to try to
change employment income into investment income. This is of benefit, as the UK tax
system stands at present, because income earned from an employment is subject
to National Insurance, which is in some cases almost as much as the income tax
charged, but income from investments escapes all National Insurance charges.
In Technical Appendix 2, detailed calculation is made of the impact of these two
exercises using data published by HM Revenue & Customs. This calculates that
£3.6 billion of income is shifted and maybe £1.3 billion of tax is lost as a result.
Astonishingly, that data, based on tax return information, suggests that half of all
investment income is earned by those in the lower half of the income distribution.
Each would have, on average, investment income of about £1,400. The top half of the
income distribution would earn a little over £8,600 each on average. Some though,
would earn considerably more. The wealth allocation to the two groups would,
though, in total be remarkably alike.
However, this clearly makes no sense. As data on marketable wealth distribution (i.e. total
wealth less the value of domestic properties) shows, wealth in the UK is not distributed in
the way the income tax return data implies. The latest data available from HM Revenue
& Customs4 shows that the top 1% of wealth holders own 21% of all marketable assets,
the top 10% have 53% of marketable assets and the top 50% have 93%. The bottom
half of the profile therefore have 7% between them. There must be an explanation for
the wealth distribution and income distributions shown on tax returns being so markedly
out of line. The only reasonable explanation for this anomaly is that there is significant
income shifting. Non working spouses and, maybe, children must be the recipients of this
apparent largesse.
As a result, and as the analysis shows, the apparent wealth of those with very low
incomes is significantly overstated by tax return declarations and for those on higher
incomes apparent wealth reflected in tax returns is understated. At the very highest
levels of income meaningful data cannot be extrapolated.
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* Go to Technical Appendix 2 at www.tuc.org.uk/touchstonepamphlets.

Calculating a precise sum involved is bound to involve approximation but by
simply assuming that wealth is only reallocated to those with income levels up
to £10,000 (at which point 22% tax is almost always going to be paid, reducing
the attraction of shifting for many) then the likely result is, assuming those shifting
all pay at 40%, that £3.6 billion of income is shifted and maybe £1.3 billion of
tax is lost as a result of this one component of income shifting.
The figure might well be higher in practice for three reasons.
1. The shifting of income from property is not included in these figures but is likely to
be actively undertaken and would explain the apparent high rates of property
income amongst those on low incomes suggested by HMRC tax return data.
Over £1.2 billion of property income is declared by those in the income bands
where income shifting appears to be a significant factor in income declared: the
tax lost might be over £400 million as a result.
2. It is known from Treasury data published in the pre-Budget Report for 2007 that
at least £250 million a year has been lost from income shifting between spouses
within privately owned limited companies5.
3. It is now possible to purchase pensions for non-earning spouses and even children.
The effect cannot be quantified.
The result is that total income shifting is likely to exceed £2 billion per annum before
the impact of shifting income to trusts and companies is taken into account.
The total impact of shifting income from self-employed persons into companies has
been estimated to be up to £1.2 billion per annum 6.
In total, based on this analysis, income tax lost through tax avoidance from income
shifting is likely to be not less than £3.2 billion per annum.

Changing the location of a transaction
The principle tax lost by legitimate tax avoidance due to the relocation of transactions
outside the UK is associated with exploitation of the domicile rule. The most reliable
estimate of total tax lost as a result of the exploitation of this rule by people resident in
the UK is £4.3 million per annum 7. The workings are noted in Technical Appendix 3*.
The Government expects to recover about £500 million a year of this sum using rules
announced in the 2007 pre-Budget Report 8. The loss will remain at £3.8 billion per
annum as a result.

Changing the nature of a transaction
There has always been a strong incentive to recategorise income as a capital gain
within the UK tax system. There are several reasons:
1. After reliefs and allowances the effective tax rates have always tended to be
lower than for income.
2. An additional personal allowance (£9,200 a person in 2007/08 – a figure in itself
much higher than the allowance available for income tax which is £5,225 in the
same year) is available for offset against capital gains, meaning that the amount
of income that can be received tax-free is increased almost three fold if some
can be categorised as gains.

* Go to Technical Appendix 3 at www.tuc.org.uk/touchstonepamphlets.
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3. Capital assets can be gifted tax-free between spouses with no questions asked, so
making them easy to shift to a partner with a lower tax rate, so reducing overall
tax liabilities still further.
There has also been an additional motive for income shifting in the last decade:
Capital Gains Tax liabilities have been settled at a person’s marginal income tax rate
since 1997. In other words, the value of a person’s gains after all allowances has
been added onto their income subject to income tax to then determine the tax rate
payable. In cases where one partner to a marriage has been liable to income tax at
40% and the other has had little or no income tax liability, the incentive to shift
the gain (tax-free) from one spouse to the other to make use of the lower taxed
partner’s reduced liability has been significant, and appears not to have been subject
to challenge from HM Revenue & Customs.
As is the case with much data on the tax system, reliable and comprehensive data
with regard to Capital Gains Tax appears not to have been published since 2004/05.
This is, in itself a worrying trend. Analysis will, as a result, have to be based upon data
for that year.
In 2004/05 total chargeable capital gains declared by individuals in the UK amounted
to £8,733 million9. In addition, trusts declared gains of £1,044 million. Companies do not
pay Capital Gains Tax, their gains being subject to corporation tax as part of their profits.
These gains arose on asset sales totalling £44.4 billion with the gains before indexation
allowances and taper reliefs amounting to £23.2 billion10. The split of the assets
disposed of was as follows*:
Type of asset

Gross proceeds
£’mil

Proportion

Quoted shares on
5,805
London Stock Exchange		

13.1%

Other shares

13,631

30.7%

Other financial assets

5,325

12.0%

Agricultural land

1,808

4.1%

Commercial property

2,584

5.8%

Residential property

10,120

22.8%

Other land
Other assets

954

2.2%

4,135

9.3%

44,362

100.0%

The length of ownership of assets is as important though. 19% of all financial assets
sold and subject to capital gains had been owned for a year or less at the time of
disposal. 16% of all non-financial assets had been owned for a year or less at the time
of disposal11. Total disposal consideration of both groups amounted to £7.8 billion, or
over 17% of all reported gains.
Gains are meant to arise on investments. By definition these are usually meant to be
long-term holdings. Those arising on short-term trades are likely not to have arisen on
investments at all: these are traded assets and the profit should in that case be subject
to income tax. Over £1 billion of chargeable gain was declared on these disposals, a
percentage rate of 13%.This is a relatively low proportion of profit compared to disposals
as a whole, where the average is 52%. Gains of this duration do not attract taper relief,
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* Rounding has taken place on all tables in this pamphlet; as a result totals may vary slightly.

meaning that one of the big advantages of this tax was not secured. However, the
offset of the additional personal allowance for Capital Gains Tax almost certainly was
secured. It is likely that up to £200 million of tax revenue was lost from income tax
as a result of this shift and given that many more such gains will never be reported,
having been kept below the Capital Gains Tax personal allowance limit, the loss is likely
to be much higher in reality. An estimate of £500 million of tax loss is used here. Given
that the reported volume of share sales on the London Stock Exchange by UK-based
individuals in the table noted above appears exceptionally low in proportion to their
estimated volume of holding this appears, if anything, a significant underestimate.
In addition, another trait is apparent in the data. When looking at the taxable income
of those making capital gains a strange pattern emerges12:
Income bracket

Reported gains

Proportion
of gains

£

£’mil

0

1,138

13.0%

2,020

2,227

25.5%

31,400

775

8.9%

50,000

1,108

12.7%

100,000

3,487

39.9%

8,733

100.0%

Extraordinarily 28% of all gains in the UK are made by those with insufficient income
to pay income tax, or who only pay tax at 10% (which was the income bracket of
table income to £2,020 in the year in question). In contrast the 25 million or so basic
rate tax payers13 made just 8.9% of all capital gains.
The total Capital Gains Tax paid in 2004/05 on the net declared gains of £9,777 million
(including trusts) was £2,283 million14. This is an effective rate of 23.4%. 174,000
individuals and 15,000 trusts made disposals in the year15. The allowance in the year
was £8,200 for an individual and half that for a trust, giving total allowances of about
£1,484 million. This would leave chargeable gains at £8,293 million. If it is assumed, as
seems very likely, that all the gains reported by those on the 10% or 0% income tax
rates were in fact reallocated to them from those who should have paid at 40%, and
having allowed for individuals alone £7,306 million of gain should have been taxed on
individuals. Of these 28.8% were taxed at well below the expected rate, and maybe
at no more than 10%. If this proportion had been subject to an additional 30% tax,
as seems likely to have been due, then the additional tax yield would have been £630
million. Almost certainly this sum has been avoided.
The other significant way in which a transaction’s nature is changed is to recategorise
it as investment income rather than as earnings from employment. The motive for
this is simple: investment income is not subject to National Insurance charges and
earnings from employment are. For those in employment this recategorisation is almost
impossible but for those who own their own businesses the process is relatively simple.
All they need do is not pay themselves a salary out of the companies they own in
exchange for the labour that they supply to it. The company is then recorded as making
a higher profit as a consequence and the dividends that they can then pay themselves
as shareholders out of that profit are considered investment income and not earnings
from employment. The result is that National Insurance charges are avoided.
21

Estimating the cost of this behaviour is hard, and one measure for that income shifted
has already been included in the section on that theme, above. An alternative approach
has to be used to estimate the total sum involved and the total National Insurance
Contributions that might be lost as a result of this activity. This has to be undertaken
on the basis of looking at dividend yields received by UK based shareholders.
Total dividend income received by UK taxpayers on 2004/05, the last year for
which such data is available, was £32.6 billion16. The total quoted investments from
which these could have been earned were worth £284 billion, as noted above (£208
billion of shares and £76 billion through unit and investment trusts). The implicit
rate of return is 11.5%. However, the dividend yield from UK quoted companies
is much lower than that, at 3.6%17. At best the return from dividends in the year
should not be higher than just over 5%18, and that assumes a portfolio chosen
solely with dividend payment in mind. A median might be taken for the purposes
of this review at, say 4.3%.
In that case the additional declared dividends arise because of returns on unquoted
shares. The Revenue’s data makes it clear that the dividend figure is for UK source
income, and the tax return allows for this analysis to be undertaken.
If that is the case then dividends from private companies in the UK amount to about
£20.4 billion per annum. Some of these will be genuine dividends i.e. they will be
paid to people who have no involvement with the entity that pays them, bar owning
shares. However, it is thought that there are at least 200,000 19 (and maybe many
more) companies now registered in the UK that are owned and managed by the one
person who also generates all the income of the company who then substantially
rewards themselves by way of payment of a dividend to avoid the payment of National
Insurance Contributions that would arise. Assuming each of these persons has above
average income, because if they do not there is little or no incentive to incorporate
a company (it being easier to be self employed), the likely distribution from each
company might be as high as £50,000 a year, or £10 billion, a sum within the plausible
range. If this whole sum had been subject to the employer’s and employee’s National
Insurance Contributions avoided in each company, the figure lost probably exceeds
£9,000 per annum, or a total of £1.8 billion.

Deferring income
Most accountants are aware that self-employed people, in particular, seek to defer
recognising their income to save tax. Indeed, in 2005 a change in UK accounting rules
that applied mainly to accountants and lawyers forced those two groups, in particular,
to recognise income they had been accustomed to delay with an estimated yield to
the Treasury in the first year of the arrangement of £140 million, expected to rise to
over £380 million after 3 years 20.
Unfortunately there is almost no further data to suggest the cost of this practice to
the Treasury. An estimate cannot, therefore, be made.

Obscuring the nature of transactions
This area has been the focus of much government activity, with a particular emphasis
from 2004. Unfortunately no estimate of expected tax revenues was made when
substantial anti-avoidance rules for tax were introduced for income and corporation
taxes in the 2004 budget. However, when these rules were extended in 2005 the
estimated additional revenue was approximately £850 million a year 21. In 2006 the
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benefit was expected to be about £200 million 22. The Pre-Budget report for 2004
announced measures estimated to be worth £1 billion a year 23. And the 2007 preBudget Report announced further measures expected to collect £500 million a year 24.
The point is simple. There is ongoing abuse of taxation rules. Based on the level of
abuse which is tackled each year, and assuming it takes several years before known
activity is tackled by legislation, it is reasonable to assume that several billion of tax
avoidance is happening each year that has yet to be tackled. For the sake of valuation
this will be modestly assumed to be £3 billion a year.

Summary
This review of tax planning and tax avoidance by individuals has given rise to a range
of estimates of the extent of such activities. It has been assessed that tax planning
by those earning over £100,000 costs public funds £8.4 billion. The findings from
analysis of tax avoidance by individuals can be summarised as follows:
Activity

Sum lost

Income shifting		

£3.2 bn

Changing the location of transactions		

£3.8 bn

Income shifting to capital gains		

£0.5 bn

Capital gains shifting to lower rate tax payers		

£0.6 bn

Tax planning – avoidance of National Insurance on dividends

£1.8 bn

Other tax planning		
Total (excluding companies)

£3.0 bn
£12.9 bn

What is the tax loss from companies? *
A number of definitions of tax unpaid by companies is available25. For the purposes
of this report the most important is the ‘expectation gap’, which is the difference
between the rate of tax set by the government of the country in which the company
operates and the actual rate of tax they pay. This gap is a measure of the difference
between the contribution society expects business to make by way of tax paid, and
what is actually paid. It so happens that throughout the whole period surveyed the
UK corporation tax rate for the companies reviewed was 30%.
This comparison of the headline rate of tax with tax actually paid might seem a crude
measure but in fact numerous academic studies have found that the headline rate
appears to be a major influence on business decision making and that the effective
rate is also of significance26. If, therefore, business takes account of this difference in
making their decisions it is entirely appropriate to do so for other purposes.
In preparing this report, accounting data of the fifty largest companies in the FTSE
100 in July 2007 was reviewed in depth27. That review involved collecting extensive
information on their financial reporting for each of their financial years ending in
2000 to 2006 inclusive (or a shorter period if they were formed after 2000 with no
obvious predecessor, as was true in several cases). This involved three hundred and
forty four sets of accounts in all spread over a seven-year period.

* This is a summary of a more detailed technical analysis which can
be found in Technical Appendix 4 at www.tuc.org.uk/touchstonepamphlets.
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For the companies included in the survey the conventional profit and loss ratios of
tax paid are as follows (with the companies surveyed being listed in the order of their
market worth)*:
Table 1			
Declared tax rate – percentage

2000

2001

2002

2003

2004

2005

%

%

%

%

%

%

2006
%		

Avge.
%

1

Royal Dutch Shell plc

46.9

43.7

44.3

43.2

46.7

40.4

41.0		

43.7

2

BP plc

29.4

38.3

38.5

34.6

34.2

29.7

35.6		

34.3

3

HSBC Holdings plc

22.9

19.7

26.3

24.3

25.6

24.3

23.6		

23.8

4

Vodafone Group plc 		

50.8

-15.9

-15.8

-47.6

-62.5

-44.3

-12.2		

-21.1

5

GlaxoSmithKline plc 		

28.2

29.4

26.5

27.5

27.8

28.5

29.5		

28.2

6

Royal Bank of 		
Scotland Group plc

34.3

36.0

32.7

31.0

31.2

30.0

29.3		

32.0

7

Barclays plc		

27.0

28.0

29.8

28.0

28.0

33.6

27.2		

28.8

8

Anglo American plc 		

26.1

24.7

33.3

27.5

27.6

24.5

27.6		

27.3

9

AstraZeneca plc

33.8

27.0

29.2

27.2

24.7

29.1

29.0		

28.6
31.6

		

10 Rio Tinto plc 		

32.6

36.2

54.0

27.1

23.4

24.8

23.2		

		

0.0

29.1

28.7

29.0

28.5

32.2

31.1		

29.7

12 British American 		
Tobacco plc

44.9

42.9

38.7

49.7

35.1

26.7

25.9		

37.7

11 HBOS plc

13 BHP Billiton plc		

0.0

39.3

36.3

33.6

23.1

24.2

22.6		

29.9

14 Tesco plc 			

27.8

27.3

30.9

30.5

31.1

30.2

29.0		

29.6

15 Lloyds TSB Group plc

28.6

27.4

29.3

23.6

28.7

33.1

31.6		

28.9

16 Xstrata plc

		

0.0

0.0

16.8

13.1

12.9

22.1

39.9		

21.0

17 BG Group plc 		

31.9

31.8

47.1

38.9

39.6

37.5

44.5		

38.8

18 Diageo plc

		

27.6

24.2

27.1

74.5

24.7

21.0

8.4		

29.6

19 BT Group plc 		

30.5

-63.2

30.3

14.5

27.7

22.3

24.1		

12.3

20 Standard Chartered plc 		

26.2

32.9

30.7

32.1

29.5

26.5

25.9		

29.1

21 Unilever PLC 		

51.5

42.7

38.7

33.6

27.5

26.3

23.7		

34.9

22 Reckitt Benckiser PLC

29.5

28.3

25.1

25.9

23.9

23.6

22.9		

25.6

-18.1

82.5

-73.0

26.4

23.9

24.9

19.8		

12.3

23 Aviva plc

		

24 National Grid plc		

0.0

0.0

-29.9

36.7

19.2

21.3

31.6		

15.8

25 SABMIller plc 		

24.3

28.8

34.3

45.3

41.6

38.7

31.8		

35.0

26 Prudential plc 		

30.0

5.5

9.1

41.1

35.7

24.1

28.4		

24.8

27 Imperial Tobacco 		
Group plc

28.2

28.1

33.1

35.4

34.6

33.2

26.5		

31.3

* Every effort has been made to avoid errors during the complex process of estimating tax rates
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from company accounts; any error that may exist is entirely unintentional

					
Declared tax rate – percentage
28 BAE Systems plc

2000

2001

2002

2003

2004

2005

%

%

%

%

%

%

2006
%		

Avge.
%

103.9

282.9

-11.4

96.6

-100.9

16.2

24.8		

58.9

29 Cadbury Schweppes plc 		

29.6

29.6

30.7

30.7

29.4

16.6

15.6		

26.0

30 Centrica plc 		

24.9

33.1

34.8

34.2

17.9

24.5

-158.8		

1.5

31 Scottish & Southern 		
Energy plc

21.5

21.9

26.4

27.6

26.3

39.8

29.2		

27.5

32 Man Group plc 		

-45.8

21.9

21.2

21.0

22.0

22.4

18.0		

11.5

33 British Sky Broadcasting 		
Group plc

-3.3

-4.7

-8.3

-48.9

32.9

32.6

31.0		

4.5

34 Marks & Spencer 		
Group plc

37.9

98.1

54.3

29.1

29.3

21.2

30.2		

42.9

35 J Sainsbury Plc		

31.8

38.7

35.0

30.9

33.8

-333.3

44.2		

-17.0

36 Rolls-Royce Group plc

50.0

44.8

49.5

35.6

33.0

27.3

28.5		

38.4

37 Legal & General 		
Group plc

36.3

-28.2

-69.8

13.9

28.2

36.3

15.4		

4.6

38 WPP Group plc

30.0

30.7

50.3

34.9

30.7

32.8

29.2		

34.1

39 Old Mutual plc

18.0

343.2

52.7

54.4

32.8

30.1

36.2		

81.1

40 Land Securities Group plc 		

23.1

25.9

27.5

28.1

22.7

-77.0

29.0		

11.3

41 Wm Morrison 		
Supermarkets plc

36.7

34.5

36.1

34.1

38.2

30.8

20.0		

32.9

42 Reed Elsevier PLC

82.8

53.8

37.0

35.3

45.7

33.8

13.3		

43.1

43 Wolseley plc 		

35.9

36.4

29.8

30.0

29.0

28.8

30.2		

31.4

44 Reuters Group plc

19.0

67.7

-4.7

44.9

16.7

13.0

6.2		

23.3

45 Hanson plc

22.8

-1.2

31.5

-31.3

9.2

6.7

17.0		

7.8

-134.5

27.3

35.0

48.2

32.3

16.0

17.2		

5.9

47 British Land Company plc

17.6

11.9

6.9

19.2

7.8

-169.3

21.4		

-12.0

48 Associated British 		
Foods plc

44.9

29.7

22.6

28.0

29.6

29.0

26.5		

30.0

49 Compass Group plc 		

25.1

36.2

36.1

39.9

41.1

78.4

18.4		

39.3

50 Shire plc 			

4.7

56.1

-11.7

-21.8

123.3

-27.7

67.0		

27.1

Total			

1,207.9

1,964.9

1,163.8

1,421.3

1,305.2

617.6

1,131.3		

1,258.8

46

48

50

50

50

50

50		

–

26.3

40.9

23.3

28.4

26.1

12.4

		

46 Imperial Chemical
Industries plc

Number in population
Average

22.6

25.2

Negative rates usually indicate the existence of a loss, not a tax refund.
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What is readily apparent is that there is significant volatility both within companies
over time and between companies on the declared rates of tax. This is because
this ratio is a poor indication of the tax actually due by companies because the tax
and accounting treatment of the many transactions companies undertake are not
the same. For example, as noted in Technical Appendix 4, the tax and accounting
treatments of the purchase of equipment by a company for use in its business are
very different.
As a result of these differences two important changes have to be made to the
data published by companies to ensure that a more appropriate view of the tax
they both pay and its relationship to the profits they earn is correctly stated.
The first such change is needed because some of the tax charged in the profit
and loss account of all the companies in this survey will almost certainly never
be paid. This is because that tax charge is usually made up of two components.
The first is the current tax charge and the second the deferred tax charge. It is
only the current tax charge that is likely to be paid by the company in the near
future, which for these purposes usually means within twelve months of the end
of the period for which the accounts have been prepared. Deferred tax might be
defined as tax that might be payable at some time in the future as a consequence
of transactions that have already occurred, but with there being no certainty
as to when, if, or ever that tax might be paid. A more detailed description is
included in Technical Appendix 4. The key issue to understand is that the deferred
tax balances owed by the companies surveyed for this report have increased
enormously over the period under review. This is shown by this table, which
records the total deferred tax liabilities recorded as owing by these companies:
Table 2
Deferred tax owing at year end
Total
No. in population

2000

2001

2002

2003

2004

2005

2006

£m

£m

£m

£m

£m

£m

£m

8,772 12,086 29,504 32,933 34,603 34,433 46,699
		

42

46

50

50

50

50

50

Average			

209

263

590

659

692

689

934

The evidence is clear: over seven years the deferred tax due by this group of companies
has risen year on year from an average of £209 million each to an average of £934
million each. So substantial has been the growth that by 2006 the amount of deferred
tax on the balance sheets of these companies, for which no payment date was known
amounted to £47.7 billion, and as such exceeded by more than £2 billion the total
corporation tax paid in the UK in the tax year 2006/07 28.
So significant is this trend that the first modification made to the tax figures
companies declare is to only use the current element of the tax charge when
considering what is likely to be paid. After all, tax is of no benefit to governments
unless it is paid to them.
The second modification is to add back to the reported profits of the companies
surveyed the charge included in their accounts for the write off of goodwill. Goodwill
is the difference between the price paid when buying a company and the actual
value of the assets that are acquired. This sum has to be written off over time
under most accounting rules and substantial goodwill write-off charges are included
in the profit and loss accounts of many of the companies in this survey but these
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charges are not tax allowable. As a result, to add this number back gives a better and
more reliable indication of the taxable profit of the company than is available from
using the unadjusted profit before tax in the accounts. The remaining figure can only
be an approximation. However, there is currently no more satisfactory basis for
assessing the tax gap than the data made available in companies’ consolidated
accounts as adjusted for this figure, and hence it is used here.
Very different figures for the Expectation Gap emerge if these two adjustments are
made, as the following table shows, this time just showing average, but with the full
version in Appendix 4:
Table 3
Declared current tax rate to
pre-goodwill profit – percentage

2000

2001

2002

2003

2004

2005

2006

Avge.

%

%

%

%

%

%

%

%

Ranked by average
No. in population		
Average

46

47

50

50

50

50

50

–

18.7

29.6

-19.2

26.7

23.8

14.4

21.9

16.1

									

Unfortunately this table still produces some aberrational outcomes for analytical
purposes and as such it is necessary to eliminate the statistically outlying data
that distorts the underlying trend. The average ranking in the following table has,
however, been kept constant for ease of comparison. The following table shows
the resulting averages:
Table 4
Declared current tax rate to
pre-goodwill profit – percentage

2000

2001

2002

2003

2004

2005

2006

Avge.

%

%

%

%

%

%

%

%

Ranked by average – top and
bottom 3 of sample eliminated
Losses eliminated
No. in population		
Average

		

40

41

44

44

44

44

44

–

26.1

26.7

20.7

26.3

24.0

22.0

22.5

24.1

A clear trend is now seen. Effective tax rates are falling over the period. If these
effective tax rates are compared with the tax rates as shown in the original table,
similarly adjusted to exclude aberrations for the sake of consistency, then the
following table results:
Table 5

2000

2001

2002

2003

2004

2005

2006

Declared tax rate

%		

28.5

32.3

28.4

30.2

30.6

26.9

25.8

Current tax rate to
pre-goodwill profit

%		

26.1

26.7

20.7

26.3

24.0

22.0

22.5

Difference

%		

2.5

5.6

7.7

3.8

6.6

4.9

3.3
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If expressed as a graph the following trends are clear:
FTSE 50 Tax rate
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5

0
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2004

2005

2006

Year
Declared tax rate
Current tax rate to pre-goodwill profit
Difference
Linear (Declared tax rate)
Linear (Curent taxt rate to pre-goodwill profit)
Linear (Difference)

This reveals that declared tax rates in the UK are on average a consistent 5% higher
than current tax rates. Both have fallen over a seven-year period.
In 2000 the effective current tax rate was 26% and in 2006 it was 22.4%. Declared
rates were, on a trend basis, 5% higher in both cases.
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The average decrease in current tax rates a year was just over 0.5% per annum
throughout the period. Throughout the period the UK tax rate was 30%.
As the detailed calculations in Technical Appendix 4 show, it would seem that just
fifty companies have an expectation tax gap of almost £13 billion by 2006. It does,
however, have to be recognised that the situation is a little more complicated than
this. Some of this gap relates to the non-UK activities of these companies and none
of them make it easy to work out how much of their profit is earned in the UK, or
how much of their tax is really paid here. Of those that do give some indication on
this issue the data is itself conflicted but based on a broad range of calculations this
report estimates that approximately 44% of the profits of the companies surveyed
should be subject to UK tax.
If that is the proportion of profit attributable to the UK within the sample, the UK tax
gap for these companies is:
Table 6
Pre Goodwill profits
of top 50 companies

2001

2002

£’m		 74,665 74,996

2000

71,546

2003

2004

2005

2006

97,459 122,506 152,665 172,919

% tax gap

%		

3.9

3.3

9.3

3.7

Difference

£’m		

2,947

2,447

6,649

3,583

7,292 12,234 12,939

6.0

8.0

Attributable to UK

44%		

1,297

1,077

2,926

1,576

3,208

5,383

7.5
5,693

An expectation tax gap of £5.7 billion might arise from these companies alone in
the UK, and that gap is increasing significantly over time. Extrapolating this data
to the rest of the UK requires some further consideration. First of all, it is unlikely
that the same opportunities for tax planning are available to small companies and
as such extrapolation of the sample result across all companies is not appropriate.
Extrapolation across all large companies is, however possible. These companies are
approximately 700 in number for corporation tax purposes and have their affairs
managed by the Large Business Service of HM Revenue & Customs, about whom the
National Audit Office issued a report in July 2007 29.
In 2006–07, HM Revenue & Customs raised £44.3 billion in corporation tax, of which
£23.8 billion came from those businesses within the Large Business Service. In 2006
the companies in this survey declared UK current tax liabilities of £11.5 billion, or just
under half the total tax managed by this unit. If the estimated loss is extrapolated
across all of these 700 companies then the total corporation tax expectation gap
might be some £11.8 billion. This is an increase from £9.2 billion, which was the
estimate made the last time a similar exercise to that undertaken here was completed,
relating to the period to 2004 30.
As a proportion this may be the highest gap of all. Much may be due to legitimate tax
planning, but by no means all is. Some, undoubtedly, is due to tax avoidance.
When this sum is added to the £12.9 billion of tax loss already calculated for individuals
it suggests that the total UK tax gap due to tax avoidance can be estimated at £24.7
billion, and rising.
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What the figures mean

This report suggests that there is £12.9 billion of personal tax avoidance and £11.8
billion of corporate tax avoidance in the UK, totalling £24.7 billion in all. In addition,
there is £8.4 billion of personal tax planning by those earning over £100,000 p.a.
These numbers are, however, meaningless to most people unless put in context
because the number of people used to accounting in billions is limited. In addition
just providing a basis for understanding the numbers is not enough; their social
significance has to be considered as well.
The next sections of this report deal with these issues with the intention of offering
an agenda for change that will promote the well-being of as many people as
possible in the UK.

The role of taxation
To understand and interpret the significance of the number that has been calculated
for the tax gap the purpose of taxation itself has to be understood. Taxes are used to:
1. provide public funds
2. redistribute income to reduce poverty and inequality – progressive forms
of taxation 31 are one of the main means by which wealth is redistributed in
any society
3. ‘reprice’ goods and services to ensure that all social and environmental costs
of production and consumption are reflected in the market price
4. strengthen and protect channels of political representation 32
5. provide a tool for the management of an economy, usually in combination with
government borrowing 33.
In this context the tax gap is more significant than a figure for tax not available for
the public purse, important as that is. Tax not paid also has the following outcomes.
1. It increases the gap between rich and poor in society, and in arbitrary fashion.
2. The democratic process is undermined. That process is dependent upon treating
all people as equal before the law. If tax is not collected then the credibility
of that equal treatment is threatened. In addition, if the legal system created
by the democratic process appears to unreasonably favour some in society
without apparent justification then the credibility of that process is, once more,
undermined. This is particularly so if those favoured are a minority, as are those
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with significant wealth in the UK who appear to enjoy particular favour in its
tax system – much of the tax planning and avoidance that takes place being
for their benefit, including that by companies of whom they are the owners.
The majority of people gain the impression, therefore, that they are sharing
a disproportionate share of the burden of tax, which leads to disenchantment
with the political process.
3. Economic management is harder when some, including major corporations,
seek to avoid the consequence of that process.
Whilst the analysis of the impact of the tax gap that follows tends to focus upon
the amount of tax lost, the above issues are as important in the creation of
social justice.

Putting the numbers in context*
More important than considering the number as wealth, however, is to consider it
as a lost income stream to fund socially desirable activity in the UK.
•

One half of the amount lost to tax planning alone by those earning over £100,000
could increase the child tax credit by enough to halve child poverty in the UK.

•

Just under half of the total amount lost to tax avoidance would pay for a 20%
increase in the state pension or could reduce the basic rate of income tax by
3p in the pound, or could build an extra 50 hospitals.

•

One quarter of the total tax income lost to avoidance activities would be
enough to provide five-and-a-half million public service staff, who are
currently facing the prospect of a real terms pay cut, with a pay settlement
equivalent to the rise in average earnings across the economy in 2007.

•

Just over a quarter of the total amount lost to tax avoidance could be used
to increase the education budget by 10% or to increase the health budget
by 6%.

•

Half of the total amount lost to tax avoidance could raise the level at which the
higher rate tax is paid by £10,000.

* The calculations for these figures can be found in Technical Appendix 5
at www.tuc.org.uk/touchstonepamphlets.
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How the tax gap
can be tackled

Clearly losses to public funds of this magnitude cannot be ignored. Action has to be
taken by Government to ensure the sustainability of public finances and to protect
the integrity of our parliamentary democracy. The proposals for change below are
offered as a spur to public debate on how the Government and Parliament should
respond rather than as a fully developed programme designed to tackle the problems
identified in this pamphlet.

Tax planning
As this report has shown, tax planning is widespread and mostly entirely legitimate,
but the benefit arising from it to a very small group within society is very large indeed.
In absolute value the reliefs likely to be granted to the best off in society (those
earning over £100,000 being considered in this category) amount to about £8.4
billion on the basis of calculation used in this report. Approximately 570,000 people
fall into this category at present in the UK 34, giving an average cost of tax relief to this
group of £14,700. Clearly some benefit much more.
Raising taxes on this group is politically difficult: asking them to pay tax at the rates
that they already believe applies to them is easier, especially as at present it seems
likely that this group have overall tax rates that might fall as the level of income rises.
This objective can be achieved by introducing a ‘minimum income tax rate’ for those
earning above £100,000.
This minimum tax rate might, for example, suggest that the overall rate of tax paid
by a person earning £100,000 should be 32% (as opposed to about 30.8% on
average at present 35) rising to 37% at 150,000 and 40% at £200,000 and above.
This would be easy to calculate and collect through the tax return process.
Calculations based on HM Revenue & Customs data suggest that such a charge
might raise an additional £5.7 billion in tax a year. Some small loss might arise
from a limited number of people leaving the UK, as many threaten to do when
it is recommended that tax rates for the wealthy should rise. As such, it is prudent
to assume that £5 billion of additional tax revenue might be raised in this way.
If this extra revenue were used to reduce income tax for the rest of society this
would allow the basic rate of tax to be cut by 1p and to allow the income tax
threshold at which tax starts to be charged to rise by £400 a year, helping take
a significant number of people out of tax altogether 36.
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Tackling tax avoidance
Tax avoidance is the area that has been subject to the most obvious attention of
HM Revenue & Customs over recent years. It has been estimated that more than
40% of all tax legislation targeted tax avoidance in the years 2004 to 2006 37.
Starting in 2004, HM Revenue & Customs effectively outlawed all schemes that
allowed employees to be paid without National Insurance being due, in the process
stopping a long history of abusive payments using ever increasingly exotic media
including fine wines, carpets and platinum sponge. This has been very successful:
the use of such schemes has almost entirely ceased.
Other forms of tax avoidance have been tackled by requiring that all tax planning
schemes targeted at larger clients be disclosed to HM Revenue & Customs within
days of their being marketed or being used. These disclosure arrangements now
apply to income tax, corporation tax, Capital Gains Tax, National Insurance, stamp
duty and VAT. The number of schemes disclosed has fallen heavily since the
arrangements were introduced but this is because it is now widely believed that
the largest accounting firms have left this market, partly also because of covenants
they have given concerning their behaviour to US authorities as a condition of
retaining their licence to operate in that country.
There can be no doubt that over the last four years HM Revenue & Customs have
had considerable success in sidelining but not eliminating this activity.

Changing the language of tax
The difficulty with these initiatives by HM Revenue & Customs is that they have
been to date a response to tax avoidance, but have not as yet sought to change the
terms of the confrontation between those who wish to avoid tax and the taxation
authorities. What this means is that the Revenue have in effect joined in a game of
cat and mouse. The avoiders seek to find holes in taxation legislation that they can
exploit and in response the Revenue have sought to plug those rules with ever more
complex legislation that does in turn generate opportunity for ever more obscure
abuse as a result.
This responsive behaviour may have been appropriate to date but it is also indicative
of a philosophical dilemma that afflicts many who look at this issue. An appropriate
response to tax abuse must be more comprehensive than a policy of plugging
loopholes in tax legislation. It must include an assertion of a government’s right to
collect and expend taxation revenues in pursuit of the democratic mandate of the
government of the day. This has been lacking and it is now time for the Government
to change the terms of this debate if it is to win.
One particular change is essential if this is to happen. Politicians have a habit of
describing tax due as being the “taxpayer’s money”. In a context where this is taken
to mean that a government has a duty to secure the best value for money for its
citizens, this language may be acceptable. But, the term also has the unfortunate
consequence of implying that taxes still belong, by right, to the person paying
them. As such they encourage the view that a person not paying a tax is simply
keeping money that is rightfully their own.
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This can be contrasted with benefit fraud where it is seen that the recipient (who
is pursuing an activity fundamentally similar to tax evasion) is undertaking a
much more serious crime because they are taking someone else’s money i.e. the
Government’s. That is not true. In both cases the money secured for private benefit is
the Government’s because tax that is due by law to a government is not the property
of the taxpayer at all; it is a debt owing to the State. The taxpayer only has legal
entitlement to their money after tax income. Language has to change in this respect if
the message that tax avoidance is an abuse of society as a whole is to be created 38.
One further change is necessary to complete the change required in the language of
government. Put simply, appropriate tax has to be promoted as a ‘good’ rather than as
a ‘bad’. A government agency, National Savings and Investments, promotes tax-free
savings using this language:
“You have worked hard for your money . . . make it work harder for you.
With no income tax to pay on the investments shown below, you get to
keep all your returns” 39.
This is, of course, indication of the trait noted above, where it is suggested that a taxpayer
has the right to keep all their income. But there is a more subtle message implicit in
this use of language, which is that appropriate tax is both a bad thing, and avoiding it
is a socially appropriate act. If the Government is to change the culture surrounding
the payment of tax in the UK then this approach has to change and Government
has instead to refer to taxes as part of “public funds”, “community resources” or even
a “common”, or “shared”, wealth. Ownership is retained, but it is also shared.

Stop HM Revenue & Customs staff cuts
Changing the language of tax will not, by itself increase the tax yield as a result
of reduced tax avoidance. There can be no doubt that the most effective weapons
with which to tackle this are efficient and effective tax staff in HMRC. It is only by
policing the tax system that an environment can be created where taxpayers think
tax avoidance will not pay.
Current action by the Government appears entirely counter-intuitive in this respect.
Between 2005 and 2010 three hundred tax offices will close and by 2011 a total of
25,000 staff reductions will have been made. The staff reductions equate to 25 per
cent of HMRC numbers 40.
This policy is counter-productive. Whatever the merits of constraining growth in the
civil service, to reduce the staff of the department that has greatest capacity to fund
that service, whilst enforcing an important element of the law, is always bound to
produce dubious financial benefits.
In 2006 -07 HM Revenue & Customs cost £4,389 million to run if the costs of child
benefits and children’s trust funds paid are excluded from its accounts 41. Of this
total, £2,841 million related to staff costs including pensions and employer’s
National Insurance payments. Total staff numbers in the year averaged 91,373
meaning each staff member cost £31,092. If their overhead cost was added
then each cost £48,033. But the average yield in tax for each person employed
was £4,636,588 42. That means each member of staff recovered 96.5 times their
full cost of employment.
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Of course, this is a simple statistic and relates to a complex organisation. If HM Revenue
& Customs had many fewer staff the tax paid might still be substantial given that,
as HM Revenue & Customs have themselves noted 43, maybe 50% of all people choose
to be tax compliant and 40% might be capable of persuasion to be so. Many of the
staff are, therefore, targeted at those who are capable of persuasion of being tax
compliant, and at those who choose not to be. These are smaller in number, but
the total tax loss calculated in this report suggests that those involved in this activity
may be very significant in number given the total scale of the losses noted.
If this is the case then it would seem that the marginal situation where the cost
of employing tax compliance staff exceeds any benefit derived either by the
Government or society as a whole by doing so has not been reached. Indeed, the
opposite seems true. Increasing staff at this time seems likely to provide a positive
yield in terms of taxation, and so provide a bonus for society as a whole as it will
be appreciated by the majority that the rule of law is being upheld and that the
democratic accountability of the taxation system is being enhanced as a result. The
Government must be aware of these concerns, which have been widely reported in
the press 44. They must also know that many in the tax profession share common
ground with the unions representing HMRC staff in believing that the outcome of
the job cuts is bound to be a loss of efficiency by HM Revenue & Customs 45, and
so an increased tax gap. For example, the journal Taxation has recently launched
a campaign to prevent planned job losses at HMRC.

Making life hard for the tax avoider
If these initiatives were to be followed they would, by themselves, make life a lot
harder for the tax avoider. That is because tax avoiders do not wish to be seen to
break the law: many of those who tax avoid would suffer considerable personal
reputational risk if they were found to be tax evading, which is what failed tax
avoidance is. This is why they are so anxious to promote the idea of tax avoidance
instead, which takes care to work round the law, or quite literally avoid it. There is
little reputational risk in this at present, not least because of the privacy rightly
afforded to taxpayers in the management of their affairs by HMRC.
This, though, suggests that the next stage of the attack on tax avoidance is not to
continue seeking to close loopholes; it is to remove the incentive to avoid in the
first place. To achieve this it has to be appreciated that the tax avoiders’ tricks are
relatively limited in number, as has been shown already.
In summary, they aim to divert income from one person to another (which can be a
company) or they seek to recategorise income so that it can be taxed at a lower rate
than that it would normally attract.
The withdrawal of allowances for those earning over £100,000 noted above, with
regard to tax planning, is one way of removing the incentive to tax avoid. This
arrangement would simply negate the benefit of tax avoidance for this part of the
tax paying community and would be an important initiative, but there are a range
of other ways in which whole mechanisms that provide opportunity for the
exploitation of differing tax rates could be removed to reduce tax avoidance, and
(with careful planning) ensure that society benefits at the same time. A range of
such options are considered below.
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Abolish the domicile rule
First, the domicile rule that has been calculated to cost £4.3 billion in lost taxation
revenues before the planned changes in the pre-Budget Report of 2007 could be
abolished in its entirety 46. The limited reform that has been proposed in the PreBudget Report 2007 falls far short of this ideal, instead proposing that the rule can be
retained and be available to anyone who wishes to pay £30,000 a year to utilise it,
assuming they also meet the other qualification criteria.
This new proposal fails to meet either of the most basic tests of horizontal or vertical
equity within the UK tax system. As such on the grounds of equity alone the domicile
rule, and the proposed modification to it, should be abolished as both give the signal
that there are two parallel tax systems in the UK, with one now being available
exclusively to the wealthy so they can avoid tax. This cultural flaw in the tax system
has to be abolished, and the resulting revenue raised could be used to halve child
poverty in the UK through the tax credit system, for which it is sufficient.

Abolish savings tax loopholes
All tax reliefs on savings will tend to benefit the better off as the poor will not have
the spare cash to save. But at least tax relief on savings vehicles such as ISAs are
strictly limited and are therefore less significant to the relatively small number of the
wealthy with whom this pamphlet is concerned.
Reliefs that could be abolished include those for investment in Venture Capital Trusts 47
and Enterprise Incentive Schemes 48. These provide tax relief to those investing in
smaller businesses but there is significant evidence now available that since the
creation of such schemes, or their predecessors in the early 1980s, they have not
been a source of significant funds for innovative, entrepreneurial activity. Much
of that activity is too small to attract funding from these arrangements. They are
instead used for complex tax planning whilst providing funds to companies that
would be quite able to secure investment without tax relief being available.
These tax reliefs, which are the almost exclusive preserve of the very wealthy,
should therefore be abolished and the tax saved should instead be used more
creatively. The saving would be £235 million a year 49. The most obvious use of
that resource would be to provide grant funding to small businesses that could
prove an economic need for state support during their development stage or for
the improvement of training in smaller businesses where state support is currently
too limited. Both are likely to have significantly greater impact on the
development of an enterprise culture supplying high quality goods and services in
the UK than does the existing tax relief scheme.

Tackle the shifting of capital gains
Many Capital Gains Tax liabilities are avoided by transferring the ownership of
an asset to a spouse immediately prior to sale. This means that two personal
allowances for Capital Gains Tax are then available for offset against the gain and,
as the evidence in this report suggests, part of the gain might then also be charged
at lower rates of tax (although this might not be relevant in future if capital gains
are subject to a flat rate charge as proposed in the Pre-Budget Report 2007).
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This abuse could be tackled in one of two ways:
1. All gains on assets held for less than one year should be subject to income tax,
so preventing use of the second Capital Gains Tax allowance on transfers made
for this purpose. Or:
2. The gain on the sale of any asset transferred between spouses less than one
year before sale should be taxed as if the asset remained the property of the
person who made the gift to the spouse.
Up to £600 million of tax might be raised as a result of this change: enough to pay for
two to three new hospitals a year 50.

‘Capital gains’ on all assets held for less than one year should be
subject to income tax.
Maybe £500 million of tax a year is lost because gains on assets held for short periods
are subject to lower rates of tax than they would be if treated as being a trade in
assets under income tax rules.
This abuse should be tackled by ensuring that the gain arising on all asset disposals,
where the asset sold had been owned for a year, are charged to tax at income tax
rates and offset only against income tax allowances, although otherwise being
considered capital gains.
This rule change would pay for the complete rebuilding or total refurbishment of
almost 200 primary schools a year 51.

Reform the tax relief for charities
The next tax relief change appears controversial, but has the capacity to release
significant resources for social benefit in the UK. This would be the result of abolishing
the tax relief on gifts made to charity in the UK. The current tax scheme for such
gifts is absurdly complex, imposing a considerable administration burden on charities
that could use the resources expended in managing tax reclaims much more
effectively in pursuit of the good causes for which they have been created.
It must however be noted that charities do benefit from the existing rules that provide
tax relief for gifts made to them. They recover income tax at the basic rate on all gifts
for which they can secure documentation made from identifiable people who have
confirmed they pay tax in the UK. It is this documentary burden that is onerous.
The arrangement is also discriminatory: some forms of charitable giving, such as street
collections, are less tax efficient than others but all result from giving with charitable
intent. It is strange that some forms of giving are favoured more than others.
The solution is simple. It should be assumed that all gifts to charities are made out
of taxed income. This is, after all, highly likely to be true. The charity should then be
allowed to make claim to the Government for a sum equivalent to the tax that would
have been paid at basic rate. This would be a sum in excess of that charities can claim
under the Gift Aid rules since not all that income is subject to tax relief at present.
The result would be an increase in the income of UK charities and a massive
saving in their administrative costs. Both would, surely, be welcome. The cost of
the additional relief would be covered by the withdrawal of the current wholly
anomalous situation where UK individuals paying tax at higher rate can actually
enjoy a personal tax refund of the difference between the higher rate of income tax
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and the basic rate on the value of all gifts they make to charities: a tax relief from
which the charities themselves get no benefit at all. By abolishing this relief another
opportunity for tax avoiders, which has been subject to spectacular recent abuse 52
(as detailed in the example related to the manipulation of shares on the Jersey Stock
Exchange quoted above), could be eliminated. Recent research by HM Revenue &
Customs 53 has shown no apparent influence of this tax relief on the decision of
higher rate tax payers to donate to charity, or not, and as such it is unlikely that the
value of gifts they make will be affected to any significant degree.

Charge investment income at an appropriate rate of tax
There is a further tax avoidance activity which is exploited almost entirely by those
with wealth. Whilst income earned as a result of the expenditure of effort by an
individual is almost invariably subject to National Insurance charges, income earned
passively as a result of a return on investments is not subject to such charges.
Rates of National Insurance vary. For those earning less than £87 a week 54 there are
no such charges. Between that sum and earnings of £670 a week (equivalent to total
earnings of £34,840 a year) National Insurance is charged at 11% on the employee.
Above this earnings limit, National Insurance is charged at 1% on all sums earned
from employment, making this, by definition, a regressive and therefore inequitable
tax. In all cases when an employee has to make a contribution their employer has
to as well, at present at the rate of 12.3% on the wage paid.
This means that the combined marginal rate of charge for this effective tax is in the
case of the majority of employees in the UK some 23.3%, which is higher than the
marginal rate of income tax for most people in the UK. It is extraordinary that there
is no equivalent charge on investment income, and that there has not been so since
the abolition of the investment income surcharge in 1984 55.
It is this anomaly that has created the incentive for earned income to be translated
into unearned income and that has in turn given rise to the boom in the number
of small limited companies in the UK where earned income is distributed to
the members by way of dividends, and by no means always to the person who
generated that value by the expenditure of their effort. The relief has also meant
that investment income is always assumed to have higher status to that from
employment, a logic that inverts all natural justice. The existence of such companies
has in turn facilitated the increase in income shifting within the UK economy as
shares can be reallocated within a company to achieve this with relative ease.
There is little stronger incentive to tax avoidance than the opportunity that this
anomaly produces and it should be closed. The way to do so is clear. An investment
income surcharge should be introduced on all investment income received by a UK
resident person. This surcharge could reasonably be charged as a 10% additional
income tax on all investment income they receive on a sum in excess of the lowest
level at which National Insurance is charged. Complete exemption from this charge
could be available for all people over the age of 60 and for those registered disabled
and in receipt of associated benefits. To be clear, this 10% surcharge would only apply
to interest or the income arising from an investment. On current rates this means
that an individual would need to have invested approximately £100,000 before
paying any surcharge on earnings from that investment, and then only on income
arising from assets held over this limit.
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Total tax on investment income received by those who are currently higher rate
taxpayers in the UK is expected to amount to £11.3 billion in 2007/08 56. On average
they paid £3,091 of tax on this each 57. In consequence it is likely that their total
investment income amounted to about £28.4 billion. Assuming that 60% of this total
investment income attributable to this group would be subject to this new tax then
additional revenue of about £1.7 billion a year would be generated and a massive
incentive for tax avoidance would have been removed from the UK economy.
£1.7 billion a year could, over the next six years, pay most of the cost of the London
Olympics without recourse to other funding 58.
In addition, significant improvement in the horizontal equity of the tax system would
have been created because the likelihood that people earning similar sums would
pay similar tax would increase significantly as a removal of this bias towards one
form of income over another. The vertical equity of the system would also be
improved as the chance that tax might be progressive throughout the income
range would be substantially increased. On the grounds of social justice this
change is, therefore, wholly justified. As a result there is no reason to presume
that there will be significant loss to the economy as a result of this change.
Indeed the reverse might be the case because the perverse disincentive to work
currently inherent in the tax system will have been removed.

A general anti-avoidance principle
The above measures tackle some of the more obvious opportunities for tax
avoidance. More complex tax avoidance must be tackled by the creation of what
is called a general anti-avoidance principle, or GANTIP 59, in taxation law. A GANTIP
is a simple statement of principle: it says that if any step is added into an otherwise
commercial arrangement for the sole or main purpose of securing a reduction in
a tax liability then that step will be ignored for tax purposes by HM Revenue
& Customs. In effect, this makes clear that HM Revenue & Customs would have
the power to over-rule any tax avoidance scheme designed to exploit loopholes
and allowances.
This is not as innovative as it sounds, The House of Lords effectively created such
an arrangement in the 1980s when ruling in two cases called Furness V Dawson 60
and Ramsey 61. For more than a decade the tax profession believed as a result that if
such steps were taken they could be knocked down by HMRC. However, statute
law never confirmed this and as result the ruling of the House of Lords was
eventually challenged and in 1996 in a further House of Lords ruling, called the
Westmoreland case 62, the principles in the two earlier decisions were overturned,
and artificial tax planning was effectively allowed again in UK law 63. The result
was a flood of tax planning from which, more than a decade later, full recovery
has not been made. A GANTIP would make clear that this was unacceptable and
would put massive pressure on tax avoiders to reform their ways, and would
create penalties for them if they did not.
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Tackling tax haven abuse
Some further specific issues of concern need to be addressed. One is tax havens.
There are at present about seventy recognised tax havens in the world 64 of which
the UK is one because of its domicile rules, amongst other things. Of most
immediate concern though are those states that make a substantial part of their
income from providing tax haven services to people not physically resident in their
country. These tend to be small states, are quite often islands and about half
have the common distinguishing characteristic that they are either British
Crown Dependencies, such as Jersey, Guernsey and the Isle of Man or are
Crown Protectorates, such as the Cayman Islands, British Virgin Islands, Turks &
Caicos Islands, Bermuda and St Kitts, to name just a few.
What these locations have in common is the protection of the British State and
the continuing provision of abusive tax practices, despite many initiatives to
limit their impact over the last decade 65. So, and for example, it is normal in these
locations for little or no tax to be charged on transactions recorded there so long
as they actually take place elsewhere, or can be deemed to have been so.
In addition, the companies and trusts formed to record these transactions will
invariably be cloaked in a shroud of secrecy which might at best allow the nominee
directors who supposedly run and own these companies to be identified, even
though in practice others will almost always actually undertake these tasks.
At worst no such information or any accounting data is available to any enquirer
at all. Behind this shroud of secrecy almost any form of abuse can take place.
Whilst very limited opportunities to crack these arrangements have been offered by
the tax havens in recent years, for which the tax havens have sought much publicity,
these arrangements are of little value because no information need be supplied to
an enquiring country unless that enquirer can specify precisely what information
is needed, why it is needed, who has it, and what it will be used for. Of course,
almost by definition this information is not known by the enquiring state precisely
because of the secrecy which surrounds these locations and all with the full
support of the UK Government.
Tax haven activity would not end if the UK Government changed its attitude to
these Crown Dependencies and Protectorates, but if the UK Government simply
required that these locations, all of which are wholly dependent upon the UK for
their legitimacy, used the same standards of disclosure and accountability as the
UK itself then much of their attraction as places in which considerable volumes
of corporate profit are hidden and enormous personal tax abuse and corruption
take place would disappear. This would be a step in the right direction.
As it is they contribute to substantial loss of tax revenues. As The Guardian
newspaper 66 showed in November 2007, 47p 67 out of each £1 spent on bananas in
a UK supermarket ends up in a tax haven so that the profits of the companies
shipping these popular fruit can be hidden from tax.
And as the Tax Justice Network has shown, maybe $11.5 trillion of assets are held
by the wealthiest people in the world in tax havens 68, at a potential tax cost to
the combined governments of the world of approximately $255 billion a year.
This sum is more than 2.5 times total world wide aid flows in 2007 69.
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There is a domestic effect as well. The UK’s tax amnesty for those holding bank
accounts with the offshore branches of a limited range of UK high street banks in the
main Crown Dependencies (principally Jersey, Guernsey and the Isle of Man) led to
more than 60,000 people admitting that they had undeclared income in these places
and it is expected that at least £500 million of tax will be recovered as a result 70.
It is also anticipated that much more will be discovered when those who did not
make a voluntary declaration are pursued, as HMRC have said is their intention.
The evidence in that case is clear: tax havens are harmful to the operation of the tax
systems of the UK and other counties with large populations, and this is before the
corrupting effect they have on commercial life, accountability and the development
process is considered. The latter is especially important; far too much aid cash is sent
back to the developed counties of the world for investment by corrupt developing
country government officials who hide their tracks through the world’s tax havens.
For all these reasons the UK needs to change its policy on tax havens. It is time for
the UK to demand that these places change the ways in which they manage their
economies. The saving to the UK by way of tax recovered would almost certainly
be sufficient to provide resources to assist these places to refocus their economies
on more acceptable economic activity, and in the long term the problem that these
places represent by undermining the rule of law and the democratic right of elected
governments to collect the taxes due to them will also be curtailed as a result, which
would be an enormous gain for society throughout the world.

Redesign limited companies
There is a major flaw in the favourite incorporated trading medium used by small
businesses in the UK. This is the limited company, and it is simply not fit for purpose
in the 21st century.
The limited company is a Victorian creation, and like so much of the current financial
architecture of the world a curiously British invention. However, implicit in its now
anachronistic structure are the assumptions that:
1. The owners of this company are distinct from those who manage it.
2. Those who manage the company do so in the sole interest of the shareholders.
3. The directors may be distinct from the employees of the company who
actually work for it (a circumstance perhaps normal in Victorian England, but
far from so now).
4. The creditors of the company can rely upon the existence of a substantial
share capital subscribed by the members to protect them from loss.
None of these assumptions now hold true. The subscribed capital of the more than
2.3 million limited companies now incorporated in the UK is often little more than
£2 and those shares will usually be owned by the sole director who also undertakes
much of the work of the company but shares ownership of the entity with one or
more members of his or her family.
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The fiction that these companies provide the owners with limited liability is also
untrue. Too often if they require loan capital that money has to be guaranteed
by the owners of the share capital, and they are in most cases the only people
apart from the tax authorities that lose in the event that the company fails. Put
simply then, the limited company is now an out of date trading entity which fails
to deliver the advantages it was designed to supply.
Limited companies do now, however, supply one advantage to tax avoiders which it
was never intended that they deliver. Because ownership of a company can be split
so that, for example, several members of a family can own shares in a company for
which only one of them works, all of them can enjoy part of the income that one
person generates. This can be achieved by not paying that person a salary in exchange
for the work they undertake for the company. That inflates the profits of the company
out of which dividends can then be paid to the owners of shares in it, even if they
expended no effort at all to earn that income. If they enjoy a tax rate lower than
that which would have been paid if a salary had been paid to the person whose
efforts actually generated the profits of the company tax will have been saved and no
National Insurance will have been paid either, as noted above.
This has been an enormous incentive behind the boom in the number of limited
companies in the UK, the other being that many companies offering contract work to
individuals will not engage them unless they provide their services through a limited
company; thus protecting the ‘employer’ from a claim of negligence when tax is not
deducted at source.
It is now ludicrous that an entity created to provide opportunity for individuals to
pool their capital and share risk in enterprises they did not manage for the benefit of
the economy as whole is now being used, in the main, by individuals who contribute
almost no capital to their companies with the main aim of lowering their tax
liabilities. It is time that this anomaly was removed.
This possibility exists 71. There is already an alternative limited liability trading
entity available in the UK. It is called the Limited Liability Partnership (LLP). It
is a legal entity. It protects its members from liability if they are not at fault for the
loss. Importantly it protects the members from each other. It can also own property
in its own right, which is essential.
As important, it charges the members to tax on all the profits of the business as
if they were self employed. There is no tax on the LLP at all. This immediately cuts
out a whole raft of tax planning opportunities, and also massively reduces the
administrative burdens on the business. The problem of the income of the business
being converted into an investment return is eliminated. The income of an LLP is all
subject to National Insurance, albeit at the slightly lower self-employed rates for
which lower benefits are paid in return. And, because this is a modern entity it is
easy to change the way in which profits are allocated to the members so that
each can be allocated the appropriate economic reward for the effort they have
expended in a year without any legal complications arising.
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It is now time for the Government to encourage by legislation the use of LLPs rather
than limited companies by the small business community. This could be done by
implementing the following:
1. A change in company law to allow the re-registration of small limited companies
as LLPs.
2. The introduction of new capital requirements for the incorporation of limited
companies undertaking trades, and over time forced re-registration of those that
do not meet that standard as LLPs. This might be done by stipulating that a
limited company could not be used unless at least £25,000 of capital was
subscribed to it. Those that did not do so would become LLPs by default.
3. Create new, economically justifiable and verifiable standards for splitting income
in LLPs for tax so that the risk of legal challenge to such arrangements will
be substantially reduced in future, so providing taxation certainty for smaller
businesses.
If this were done then:
a.

The administrative burdens for many small businesses would be reduced.

b. The certainty of the arrangements under which they can operate would
be increased.
c. The rewards that they rightly seek to pay to those who contribute to the
management of these companies from within domestic relationships will be
rewarded, but within appropriate constraints.
d. The attraction of freelance status in tax terms would be retained.
e.

The current injustice that sees income from labour more heavily taxed in the
UK than income from capital would be eliminated in large part.

f.

The incentives for tax planning would be reduced, so simplifying tax
administration.

g. The opportunity for tax abuse would be reduced.
The challenge in creating such a system is significant because it requires co-operation
across government departments, but is far from insurmountable. It is part of
the challenge of creating an enterprise culture that meets the needs of the UK
in the 21st century.
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Tax co-operation
Internationally there are two final issues to note.
The first is that the UK has been a persistent opponent of many of the tax initiatives
of the European Commission and other bodies that seek to encourage tax cooperation
as a means of tackling tax abuse. There appear to be two reasons for this.
The first, without doubt, is its commitment to maintaining the UK as a tax haven.
For example, the UK has persistently refused to agree to allow the deduction of tax
from interest payments within the EU which would massively limit the effectiveness
of tax havens. This measure would considerably reduce cross-border tax evasion and
avoidance because tax at a basic rate (probably 20% in the case of the UK) would
have already been deducted from that income before it reached the tax haven. The
motive for refusing this is that it would, in the opinion of the UK, undermine the City
of London.
The second reason is that the UK persists in arguing that it must have fiscal
independence from Europe. By this it means it wishes to retain the right of control
over both its tax base (how taxable income is defined) and its tax rates, even though
in the case of one major tax, VAT, the tax base is already set at a European level. The
argument may have political appeal, but the reality is that by promoting this flexibility,
international corporations can secure tax advantages for themselves by ensuring that
governments compete with each other on both tax rates and the tax base. The result
has been the long-term decline in effective tax rates noted in this report, which can
only be tackled by the major populous states of the world working together.
One way in which the UK could now evidence this willingness to tackle the harmful
effects of tax competition would be to commit to the creation of what is called the
Common Consolidated Corporate Tax Base (CCCTB) for Europe 72. This is an exercise
being pursued by the European Commission with the support of a significant majority
of countries within the EU, the exceptions being the tax haven states such as the UK,
Ireland, Malta, Cyprus and some (but not all) Eastern European states. The CCCTB
would make arms length pricing irrelevant in Europe. A unitary basis of allocation of
taxable profits to countries would be used, meaning that tax would be paid where the
economic activity that gave rise to it occurred. This would substantially reduce the
misallocation of profit to tax havens.
There is a second way in which this could be achieved. If all multinational corporations
were required to report the economic transactions they undertook on a countryby-country basis then enormous benefits would follow. These would include:
disclosure of where their sales were made to both third parties and other companies
within their group; how their purchases were split likewise; what their labour
costs were and how many people they employed; what their profits were and how
much tax they paid; plus some limited balance sheet information.
First of all the composition of the labour force of the company, which is the single
asset most likely to generate profit would be known, and measures could be created
to check how it was rewarded, with geographical comparison being possible.
Second, it would be possible to check whether the locations where profit was declared
and tax was paid were consistent with the places where sales were made and staff
and assets were located. If there was an obvious mismatch then an investigation
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could be undertaken. So, for example, if a company declared significant profits in
the Cayman Islands but all its sales and purchase in that location were made on an
intra-group basis and there were no staff or assets there then it would be highly likely
that a transfer pricing scam was taking place. It would then be easy for the countries
losing tax revenue as a result to challenge what was happening. Securing the data
to do this is at present very difficult.
This basis of taxation has been proposed for inclusion by civil society groups such
as Publish What You Pay 73 and the Tax Justice Network 74. The move has now been
supported by the European Parliament 75 who has asked that such a standard be
created, at least for the extractive industries.
The UK’s accounting bodies have consistently opposed this move, with the
apparent support of the Department for Business, Enterprise and Regulatory
Reform. So has the International Accounting Standards Board 76, who set the rules
for multinational company reporting. If this system of accounting were required
the probability of ensuring large corporations pay the tax expected of them
would increase considerably, and the corporate tax Expectation Gap might be
substantially reduced. That is why the reform is needed, and it is why the UK
should support it. It is essential if the UK corporate tax gap is to be closed.
At the same time this disclosure would massively increase corporate accountability
and make it possible to hold these companies to account as corporate citizens of
the places where they are located in ways not possible at present, when they do
not even have to admit that they have an operation in a country. This would, for
example, have considerable benefits for all employees of all such companies.

Summary on tax avoidance
The measures recommended in this section would make a significant contribution
to cutting tax avoidance in the UK. It is clearly impossible to tell with any accuracy
by what degree tax avoidance might be reduced, but such is the scope of the
proposed measures that it is reasonable to think that a halving of tax avoidance
might be possible. This would save maybe £12 billion in the UK in a year: enough
to build 50 hospitals a year. Put another way, the basic rate of income tax could
be cut by 3p in the pound 77 if this saving were available or the point at which
higher rate tax need be paid could be increased by in excess of £10,000 78, making
the progressive nature of the tax system when this happens easier to manage
for many on middle incomes. Some combination of all three would also be possible,
of course.
This might, however, be an underestimate because the removal of so many
opportunities for tax avoidance will issue the clear signal that this activity is socially
unacceptable.
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Conclusion – responding
to the critics

There will be those who will argue that whatever tax might be raised the actions
outlined in this report should not be taken.
It is extremely hard for anyone to argue in favour of criminal behaviour, such as tax
evasion, but the measures dealt with here relate to legal, but ethically unacceptable
activities and debate is, therefore, inevitable. The arguments those opposing the
proposed measures might present include the following:

1. The withdrawal of tax incentives for some forms of saving
and incentive might harm enterprise.
This argument does assume that these activities cannot survive without state
subsidy. This paper accepts the need for state subsidy within the economy, but
thinks it has to be targeted and appraised on a case-by-case basis rather than
by a blanket system of tax reliefs. The recommendation is therefore that the
specified tax reliefs for savings and investment be withdrawn but that they be
replaced with targeted measures. Such measures might include support for
specific industries, or businesses of certain sizes or for training for specific skill
needs of which there is proven need within the UK. The result would be a more
targeted use of state spending (which is what tax reliefs also are) to achieve
specific economic goals.
2. People will leave the UK and economic activity will suffer as a result.
This argument has been used time and again with regard to reform of the domicile
rule, despite no-one ever producing any evidence to prove that it is true.
Of course some people might leave if such a change were introduced. But latest
data suggests 400,000 people leave the UK each year, more than 200,000 of them
being long-term residents 79. The question has to be, in that context, whether or
not any additional emigration would have any real economic consequence.
The answer is almost certainly not when the specific context of the domicile rule
and other tax arrangements affecting the wealthiest in society are considered.
The reason is simply stated. Those who are in the UK to exploit its domicile rule
do so by leaving their economic assets outside the UK. If those assets were
located in the UK then the income from them would be taxed in this country.
It follows that they are not located here and the consequence of their owners
leaving the country will be minimal as a result.

46

3. The City will be harmed.
This argument suggests that without being a tax haven the City of London
could not be as successful as it is. But nothing in this report actually changes the
key characteristics which make London successful, which are a high degree of
expertise, acceptable regulation, its situation in a favourable time zone,
acceptable tax rates and the absence of tax withholding from interest and
the payment of dividends to shareholders in companies.
For example, having companies pay appropriate tax on their profits will
not affect their capacity to pay dividends. As the analysis for this report
shows, as companies have increased their profits and lowered their effective
tax rates they have in fact retained the difference and not paid it to their
shareholders (see Technical Appendix 4*). Dividends appear almost unaffected
by either profitability or tax paid. In that case the recommendation made
that companies and others pay the tax expected of them is to simply uphold
the status of credible accounting and reporting systems, something the UK
should be doing if effective markets are to flourish, as the City requires.

4. Tax is a disincentive to economic activity.
There is no doubt that this can be true if tax rates are very high. But so far no one
has shown that the UK has tax rates anywhere near those rates. At present UK
tax rates are about mid-range in the OECD and would be lower if the
avoidance measures outlined in this pamphlet are taken into account.
This report does not recommend raising tax rates. What it does do is
recommend that those tax rates are applied fairly and consistently so
that taxpayers are, as far as possible, equally treated. In addition, it suggests
that, in the case of the highest personal tax rate, reliefs and allowances
are withdrawn until this rate is paid. This is necessary to achieve vertical
equity in a tax system which does not otherwise have it. The proposed
additional charge on investment income is intended to achieve the same
result with regard to horizontal equity.
There is no evidence that this will be a disincentive to those living and
working in the UK. Indeed the opposite is likely to be true. The creation
of a level playing field is a pre-requisite for vibrant economic activity and
the proposals in this paper are seeking to create that level playing field.

5. Tax changes will increase administrative burdens.
This is certainly not true of the proposals made in this paper. Most,
particularly as they relate to individuals, will make the administration of
their tax affairs considerably easier, and wil reduce the paperwork they
have to complete to ensure that their income is correctly stated.

* Go to www.tuc.org.uk/touchstonepamphlets.
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6. Offshore arrangements have to stay as they provide
the capital the UK needs.
This argument is subtle. The UK runs an almost perpetual trade deficit,
matched by an almost constant borrowing requirement by the
Government. Both mean that the attractiveness of the City to global
finance has to be maintained to ensure that funds flow into the UK to
meet the need of financing these deficits. There can be little doubt that this
situation has influenced the attitude of the UK Government towards tax
haven activity. The Crown Dependencies of Jersey, Guernsey and the Isle
of Man are all, in effect, satellites of the City of London for achieving this
objective, much as Cayman and Bermuda fulfil the same role for the USA.
This is obviously a serious issue: it is a matter of concern that our country is
dependent for its financial stability upon the existence of tax havens where tax
evasion is commonplace and the control of money laundering is weak 80.
This report does not tackle the macro-economic issue of funding of the national
debt. But it does not accept that steps to encourage tax avoidance and, worse
still, tax evasion should be a necessary component in ensuring the financial
viability of the UK. If that is indeed the case, more substantial reform is needed
to remedy the problems.

7. The private sector makes money, the public sector spends it:
charging more tax cuts profits and so in turn harms the public sector.
This argument is not accepted. It is premised on a false perception of the role
of the private and public sectors and does not reflect the reality which is that
the private and public sectors work in tandem to create wealth, each being
unable to do so without the other in a democratic society.
The debate about where the dividing line between the two is one on which
disagreement occurs, but to argue that one creates value and the other
expends it is wrong unless it is also assumed that education is of no worth, nor
is health, nor is a transport infrastructure, let alone a legal system that both
maintains law and order and the system of property rights on which the
market economy is based. This argument is, therefore, rejected.
It is also rejected for one further reason. There is no reason why the
recommendations in this report should lead to more tax being paid as a whole.
Of course, they could if existing tax rates were maintained but if the sums
now lost to tax avoidance were used by a government to cut the tax rates
used for all tax payers the result would not be a bigger tax take but improved
equity in the way that tax is paid. That is something quite different. This
option would therefore increase the choices available to Government when
managing the economy.
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8. Tackling tax avoidance creates uncertainty for business.
This has often been argued, especially when it is suggested that a general
anti-avoidance principle should be introduced.
In practice the evidence runs contrary to the argument. For example, in
December 2004 the Paymaster General announced that henceforth any tax
avoidance scheme designed to ensure that payment of a salary to an
employee might take place without National Insurance being charged
would be abolished with effect from December 2004, even if not known
of at that time. This had the effect of creating a targeted anti-avoidance
principle (which is a reduced version of a general anti-avoidance principle
dealing with abuse in just one area). The result was immediate and effective.
These schemes ceased to be used. Business had greater certainty as a result.
It knew it need not consider these issues any more, and did not do so.
This would be true of all the steps suggested in this report, the result of
which would be enhanced certainty for business enabling them to focus on
what they should do best, which is to make a positive contribution to the
UK economy.
It is in fact very hard to find any justification for the continuation of tax planning
with benefit for those best off in society, or for tax avoidance, unless those
making the case do so out of self-interest. When horizontal and vertical
equity within a tax system clearly results in an optimal outcome for society,
self interest cannot validate practices that promote injustice. That is why
measures to tackle tax avoidance and tax planning which benefits the best off
in society must be taken now. When resources are limited there are better
uses for the cash lost to these activities, and it is to those better purposes that
the cash must be allocated.
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Glossary

A more detailed glossary including terms used in the technical appendices can be
found at www.tuc.org.uk /touchstonepamphlets.
Aggressive tax
avoidance

The use of complex schemes of uncertain legality to exploit taxation
loopholes.

Arms length pricing

See transfer pricing

Capital Gains Tax

A tax on the profits from the sale of capital assets such as stocks and shares,
land and buildings, businesses and valuable assets such as works of art.

Company or corporation

An entity treated as a separate legal person from those who set it up,
established under the rules of the country in which it is registered.

Corporation tax

A tax on the profits made by limited liability companies and other similar
entities in some countries, but otherwise usually being similar in application
to income tax.

Deferred tax

A fictional tax which only exists in company accounts and is never paid.
Deferred tax does not, as such, exist. But the rules of accountancy generally
require that income be matched with expenses. If an expense is recognised
for tax purposes more quickly than it is for accounting purposes (which is
common with much plant and equipment) this means that the tax cost for
the years when this happens are understated. Conversely, when all the tax
allowances have been used on the assets there might still be accounting
charges to make and the tax cost would then be overstated. To balance this
equation a notional tax charge called deferred tax is charged to the profit and
loss account in the earlier years and put on the company’s balance sheet as
a liability. The liability is released as a credit to profit and loss account in the
later years and supposedly over the life of the asset all should balance out.

Domicile

The country identified as a person’s natural home, even if that person has
not been resident there for extensive periods of time. This concept, which is
almost uniquely British and unknown in the tax law of other countries bar
Ireland, says that a person acquires their father’s domicile on birth if their
parent’s were married and their mother’s if not. This means a person born in
the UK can have a natural home in another country even if they have never
lived there so long as they, or their parents before they reached the age of
18 took no steps to prove that they intended to live in the UK forever and
that they had severed all contact with their previous natural home. Because
the UK does not wish its citizens to lose their UK domicile, which does, for
example, theoretically mean that their estates remain subject to Inheritance
Tax even if they left the UK for some time before dying, the Government also
makes it quite hard for a person to acquire UK domicile. Harder, in fact, than
becoming a citizen in most cases, a concept to which it has no relationship.
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Effective tax rate

The percentage of tax actually paid in relation to the total income of the
person paying the tax.

General anti-avoidance
principle (GANTIP)

A law that seeks to prevent a tax payer from obtaining the taxation benefit
arising from any transaction if they undertook it solely or mainly to obtain a
tax benefit. If they did, they lose that benefit.

General anti-avoidance
rule (GARR)

A general anti-avoidance rule seeks to tackle those who try to break the rules
of taxation through the use of further rules. Rather than considering intention
like a GANTIP (see above), it lays downs ways of interpreting a series of
events to determine whether the benefit of tax legislation can be given to the
tax payer. Because rules are invariably open to interpretation a general antiavoidance rule runs the risk of increasing the opportunity for abuse.

Horizontal equity

One of the two measures of the inherent justice within a tax system.
Horizontal equity requires that those with similar income pay similar tax.
The second measure is that of vertical equity (see below). These equitable
principles are considered paramount in a just tax system.

Income tax

A tax charged upon the income of individuals. It can also be extended to
companies, but is not in the UK. The tax is usually charged upon both earned
income from employment and self employment and unearned income e.g.
from investments and property.

Inheritance tax

A form of gift tax charged upon the estates of people upon their death.

Limited Liability
Partnership (LLP)

A legally recognised partnership that provides its members with limited
liability.

Loophole

A technicality that allows a person or business to avoid the scope of a law
without directly violating that law.

National Insurance
Contributions

See social security contributions. Often called NIC.

Offshore

Offshore relates to any jurisdiction (regardless of whether they are islands)
which provides tax and regulatory privileges or advantages, generally to
companies, trusts and bank account holders on condition that they do not
conduct active business affairs within that jurisdiction. The term “offshore”
is very broad and normally includes “onshore” tax havens such as Andorra,
Lichtenstein, etc. The IMF considers the UK to be a tax haven.

Partnerships

Any arrangement where two or more people agree to work together and
share the resulting profits or losses.

Payroll taxes

See social security contributions.

Private company

A company not quoted on a stock exchange. Shares cannot usually be sold
without the consent of the company or its owners; in many countries little or
no information need be disclosed on the activities of such companies even
though their members enjoy the benefit of limited liability.

Progressive taxes

A tax system in which as income rises the amount of tax paid increases in
proportion to the income as well as in absolute amount i.e. the percentage
tax rate increases as the income rises. Also referred to as Graduation.

Public company

A company whose shares are quoted on a recognised stock exchange and are
available to be bought and sold by anyone who wishes without consent being
required from the company itself. Generally required to be more transparent
than private companies.

Quoted company

See public company.
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Regressive taxes

A tax system in which as a person’s income from all sources increases the
amount of tax they pay reduces in proportion to their income even if it
increases in absolute amount i.e. their percentage tax rate falls as their
income goes up.

Residence

For an individual, the person’s settled or usual home; for simplicity a
presumption may be applied based on a rule-of-thumb, such as presence
within the country for six months or 183 days in any tax year. It may be
possible to be resident in more than one country at one time (though double
tax treaties aim to prevent this). Some individuals may also try to avoid being
resident anywhere. For companies, residence is usually based on the place of
incorporation but can also be where the central management and control of
the company is located, if they are different. Tax haven companies formed for
non resident owners are usually defined not to be resident in their country of
incorporation.

Social security
contributions

Payments made towards a fund maintained by Government usually used
to pay pension and unemployment benefits. Health benefits are sometimes
covered as well. Social security contributions are generally considered to be
taxes.

Stamp duty

A tax on the value of contracts. Usually charged on contractual dealings on
shares and other stocks and securities and on dealings in land and property.

Subsidiary company

A company 50% or more owned by another company which is its parent
company.

Tax avoidance

The term given to the practice of seeking to minimise a tax bill without
deliberate deception (which would be tax evasion or fraud). The term is
sometimes used to describe the practice of claiming allowances and reliefs
clearly provided for in national tax law. It is, however, now generally agreed
that this is not tax avoidance. If the law provides that no tax is due on a
transaction then no tax can have been avoided by undertaking it. As such
this practice is now generally seen as tax planning. So what the term tax
avoidance now usually refers to is the practice of seeking to not pay tax
contrary to the spirit of the law.

Tax base

The range of transactions that a country chooses to tax. A broad base
includes a wide range of transactions. A narrow base includes relatively
few transactions.

Tax competition

This is the pressure on governments to reduce taxes usually to attract
investment, either by way of reduction in declared tax rates, or through the
granting of special allowances and reliefs such as tax holidays or the use
of export processing zones. Applies mainly to mobile activities or business,
but the competition to attract investment may result in an overall decline
of corporation tax rates and in the amounts of corporation tax paid, often
resulting in an increased burden on individuals.

Tax compliance

A term that is acquiring a new use. It can mean payment of tax due without
engaging in tax avoidance or evasion. It is also now being used in contrast
to the terms tax avoidance and tax evasion. Tax compliance in this context is
used as a test of a person’s intention before they undertake a transaction.
It asks whether the person is seeking to comply with the spirit of the
legislation concerning the transaction into which they are entering. If they
are, then it should be presumed their intent was to be legal. If they are
seeking to comply with the letter but not the spirit of the law (and it is
usually possible to determine this from the form the transaction takes) then
it should be presumed their intent was to break that law, the onus of proof
otherwise falling upon them. This test is then used in connection with a
general anti avoidance principle to determine whether that principle should
be applied to a transaction, or not. A person who has used an appropriate
motive is “tax compliant”.
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Tax evasion

The illegal non-payment or under-payment of taxes, usually by making a false
declaration or no declaration to tax authorities; it entails criminal or civil legal
penalties.

Tax haven

Any country or territory whose laws may be used to avoid or evade
taxes which may be due in another country under that country’s laws.
The Organisation for Economic Cooperation and Development defines
tax havens as jurisdictions where:
1. Non-residents undertaking activities pay little or no tax.
2. There is no effective exchange of taxation information with
other countries.
3. A lack of transparency is legally guaranteed to the organisations
based there.
4. There is no requirement that local corporations owned by non-residents
carry out any substantial domestic (local) activity. Indeed, such
corporations may be prohibited from doing business in the jurisdiction
in which they are incorporated.
Not all of these criteria need to apply for a territory to be a haven,
but a majority must.

Tax non-compliant

A person who is not seeking to be tax compliant.

Tax planning

A term used in two ways. It can be used as another term for tax compliance.
When, however, tax legislation allows more than one possible treatment of
a proposed transaction the term might legitimately be used for comparing
various means of complying with taxation law.

Transfer-pricing

A transfer pricing arrangement occurs whenever two or more businesses
(whether corporations or not) which are owned or controlled directly or
indirectly by the same people trade with each other. The term transfer pricing
is used because if the entities are owned in common they might not fix
prices at a market rate (or what is called an arms-length price) but might
instead fix them at a rate which achieves another purpose, such as tax saving.
If a transfer price can be shown to be the same as the market price then it
is always acceptable for tax. What are not acceptable for tax purposes are
transfer prices which increase the cost or reduce the sales value in states
which charge higher tax rates and increase the sales value or reduce the costs
in states with lower tax rates. The difficulty for many corporations at a time
when over 50% of world trade is within rather than between corporations
is that there is no market price for many of the goods or services that they
trade across national boundaries because they are never sold to third parties
in the state in which they are transferred across national boundaries within
the corporation. This gives rise to complex models in which attempts are
made to allocate value to various stages within the supply chain within
a company, which process is open to potential abuse. For this reason it
is argued that such firms should be taxed on a unitary basis.

Transnational
corporations (TNCs)

A corporation with subsidiaries or divisions in two or more nations.
Also known as multinational corporation (MNC).

Trusts

A trust is formed whenever a person (the settlor) gives legal ownership of an
asset (the trust property) to another person (the trustee) on condition that
they apply the income and gains arising from that asset for the benefit of a
third person (the beneficiary). Trusts can be established verbally but typically
take written form. Trustees are frequently professional people or firms
charging fees. Trusts are usually of one of three types:

Trustees

•

discretionary trust

•

charitable trust

•

interest in possession trust.

The people who hold the legal title to assets held in a trust and administer it.
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Trust beneficiary

Anyone who may obtain a benefit from a trust. A person who has the right
to a benefit has an ‘interest in possession’; a discretionary beneficiary can get
income or benefits only when and if the trustees decide to pay it to them.

Trust settlor

The person who establishes a trust by gifting assets to it.

Unitary basis

Treating the income of related entities within a single firm or corporate group
on a combined or consolidated basis, and applying a formula to apportion
it for taxation by the different countries or territories from which it derives.
Each may apply the rate of tax it wishes. It has been used in federal countries
such as the USA, applying an allocation formula based on a ratio of sales,
employment costs and assets employed within each state. It has been
opposed by tax authorities (and TNCs) because they consider that it would
be too difficult to reach international agreement especially on the formula.
However, taxation of highly integrated TNCs may in practice entail a formulabased allocation of profits, due to the difficulty of finding appropriate arm’s
length transfer prices.

Value Added Tax

Known as VAT. A value added tax is charged by businesses on their sales
and the supply of services. It allows those same businesses to claim credit
from the Government for any tax they are charged by other businesses
incurred by them in the course of their trade. The burden of VAT therefore
falls almost entirely on the ultimate consumers. VAT is a regressive tax since
lower income households always spend a higher proportion of their income
on consumption and therefore invariably spend a greater proportion of their
income on this tax than do the better off. Because of the role of VAT in the
economy, income and other taxes have to be progressive to ensure that the
tax system as a whole is equitable.

Vertical equity

One of the two measures of the inherent justice within a tax system. Vertical
equity requires that those with higher income pay proportionately more tax.
The second measure is that of horizontal equity (see above). These equitable
principles are considered paramount in a just tax system. When tax planning
interacts with them it too has to be the subject of consideration.

Wealth tax

A tax on a person’s declared wealth, typically imposed annually at a very
low rate. Once commonplace in Europe these are now little used since they
are thought to encourage people to hide assets offshore.

Withholding tax

Tax deducted from a payment made to a person outside the country.
Generally applied to investment income, such as interest, dividends,
royalties and licence fees.
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Notes

1

Dave Hartnett, Director General of HM Revenue & Customs, suggested in June 2006 that research undertaken
in Canada showed that 50% of taxpayers would be compliant irrespective of the circumstances, and 10% would
be non-compliant. The remaining 40% were capable of being influenced into compliance.
www.kpmg.co.uk/pubs/beforepdf.cfm?PubID=1744 accessed 20.4.07

2

Quoted at http://en.wikipedia.org/wiki/Tax_evasion accessed 24-1-07. The original date of this comment has never
been determined.

3

Based on quotes in www.kpmg.co.uk/pubs/Tax_and_CSR_Final.pdf accessed 12-10-07

4

Source: www.hmrc.gov.uk/stats/personal_wealth/table13_5.pdf accessed 1-11-07

5

www.hm-treasury.gov.uk/media/F/9/pbr_csr07_annexb_305.pdf page 164, accessed 1-11-07

6

www.taxresearch.org.uk/Documents/TRLLPSmallBusinessTax8-08.pdf page 14 accessed 1-11-07

7

www.taxresearch.org.uk/Blog/2007/09/09/the-domicile-rule-costs-£43-billion/ accessed 1-11-07

8

www.hm-treasury.gov.uk/media/F/9/pbr_csr07_annexb_305.pdf page 164 accessed 1-11-07

9

www.hmrc.gov.uk/stats/capital_gains/table14-1.xls accessed 2-11-07

10 www.hmrc.gov.uk/stats/capital_gains/table14-4.xls accessed 2-11-07
11 www.hmrc.gov.uk/stats/capital_gains/table14-5.xls accessed 2-11-07
12 www.hmrc.gov.uk/stats/capital_gains/table14-5.xls accessed 2-11-07
13 www.hmrc.gov.uk/stats/income_distribution/table3-5.xls accessed 2-11-07
14 www.hmrc.gov.uk/stats/tax_receipts/table1-2.pdf accessed 2-11-07
15 www.hmrc.gov.uk/stats/capital_gains/table14-1.xls accessed 2-11-07
16 www.hmrc.gov.uk/stats/income_distribution/table3-7.xls accessed 5-11-07
17 www.iht.com/articles/2007/02/15/bloomberg/bxatm.php accessed 2-11-07
18 www.ftse.com/japanese/Indices/UK_Indices/Downloads/ukdividend_factsheet.pdf accessed 2-11-07
19 This figure was discussed with the Professional Contractors Group on 2-11-07 who thought it a likely understatement. 		
www.pcg.org.uk/cms/index.php?option=com_contact&task=view&contact_id=2&Itemid=359
20 www.hm-treasury.gov.uk/media/0/7/bud06_cha_134.pdf page 210 accessed 2-11-07.
21 www.hm-treasury.gov.uk/media/A/5/bud05_chapA_146.pdf page 186 accessed 2-11-07
22 www.hm-treasury.gov.uk/media/0/7/bud06_cha_134.pdf accessed 2-11-07
23 www.hm-treasury.gov.uk/media/D/6/pbr04_chapB_320.pdf accessed 2-11-07.
24 www.hm-treasury.gov.uk/media/D/6/pbr04_chapB_320.pdf accessed 2-11-07.
25 For a discussion of 20 possible Gaps see www.taxjustice.net/cms/upload/pdf/Mind_the_Tax_Gap_-_final_-_15_Jan_2006.pdf
accessed 5-11-07
26 For example, see Do Countries Compete over Corporate Tax Rates?, Michael P. Devereux, Ben Lockwood, Michela Redoano, 2005
www.sbs.ox.ac.uk/NR/rdonlyres/ACE5A5B5-1508-4F65-8F11-136CDB5C84C7/0/DevereuxLockwoodRedoano.pdf
accessed 5-11-07
27 There was one exception: Standard Life should have appeared at 49 in the list but had been a quoted company for less
than a year at the time the data was collected. Prior to 2006 it has a completely non-comparable reporting basis to all
other companies in the survey as it was a mutual company. As a result it was excluded from the survey and the 51st
company, Shire plc was substituted in its place.
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28 www.hmrc.gov.uk/stats/tax_receipts/table1-2.pdf accessed 9-11-07
29 www.nao.org.uk/publications/nao_reports/06-07/0607614.pdf accessed 12-11-07
30 www.taxjustice.net/cms/upload/pdf/Mind_the_Tax_Gap_-_final_-_15_Jan_2006.pdf accessed 12-11-07
31 A tax system where as income rises the amount of tax paid increases in proportion to income as well as in absolute amount
i.e. the percentage tax rate increases as the income rises.
32 Analysis based on Cobham, A. 2007 The tax consensus has failed presented to TJN conference, Nairobi, Kenya, January 2007
33 See http://en.wikipedia.org/wiki/Fiscal_policy accessed 29-1-07 for a discussion of fiscal policy.
34 www.hmrc.gov.uk/stats/income_tax/table2-5.xls accessed 16-11-07
35 ibid
36 www.hmrc.gov.uk/stats/tax_expenditures/table1-6.pdf
37 www.taxresearch.org.uk/Blog/2006/12/06/41-of-all-uk-tax-legislation-tackles-tax-avoidance/ accessed 16-11-07
38 For further exploration of these ideas see The Myth of Ownership: Taxes and Justice, Liam Murphy and Thomas Nagel,
Oxford University Press 2004
39 www.nsandi.com/savingneeds/taxfreeinvestments.jsp accessed 14-11-07
40 www.hmrc.gov.uk/lbo/minutes-061207.htm accessed 14-11-07
41 www.hmrc.gov.uk/about/hmrc-06-07-acc.pdf accessed 14-1--07
42 Based on www.hmrc.gov.uk/stats/tax_receipts/table1-2.pdf accessed 14-11-07
43 See footnote 1
44 See, for example, www.accountancyage.com/accountancyage/news/2168825/hmrc-senior-staff-concerned
accessed 14-11-07
45 See, for example, www.vnunet.com/accountancyage/analysis/2189133/taxman-efficiency-drive-slammed
accessed 14-11-07
46 www.taxresearch.org.uk/Blog/2007/09/09/the-domicile-rule-costs-£43-billion/ accessed 19-11-07
47 www.hmrc.gov.uk/guidance/vct.htm accessed 19-11-07
48 www.eisa.org.uk/render.aspx?siteID=1&navIDs=21,97 accessed 19-11-07
49 www.hmrc.gov.uk/stats/tax_expenditures/table1-5.pdf accessed 19-11-07
50 There is no fixed price for a hospital, but a review of the average price of current PFI funded hospitals suggests an average
cost of £200 million a hospital is often quoted. See, for example, www.guardian.co.uk/society/2007/feb/27/hospitals.health
accessed 7-12-07
51 Based on www.hm-treasury.gov.uk/media/3/9/pbr_csr07_annexd1_189.pdf accessed 16-11-07
52 A further example can be found at www.taxresearch.org.uk/Blog/2006/12/28/vantis-anothr-name-for-the-hall-of-shame/
accessed 19-11-07
53 www.taxresearch.org.uk/Blog/2007/05/21/charitable-giving-£210-million-of-tax-releif-for-the-best-off-in-society/
accessed 19-11-07
54 www.hmrc.gov.uk/rates/nic.htm accessed 19-11-07
55 www.hmrc.gov.uk/manuals/apmanual/AP3024.htm accessed 19-11-07
56 www.hmrc.gov.uk/stats/income_tax/table2-6.pdf accessed 19-11-07
57 Based on data in www.hmrc.gov.uk/stats/income_tax/table2-1.pdf accessed 19-11-07
58 http://news.bbc.co.uk/1/hi/uk_politics/6391075.stm accessed 16-11-07
59 See http://denning.law.ox.ac.uk/tax/BTR_version_inaugural_lecture.pdf accessed 19-11-07
60 http://en.wikipedia.org/wiki/Furniss_v._Dawson accessed 19-11-07
61 http://en.wikipedia.org/wiki/The_Ramsay_Principle accessed 19-11-07
62 www.publications.parliament.uk/pa/ld200001/ldjudgmt/jd010208/macniv-3.htm accessed 19-11-07
63 Discussion about creating a GAAR took place in 1998 at government level but was not pursued.
64 See www.innovativefinance-oslo.no/pop.cfm?FuseAction=Doc&pAction=View&pDocumentId=11607 page 128
accessed 19-11-07
65 See, for example www.oecd.org/dataoecd/33/0/1904176.pdf from the OECD
and http://ec.europa.eu/taxation_customs/resources/documents/COC_EN.pdf from the EU, both accessed 19-11-07
66 www.guardian.co.uk/business/2007/nov/06/12 accessed 19-11-07
67 www.taxresearch.org.uk/Blog/2007/11/06/tax-is-going-bananas/ accessed 19-11-07
68 www.taxjustice.net/cms/upload/pdf/Price_of_Offshore.pdf accessed 19-11-07
69 Based on data on page 21 of www.dfid.gov.uk/pubs/files/sid2007/sid07-full-version.pdf accessed 19-11-07
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70 www.ft.com/cms/s/0/2dae16da-9641-11dc-b7ec-0000779fd2ac.html accessed 19-11-07
71 For a detailed description see www.taxresearch.org.uk/Documents/TRLLPSmallBusinessTax8-08.pdf
accessed 19-11-07
72 See http://ec.europa.eu/taxation_customs/taxation/company_tax/common_tax_base/index_en.htm
accessed 21-11-07
73 www.publishwhatyoupay.org/english/ accessed 21-11-07
74 www.taxjustice.net/cms/front_content.php?idcat=2 accessed 21-11-07
75 www.publishwhatyoupay.org/english/pr/pwyp_141109.doc accessed 21-11-07
76 www.iasb.co.uk/ accessed 21-11-07
77 www.hmrc.gov.uk/stats/tax_expenditures/table1-6.pdf accessed 21-11-07
78 Based on www.hmrc.gov.uk/stats/tax_expenditures/table1-6.pdf
79 www.telegraph.co.uk/news/main.jhtml?xml=/news/2007/11/15/nemi115.xml accessed 21-11-07
80 See www.nao.org.uk/publications/nao_reports/07-08/07084.pdf accessed 7-12-07
for a description of these failures.
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