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Finance and Constitution Committee 
 

12th Meeting, 2017 (Session 5), Wednesday 19 April 2017 
 

A Scottish Approach to Taxation Inquiry 
 
Introduction 

1. The Committee has held one evidence session, on 30 November 20161, on its 
Scottish approach to taxation inquiry.  The Committee took evidence from— 
 

 Yvonne Evans, Law Society of Scotland 

 Alan Barr, Brodies LLP 

 Professor David Bell, Royal Society of Edinburgh 
 

2. The Committee also put out a call for evidence which ended on 30 September 
2016. The submissions which were received can be viewed on the Inquiry 
webpage. 

 
Purpose of the Evidence session 
 

3. Since then, the Committee in its report on the Draft Budget noted the potential 
impact of a forecast increase in the number of incorporations may have on the 
amount of revenue which the Scottish Parliament could raise through income 
tax.  In particular, the Committee noted that – 
 

“If incorporations grow at the same level in Scotland and rUK we would 
expect that the loss in Scottish tax revenues would be offset by the 
reduction in the size of the adjustment to the block grant. However, a 
reduction in the size of the Scottish tax base would have an impact on 
the amount of revenue which the Scottish Parliament could raise 
through changes to the rates and thresholds for Scottish income tax”2. 

 

4. The Committee also noted the possibility that differential tax rates between 
Scotland and the rest of the United Kingdom could lead to a behavioural 
response that may impact upon the level of incorporations.  The Committee 
stated that it intended to consider this issue further as part of the Scottish 
approach to taxation inquiry. The Committee will take evidence on this issue 
from the following witnesses: 

 

 Charlotte Barbour, Director of Taxation, ICAS 

 Alex Cobham, Chief Executive, Tax Justice Network 

 John Cullinane, Tax Policy Director, Chartered Institute of Taxation 

 Richard Murphy, Director, Tax Research UK 
 

5. All four witnesses, or the organisations they are representing at the meeting, 
provided written submissions which are attached at Annex A.  SPICe have 

                                                           
1
 http://www.scottish.parliament.uk/S5_Finance/Meeting%20Papers/20161130_FCCPapersPublic.pdf  

2
 Finance and Constitution Committee (2017) ‘Report on Draft Budget 2017-18’, para. 174. 

http://www.scottish.parliament.uk/parliamentarybusiness/CurrentCommittees/100253.aspx
http://www.scottish.parliament.uk/parliamentarybusiness/CurrentCommittees/100253.aspx
http://www.scottish.parliament.uk/S5_Finance/Meeting%20Papers/20161130_FCCPapersPublic.pdf
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provided a briefing on Incorporations which is attached at Annex B.  Chapter 7 
from the Institute for Fiscal Studies’ February 2017 Green Budget Report, 
which considers the issue of incorporation, is attached at Annex C.   

 
 

Finance and Constitution Committee Clerking Team, 
19 April 2017 
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Call for Evidence: A Scottish Approach to Taxation – additional evidence 
Response by the Chartered Institute of Taxation 

 
 
1  Introduction 

 
1.1  This is an additional response by the Chartered Institute of Taxation (CIOT) to the 

Finance and Constitution Committee of the Scottish Parliament’s call for evidence: A 
Scottish Approach to Taxation. We welcome the opportunity to offer our comments 
and we are pleased to have the opportunity to amplify our points orally. 
 

1.2  Various tax powers have been and will be devolved to Scotland under the Scotland 
Act 2012 and 2016. This is likely to increase focus on the way in which tax revenues 
are raised and the principles on which the Scottish tax system should be based. In 
view of this, the Finance and Constitution Committee wished to start a debate on the 
approach to adopt in developing a Scottish approach to taxation and opened an 
inquiry into a Scottish approach to taxation. The CIOT submitted a response1 to the 
initial call for evidence and now submits additional comments on issues identified by 
the Committee particular focus: incorporation and the potential impact on the Scottish 
Budget if there is a change in the rate of income tax in Scotland. 
 

1.3  The Scottish Government has committed itself to a tax system that has regard to 
Adam Smith’s four principles2: the burden proportionate to the ability to pay 
(equality); certainty; convenience; efficiency of collection (economy).3 The CIOT 
agree that these are important principles for a sound tax system. 
 

1.4  As an educational charity, our primary purpose is to promote education in taxation. 
One of the key aims of the CIOT is to work for a better, more efficient, tax system for 
all affected by it – taxpayers, their advisers and the authorities. Our comments and 
recommendations on tax issues are made solely in order to achieve this aim; we are 
a non-party-political organisation. 

                                                
1
 The joint CIOT, Low Incomes Tax Reform Group and Association of Taxation Technicians submission is 

available at: http://www.tax.org.uk/policy-technical/submissions/scottish-approach-taxation-ciot-litrg-att-response. 
2
 An Inquiry into the Nature and Causes of the Wealth of Nations – Adam Smith – Book 5, Chapter II, Part 2 

(1776). 
3
 The Scottish Government’s Approach to Taxation, Finance Secretary John Swinney’s statement to the Scottish 

Parliament, 7 June 2012: http://www.gov.scot/News/Speeches/taxation07062012. 

http://www.tax.org.uk/policy-technical/submissions/scottish-approach-taxation-ciot-litrg-att-response
http://www.gov.scot/News/Speeches/taxation07062012
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1.5  Our stated objectives for the tax system include: 

 A legislative process which translates policy intentions into statute accurately 
and effectively, without unintended consequences. 

 Greater simplicity and clarity, so people can understand how much tax they 
should be paying and why.  

 Greater certainty, so businesses and individuals can plan ahead with 
confidence. 

 A fair balance between the powers of tax collectors and the rights of 
taxpayers (both represented and unrepresented).  

 Responsive and competent tax administration, with a minimum of 
bureaucracy. 
 

 
   
2  Incorporation 

 
2.1  Perhaps the two main options for operating a business are through a sole trade (or 

partnership) or a limited company. While this submission focuses on the tax 
differences between the two, it should be remembered that businesses often choose 
to incorporate for a variety of reasons, including the limited liability offered by a 
company, since it is a separate legal entity to its shareholders and directors. Indeed, 
in some industries, a business will not receive contracts unless it is constituted as a 
limited company. 
 

2.2  In the UK Budget 2017, the Chancellor announced a reduction in the dividend 
allowance from £5,000 to £2,000, with effect from 6 April 2018.4 The proposal is 
intended to address the problem of businesses incorporating in order to take 
advantage of lower corporation tax rates. The dividend allowance itself was only 
introduced with effect from 6 April 2016 as part of broader changes to the dividend 
tax system, which were also intended to tackle tax-motivated incorporation. 
 

2.3  The CIOT does not believe that the proposed reduction in the dividend allowance will 
achieve the aim of discouraging tax-motivated incorporation. For a basic rate 
taxpayer, the change cannot increase their tax liability by more than £225 ((£5,000-
£2,000) x 7.5%). A self-employed individual within the basic rate band in 2017/18, 
typically faces a marginal tax rate of 29% (20% income tax and 9% Class 4 National 
Insurance). In contrast, an owner-manager of an incorporated business faces a 
marginal effective tax rate of 25.075% on dividend income (19% plus 7.5% of the 
remaining 81% of profits, assuming the profits are taken out of the company).5 For 
those with higher incomes, the marginal rates of tax will be higher, but it should be 
noted that a further advantage of incorporation is the ability to retain income within 
the company, meaning an owner-manager can time their income extraction such that 
it occurs in a more tax-efficient manner. 
 

2.4  One of the key issues for Scotland when considering the effect of incorporation is 
that sole traders (and partners) pay income tax on their (share of the) taxable profits. 
This is non-savings/non-dividend income, and therefore from 6 April 2017 it is subject 
to Scottish rates and bands of income tax.6 The revenues will be passed to Scotland. 

                                                
4
 The dividend allowance is a nil rate band of tax for dividend income. 

https://www.gov.uk/government/publications/income-tax-dividend-allowance-reduction 
5
 This will fall further to 23.225% once the corporation tax rate falls to 17% in April 2020 as proposed. There is no 

National Insurance due on dividend income. 
6
 During 2016/17, Scottish taxpayers paid the Scottish Rate of Income Tax on their non-savings/non-dividend 

income. This worked by reducing each of the UK main income tax rates by 10% and adding the single Scottish 
rate of Income Tax (10%) to each rate. The amount of income tax paid according to the Scottish Rate of Income 

https://www.gov.uk/government/publications/income-tax-dividend-allowance-reduction
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Where a business is incorporated, the company pays corporation tax on its taxable 
profits. Since corporation tax is not devolved, these revenues pass to the UK 
Exchequer, although Scotland will receive a share by virtue of the Block Grant. The 
director-shareholders (who would be the sole trader or partners) can choose how to 
withdraw money from the company. Any salary they take will be subject to income 
tax, according to Scottish rates and bands, as noted above, to the extent it exceeds 
the personal allowance. As shareholders, however, they also have the option of 
taking dividends. Dividend income is subject to income tax at UK rates and bands 
and the revenues are retained by the UK Exchequer, although Scotland will receive a 
share by virtue of the Block Grant. As noted above, the first £5,000 of dividend 
income is subject to a nil rate of tax in 2017/18; the rates of tax for dividend income 
are also lower than the standard UK rates of income tax.7 
 

2.5  The current rates and bands of income tax (together with National Insurance) and 
rates of corporation tax mean that there are already tax advantages to be gained 
from incorporation. The Scottish Parliament only has the power to set income tax 
rates and bands for non-savings/non-dividend income; it does not have any powers 
in relation to dividend income, National Insurance or corporation tax, or indeed the 
tax base for income tax. As such, in terms of tackling tax-motivated incorporation, its 
options are restricted. 
 

2.6  Future changes proposed by the UK Government, such as the reduction in the rate 
of corporation tax to 17% from April 2020 are likely to increase the differential in 
marginal rates of tax (see paragraph 2.3 above) between sole traders and owner-
managers of incorporated businesses. Such a differential would widen further if the 
Scottish income tax rates were increased; although a decrease in the Scottish 
income tax rates could narrow the gap, this would probably not be to the extent 
required to deter tax-motivated incorporation. 
 

 
  

3  The potential impact on the Scottish Budget if there is a change in the rate of 
income tax in Scotland 
 

3.1  As a result of the Scotland Act 2016, the Scottish Parliament has the power to set 
rates and bands of income tax for the non-savings/ non-dividend income of Scottish 
taxpayers for tax years 2017/18 onwards. Income tax is not fully devolved however, 
since the Scottish Parliament does not have any powers in respect of determining 
the tax base, such as allowances, reliefs, deductions and the definition of income. 
Furthermore, it does not have any powers in relation to the savings and dividend 
income of Scottish taxpayers. The tax revenues in respect of non-savings/ non-
dividend income come directly to Scotland; a share of those from savings and 
dividend income come to Scotland via the Block Grant. 
 

3.2  If there is a change in the rate of income tax in Scotland, there are a few main effects 
on the Scottish budget. There is an automatic, direct impact on revenues in 
proportion to the change in the tax rate, but this could be affected by possible 
behavioural effects and as well as longer-term and indirect effects, such as decisions 
in relation to investment. 
 

3.3  Scottish income tax is payable only by Scottish taxpayers – the definition 

                                                                                                                                                   
Tax is passed to Scotland. From 6 April 2017, Scottish taxpayers pay income tax according to rates and bands 
set by the Scottish Parliament on their non-savings/non-dividend income. 
7
 Dividend income within the basic rate band is taxable at 7.5%; within the higher rate band at 32.5%; within the 

additional rate at 38.1%. The rates and bands referred to are those set by the UK Parliament. 
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encompasses individuals, but not trusts, deceased estates, bodies or trustees or 
personal representatives. The definition of a Scottish taxpayer is based around 
where an individual lives in the course of a tax year, which means some individuals 
will have the capacity to affect whether or not they are a Scottish taxpayer, by 
choosing where to reside.8 HM Revenue & Customs (HMRC) administer Scottish 
income tax, including compliance relating to the determination of Scottish taxpayer 
status. In the first instance, HMRC determine an individual’s status, which the 
individual may appeal, but ultimately, the status will be decided based on the facts. 
 

3.4  A change in the rate of income tax in Scotland will not necessarily result in a 
straightforward, correlated increase or decrease in income tax revenues. The partial 
devolution of income tax creates limitations on the powers of the Scottish Parliament. 
In addition, it perhaps ensures that taxpayers are more likely to compare UK and 
Scottish liabilities, leading to the potential for behavioural responses to changes in 
the rate of income tax payable by Scottish taxpayers – in this there are two main 
points of comparison: the UK income tax rates and the Scottish income tax rates; the 
fact Scottish income tax rates apply to non-savings/non-dividend income and UK 
rates apply to savings and dividend income of Scottish taxpayers. Changes in bands 
could have similar potential, although they are slightly less visible in terms of their 
effect on tax liabilities. This means that an increase in Scottish income tax rates 
might not lead to as great an increase in tax revenues as might be expected initially, 
and could even result in a fall, and vice versa. 
 

3.5  While a change in tax rate or band may drive taxpayer behaviour, it is unlikely to be 
the sole determining factor. There will often be other factors involved, which may 
have more or less influence than tax. A tax change would probably have to have a 
significant effect, and perhaps the potential to be ongoing for a number of years, on a 
taxpayer to drive behavioural change. If an obvious disparity continues for a number 
of years, and particularly if it increases during that time, it might be more likely to 
result in behavioural responses, as taxpayers notice the cumulative effect. 
 

3.6  In considering the effect of changes to income tax on the Scottish budget, it is 
necessary to understand the make-up of the tax base and which taxpayers have the 
ability to make decisions driven by a tax change, as well as the impetus. According to 
HMRC statistics, there were 2.56 million taxpayers in Scotland in 2016/17, of which 
84% were basic rate taxpayers, 13.9% higher rate taxpayers and 0.7% additional 
rate taxpayers.9 As recognised in the Scottish Government’s own note,10 additional 
rate taxpayers in Scotland contributed a 13.7% share of total income tax revenues in 
2015/16, despite constituting less than 1% of taxpayers in Scotland. This means that 
the behaviour of additional rate taxpayers (those with income over £150,000) can 
have a major impact on Scottish income tax revenues and the Scottish budget. 
 

3.7  Behavioural responses are not necessarily easy to predict, quantify or analyse and 
therefore their potential impact on the Scottish budget is not easy to assess. In the 
context of income tax rates and bands, behavioural responses at the individual 
taxpayer level could include moving residence to another part of the UK, 
incorporation of a sole trade or partnership business, choosing to take remuneration 
through dividends rather than salary (where possible), increasing pension 
contributions, cutting work hours to reduce income, refusing a promotion where the 

                                                
8
 The statutory definition of a Scottish taxpayer is set out in section 80D-80F, Scotland Act 1998. 

9
 https://www.gov.uk/government/statistics/number-of-individual-income-taxpayers-by-marginal-rate-gender-and-

age-by-country. The discrepancy in the total of percentages and 100% relates to taxpayers who only pay tax at 
the starting rate for savings (1.4%), and who therefore do not pay income tax at Scottish rates on any of their 
income. 
10

 http://www.gov.scot/Resource/0049/00497818.pdf 

https://www.gov.uk/government/statistics/number-of-individual-income-taxpayers-by-marginal-rate-gender-and-age-by-country
https://www.gov.uk/government/statistics/number-of-individual-income-taxpayers-by-marginal-rate-gender-and-age-by-country
http://www.gov.scot/Resource/0049/00497818.pdf
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result would be a significant increase in their marginal tax rate11 and whether or not 
to take up a job offer. However, there could be other effects, for example, a rate 
change could affect an employer’s decision of where to locate staff or invest, if it 
means they have to reassess how much they must pay employees. 
 

3.8  There are always other effects as a result of any behavioural responses. For 
example, a taxpayer who moves residence may have to sell one property and 
purchase another – the associated costs of moving house mean that it is likely only 
to be those with significant income/wealth who change country of residence in 
response to a change in tax rate. In addition, there are likely to be other factors that 
make such a move easier, for example, they may live close to the English-Scottish 
border and work on the other side; they may not necessarily live close to the border, 
but they may commute frequently to England for work; they may already have a 
property in another country, making it easier and cheaper to switch residence; they 
may not have significant other ties to a particular location, such as work, family, or 
children attending school. 
  

3.9  If a change in rate is perceived as being for the short-term only, for example for one 
or two tax years, another behaviour that could result is changing the timing of 
income. So, if a tax increase is expected, taxpayers in a position to do so may take 
earnings earlier to ensure they are taxed at the lower rate. If a tax decrease is 
expected, taxpayers may defer receiving earnings to obtain the benefit of a lower 
rate in the future. 
 

 
 
4  Acknowledgement of submission 

 
4.1  We would be grateful if you could acknowledge safe receipt of this submission, and 

ensure that the Chartered Institute of Taxation is included in the List of Respondents 
when any outcome of the consultation is published. 
 

 
 
5  The Chartered Institute of Taxation 

 
5.1  The Chartered Institute of Taxation (CIOT) is the leading professional body in the 

United Kingdom concerned solely with taxation. The CIOT is an educational charity, 
promoting education and study of the administration and practice of taxation. One of 
our key aims is to work for a better, more efficient, tax system for all affected by it – 
taxpayers, their advisers and the authorities. The CIOT’s work covers all aspects of 
taxation, including direct and indirect taxes and duties. Through our Low Incomes Tax 
Reform Group (LITRG), the CIOT has a particular focus on improving the tax system, 
including tax credits and benefits, for the unrepresented taxpayer.  
 
The CIOT draws on our members’ experience in private practice, commerce and 
industry, government and academia to improve tax administration and propose and 
explain how tax policy objectives can most effectively be achieved. We also link to, 
and draw on, similar leading professional tax bodies in other countries. The CIOT’s 
comments and recommendations on tax issues are made in line with our charitable 
objectives: we are politically neutral in our work. 
 

                                                
11

 For example, in 2017/18, Scottish taxpayers earning between £43,000 and £45,000 will have an effective 
marginal tax rate of 52%, if account is taken of Class 1 employee National Insurance contributions. Those with 
income below £43,000 will have an effective marginal tax rate of only 32%. 
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The CIOT’s 18,000 members have the practising title of ‘Chartered Tax Adviser’ and 
the designatory letters ‘CTA’, to represent the leading tax qualification.  

 
The Chartered Institute of Taxation 
13 April 2017 
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A Scottish approach to taxation: call for evidence 

About ICAS 
 
1. The following submission has been prepared by the ICAS Tax Board.  The ICAS Tax Board, with 

its five technical Committees, is responsible for putting forward the views of the ICAS tax 
community, which consists of Chartered Accountants and ICAS Tax Professionals working across 
the UK and beyond, and it does this with the active input and support of over 60 board and 
committee members.  The Institute of Chartered Accountants of Scotland (‘ICAS’) is the world’s 
oldest professional body of accountants and we represent over 21,000 members working across 
the UK and internationally.   Our members work in all fields, predominantly across the private and 
not for profit sectors. 

 
General comments 
 
2. ICAS is grateful for the opportunity to give evidence to the Finance and Constitution Committee 

regarding its inquiry into ‘A Scottish approach to taxation’, as requested in the call for evidence 
issued in July 2016, and in the invitation to give oral evidence on 19 April 2017.   

 
3. ICAS has contributed the experience of its members and their technical expertise in the 

development and implementation of the two existing devolved taxes, Land and Buildings 
Transaction Tax (LBTT) and Scottish Landfill Tax (SLfT), in the development of the proposed Air 
Departure Tax, and the establishment of the new tax authority Revenue Scotland. ICAS has also 
contributed to the development of both Scottish Rate of Income Tax and the Scotland Act 2016 
measures for Scottish Income Tax rates and bands.  

 
4.  ICAS has a public interest remit, a duty to act not solely for its members but for the wider good.  

From a public interest perspective, our role is to share insights from ICAS members into the many 
complex issues and decisions involved in tax and financial system design, and to point out 
operational practicalities.   

 
5. The Scottish Government has set out its overarching principles but we believe that there is a need 

to distinguish between very high level principles and objectives. In broad terms, it needs to be 
decided what the objectives of tax raising are and the balance between them. So, for example, the 
key objectives are likely to be to raise funds, bring accountability, support other policies such as 
economic growth, and redistribute resources. These need to be decided, ranked in order of 
importance, and they can then be married up to the four overarching principles. It also needs to be 
recognised that the objectives and the achievement of the four principles may differ with each 
different tax. Furthermore, the principles may need to be balanced with each other as they 
sometimes conflict.  

 
6. There are of course other principles that may be considered appropriate as part of a 21

st
 century 

tax system and these are detailed below under question 1. 

 
7. Additionally, other themes exist that the Scottish Parliament may wish to promote, such as being 

strong on anti-avoidance, or bringing a greater awareness of Scottish taxes to the taxpaying 
public. The approach to taxation may also be multi-layered, for example, with international and 
national levels that address different elements and this is discussed below at paragraph 27. 

  
8. ICAS recommends that there should be a clear, brief statement of the principles and objectives, a 

longer-term plan, perhaps a five-year plan, and an indication of the basis on which stakeholders 
are expected to participate in the Scottish approach to taxation. As with the Charter issued by 
Revenue Scotland, such a statement could be subject to public consultation and then published. 
The benefit of this approach would be to give more certainty to taxpayers.  Uncertainty is bad for 
business and economic investment. 
 

9. As part of the overall approach to taxation, there should be sound financial processes that provide 
useful and meaningful financial information. Such financial information is needed to allow a better 
understanding of tax policy and tax collection and how these have been used to support public 
finances.  It will also enable taxpayers to hold decision makers to account.  Another important part 
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of this overall approach is being able to analyse devolved revenues against budget to assess 
whether policy decisions have achieved their intended effect.   

 
10. There need to be sound intergovernmental relationships, given that the main source of tax 

revenue to Scotland is income tax, which has been partially devolved. Partially devolved taxes 
involve joint responsibilities. Political responsibility is split between the UK and Scottish 
Parliaments. The UK Parliament is responsible for the tax base, ie what is income, and how it is 
measured. The Scottish Parliament is now responsible for the rates and the bands of income tax, 
as provided for in the Scotland Act 2016, allowing it to exert much greater control over how much 
is assessed for collection and from which taxpayers, yet with a thus far enduring reliance on 
HMRC to ensure Scottish taxpayers are correctly identified. 

 
11. There needs to be an understanding of how the different taxes across the UK and Scotland 

interact and the scope for behavioural responses to any changes in taxation.  This is particularly 
so in relation to income tax where some but not all aspects are devolved and because income tax 
is one of the three main sources of government revenue, these being income tax, national 
insurance and VAT. As significant sources of revenue they can also be viewed as ‘expensive’ by 
taxpayers and by employers; they can also be politically sensitive. The interplay between these 
taxes is discussed further in paragraphs 41 and 42 below and in Appendix 1. 

 
12. Administrative responsibility remains with HMRC but the Scottish Government will pay any 

additional costs of collection. This may require intergovernmental machinery, which requires a 
delicate balancing act, resting upon respect, trust and common interests. The machinery needs to 
be designed in order to facilitate the sharing of powers between different governments and their 
respective tax authorities. Inter-governmental machinery is assisted when the terms are laid out in 
memorandums of understanding that are principles-based to provide clarity and transparency. It is 
also best served by appointees who understand both governments and who can establish the 
common interests, aims and objectives.  

 
13. We call for a process that allows for regular maintenance of the taxes, and we will contribute our 

views to the current call for input to the Budget Process Review Group. One aspect of this should 
be formalising a regular timetable and process for stakeholders to give input on any operational 
and policy concerns with the tax legislation.   

 
14. In the UK there is a clear division of responsibility between policy in HM Treasury, and operational 

matters in HMRC (although this includes policy in relation to care and maintenance of operational 
taxes).  However, in Scotland the Scottish Government appears to have sole responsibility for 
policy. The unknown, untested element in Scotland is whether Revenue Scotland and HMRC will 
develop a policy role in care and maintenance.  Also, how will Revenue Scotland, HMRC, the 
Scottish Fiscal Commission and the Office of Budget Responsibility and others contribute to policy 
development in Scotland through provision of experience and data? 

Question 1: How can the Scottish Government’s four principles to underpin Scottish 
taxation policy best be achieved?  

15. At the outset it should be recognised that it may not be possible to create a tax policy that fully 
achieves all four principles, in part because they can conflict with one another and often a balance 
will need to be drawn.  

 
16. In order to achieve the four principles there needs to be clarity of purpose around the objectives of 

taxation and the extent to which the different objectives are balanced against one another. For 
instance, is Scottish taxation policy aiming to raise funds, drive the economy, redistribute wealth, 
drive particular behaviours, and/or provide accountability?  

 
17. In deciding these it should be borne in mind that the objectives behind income tax may differ from 

those behind transactional taxes, or their weighting may differ.  For instance, income tax tends to 
be the main lever for income redistribution purposes whereas this is less the case with 
transactional taxes.  
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18. In our view the following could be used to assess the options which might support the key 
principles: 

  

 Proportionate, reflecting ability to pay  

 Simple to understand and transparent 

 High collection rates, predictable revenues and difficult to avoid  

 Clear accountability which connects decision making and spending of public funds with taxes 
raised  

 Cost effective to administer  

 A broad but balanced tax base 

 Best value (that the government should not take more than it needs or be profligate with public 
funds) 

 Stable and predictable revenues and behaviours 

 Aligned with current, not historic, needs and priorities 

 A basket of taxes to minimise overloading one form. 
  
Question 2: How does the current taxation regime and proposals for newly devolved taxes 
align against these four principles?  
 

Be proportionate to the ability to pay 
19. The principle of ‘ability to pay’ is generally viewed as a proportionate rise in tax rates as income 

increases, although this can be less clear cut in transaction based taxes such as LBTT or APD. 
Further, in relation to LBTT, the operation of this principle can be undermined by behavioural 
changes such as fewer purchases of property; the principle itself may undermine other objectives 
such as stimulating the economy, if housing mobility becomes restricted due to tax costs. This 
needs to be recognised, and balanced, in the matrix of policy objectives.  There is also a holistic or 
cumulative effect to be taken into account across the taxes.  

 
20. Depending on which tax is being considered, there may also need to be further articulation of 

‘proportionate to the ability to pay’. The term ‘ability to pay’ is subjective and needs to be refined, 
for example, in relation to local council tax and whether it is to reflect gross income only, 
disposable income or income less essential expenditure; or the term ‘ability to pay’ may be wider 
and judged against a combination of income and capital. As noted in evidence to the earlier 
inquiry into LBTT, this tax is better aligned to ‘ability to pay’ than the earlier SDLT.  Ability to afford 
a more expensive property may give a strong indication of a greater ability to pay tax but, for those 
with a mortgage, increasing tax usually means reduced funds available to purchase the property.  

 
Provide certainty to the taxpayer 

21. One of the four principles is ‘certainty’, which in our view includes both simplicity and stability. To 
provide certainty it would be helpful if a relatively long term view could be taken with a minimum 
number of changes to the thresholds and rates over time. This will enable taxpayers, both 
individuals and businesses, to plan ahead with confidence. Certainty is also important to 
encourage economic investment; business will not invest if the tax treatment is uncertain. 
Examples of where there is relative certainty have traditionally been found with council tax and 
business rates (although this may be less so in future given recent events and policy changes). 
Examples of where there is less certainty can be found with the unexpected introduction of 
Additional Dwelling Supplement, or in income tax where there might be uncertainty over Scottish 
taxpayer status in some instances.  

 
Provide convenience/ease of payment 

22. We consider that the payment and administrative processes for LBTT provide convenience, 
particularly in comparison with previous SDLT systems. 

 
Be efficient 

23. Income tax for the majority of taxpayers is collected by way of PAYE, a system designed to collect 
tax efficiently, and this will remain the case for Scottish income tax.   

  

Question 3: Is there scope for a fundamentally different approach to taxation in 
Scotland?  
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24. This question is closely linked to question 5 below.  The Scottish Parliament has the power to take 

a fundamentally different approach, however the practical implications of this could be dramatic 
and unpredictable.  

 
25. There are also challenges in adopting a fundamentally different approach, most of which result 

from comparison with tax in the rest of the UK.  Such challenges may include: 
 

 The burden of taxation leading to behavioural changes.  It has been noted before that there 
are only a relatively small number of additional rate payers in Scotland and if even a few 
choose to move to the rest of the UK or, say, incorporate then there is no, or little, benefit for 
Scotland from seeking to raise income tax at the upper end of the income spectrum 

 UK wide businesses may choose to prioritise their operations outside Scotland if there is a 
perceived tax or administrative cost of transactions in Scotland 

 Taxpayers familiar with the current system that has evolved over a long period may react 
negatively to fundamental changes, which introduce uncertainty and are therefore unlikely to 
encourage economic investment 

 Radical changes to the taxation system in Scotland might result in economic growth but the 
additional yield may arise in non-devolved taxes, such as corporation tax or capital gains tax. 
The potential to make radical changes may be limited because Scotland has only ‘half the 
Lego set’ 

 Administrative cost is generally underestimated, for example, the cost to business of updating 
systems to deal with changes. 

 
These challenges should be considered in conjunction with any decision to make radical change 
to taxes in Scotland. 

 
26. A Scottish approach to taxation may have a number of distinctive features, such as a layered 

vision, setting out a longer term strategy, and stating the key tax policies.   Further detailed 
research on taxation policy in other countries with similar populations and distributions in labour, 
skills and economical aspects may be helpful to inform this process. 

 
The tax vision 

27. This may benefit from a ‘layered’ vision that addresses different levels: 
 

 International - this might consider whether:  
o Scotland wants to be seen as a good example and set agendas   
o Scotland wants, or does not want, a reputation as a tax haven 

 National/ macro level -  this might consider: 
o How it will work with the rest of the UK 
o What signals tax competition gives to investors and to other parts of the UK  
o The stance on tax avoidance 

 The legislative level - this might consider what type of legislation is most appropriate: 
o Principles versus prescriptive legislation 
o GAAR versus TAARs 
o Primary versus secondary legislation. 

 
Development of, and a need for, a ‘roadmap’ and tax policy principles 

28. Policy is more likely to be better thought out if it is designed over the medium to longer term.  
ICAS believes that a roadmap, for example over 5 years, to set out the objectives of Scottish tax 
policy is vital: this should set out policy objectives and provide clarity of purpose.  A roadmap may 
also discourage politicians from indulging in eye-catching changes that may offer a perceived 
short term political advantage but that may not meet the test of benefit over the longer term.  

29. Other considerations may include statements on how often tax policy changes should be 
proposed or how often rates and bands should change, given that taxpayers and business want 
certainty and stability. 

 
30. Tax policy principles should include public messaging, an articulation of when Scottish policy is to 

be distinctive and when it might follow UK measures, the need for evidence to support policy 
making, and the role of tax reliefs. 
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31. Part of the wider policy remit is to provide clear messaging because uncertainty drives away 
investment and certainty around intent is needed. So, for example, the overarching principle of 
LBTT is that it is on a progressive basis.  This is helpful, it guides taxpayers. 

 
32. Because of the way in which Scottish taxes interact with other UK taxes consideration needs to be 

given to ensuring that there are processes and procedures in place to protect against the impact 
of changes elsewhere.  This would be the case if in future the personal allowance was to be 
increased at UK level, which would impact on revenues/Scottish income tax collected. Or, if there 
were changes, such as happened with the introduction of the SDLT additional dwelling 
supplement.  How should the Scottish Government respond:  wait, evaluate and then decide how 
to proceed, or simply replicate?  A policy approach to this is needed.   A stated position should be 
in place about the circumstances in which Scottish tax policy should seek to follow the UK, and to 
set out the parameters of when a different policy is to be maintained.   

 
33. Policy makers also need evidence to inform policy making, for example, is there evidence to 

support the contention that the Scottish buy-to-let market would have changed without ADS being 
introduced? 

 
Tax reliefs 

34. The role of tax reliefs in any Scottish tax system needs careful evaluation. If there is to be a strong 
stance against tax avoidance legislators should not provide incentives for undertaking it, as can 
happen with the introduction of reliefs. As a general principle ICAS supports a broad base and 
consistent low rates without a widespread use of tax reliefs, which add to complexity and hence 
administrative costs. Careful consideration needs to be given to proposed new reliefs. Other 
points to consider in relation to reliefs: 

 

 Should there be reliefs and, if so, for what purpose? 

 When and how will their effectiveness be evaluated? 

 Will there be sunset clauses? 

 How do you prevent reliefs becoming avoidance mechanisms? 

 Do they then become unduly complex? 

 What are the alternatives – grants? 
 

A stakeholder strategy 
35. There should be a clear, long term strategy for the Scottish tax system which includes its 

stakeholders and taxpayers. This would need to include a commitment to the following: 
 

 The law must work properly 

 High standards of behaviour are required all round 

 Good public information is needed 

 Tax policy needs clarity 

 Businesses need to be transparent 

 A clear stance on tax avoidance should be articulated.  
 
Question 4:  Should future tax changes be ring-fenced and if so, how? If not, why?  
 
36. ICAS does not agree with the notion of hypothecating taxes.  There are both philosophical and 

operational aspects to consider before going down this route.  
 
37. If taxation is levied for the common good, all funds should be collected and then decisions made 

about their use. Hypothecation implies that the taxpayer is simply paying for a particular item or 
service. Following this logic, taxpayers should only pay for what they use and this undermines the 
notion of contributing to the common good. It also limits flexibility for government policymakers. 

 
38. From an operational aspect, restricting funds to the provision of certain goods or services is 

limiting, adds to the administrative burdens, and reduces flexibility around spending decisions.  

 
Question 5: To what extent do potential behavioural responses limit options for tax changes in 
Scotland?  
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39. There are perhaps two issues to consider. One is the expected potential behavioural responses, 
which can be modelled and planned around; the other is that there can be unintended 
consequences of tax change, which can be significant. For example, the consequences of the new 
LBTT are still being established and it remains to be seen whether there are either behavioural 
responses and/or unintended consequences of having changed to a progressive rate structure.  

 
40. There are no barriers per se to making tax changes in Scotland but the policy decisions which 

influence any changes need to be clear first, as does an analysis of potential behavioural and 
societal outcomes resulting from the policy changes. We have set out our thoughts on issues 
surrounding behavioural change in light of the change to Scottish income tax bands as a result of 
the 2017-18 Budget below at paragraphs 42, 43, 57, 61, 62 and Appendix 1. 

 
Complex interactions and behavioural aspects 

41. Consideration of tax devolution and the exercise of the devolved powers requires recognition of 
the fact that the different components in the Scottish and UK tax systems are intricately 
intertwined. Some outcomes can also be determined by taxpayer choice, so that the main taxes 
cannot be considered in isolation, nor can income tax be viewed separately from other policies or 
matters such as national insurance contributions. For example, aspects of the existing taxation of 
employees, the self-employed and small companies can lead to tax planning and influence 
behaviours because of: 
 

 the differential in income tax and NIC costs for employees compared with the self-employed, 

 the differential in tax rates, combined with the different timings of payment, between income 
tax for the unincorporated business and corporation tax for the incorporated business, 

 the decision to extract profits by way of salary or alternatively as pension contributions or 
dividends, and 

 the different tax consequences arising from receipts of income and receipts of capital.   
 
42. When only some elements are devolved, this opens the way to greater complexity, wider 

differentials and increased attempts at planning to avoid increased tax costs. The devolving of 
income tax rates and bands will be likely to result in different rates being applied in different parts 
of the UK.  This may lead to more local accountability between tax and spend. It may also 
influence taxpayer behaviour. For instance, if income tax becomes significantly more expensive, 
taxpayers may seek to convert sources liable to income tax into something else that is liable to, 
say, corporation tax or capital gains tax.  Both corporation tax and capital gains tax are reserved 
taxes so any increase in receipts will flow to Westminster.  

 
Competition 

43. Behavioural responses may limit some options; equally behavioural responses may not be limiting 
if the policies are considered attractive. This could be by offering an attractive tax rate, such as 
reduced Air Departure Tax, thereby encouraging more travellers through Scottish airports.   
However, care needs to be taken in setting a tax competitive policy, particularly if it is an 
aggressive competition policy, because it may give a broader message to neighbouring 
jurisdictions that is unattractive. It may also simply lead to further competition, ‘a race to the 
bottom’ and ultimately to falling revenues for everyone.  

 
44. If neighbouring jurisdictions introduce a relief that is competitive, does Scotland need to do 

likewise to protect commercial opportunities (e.g. LBTT/SDLT seeding relief)? This needs to be 
analysed in relation to the overall strategy as discussed in question 3; international tax avoidance 
behaviours would potentially appear within the UK for the first time. 

 
Question 6: To what extent do the mechanisms for administering the Scottish income tax 
system via HMRC limit the scope for a different tax system in Scotland to develop?  
 
45. In our view it is the powers that have been devolved, covering rates and bands only, that are the 

limiting factor.  
 
46. PAYE is an efficient way to collect income tax and this remains the case now that the Scotland Act 

2016 has facilitated the devolution of income tax rates and bands. 
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47. There are some elements of income tax administration which do not easily lend themselves to the 
new devolved arrangements, such as gift aid or pension contributions. We understand that a 
pragmatic approach has been adopted to the implementation of Scottish income tax rates and 
bands, which we support. 

 
48. We also understand that HMRC considers it can cope with changes that might arise from the 

current powers, so it is unlikely that HMRC would be a limiting factor.  However, there could be a 
potential conflict of interest if, say, identification of Scottish taxpayers differs between Westminster 
and Holyrood. That, though, is different from limiting the scope of a different tax system. 

 
49. Beyond this, there are a number of changes underway in HMRC which will inevitably impact on 

resources to administer Scottish income tax. With a strong focus on the digital transformation 
programme, ongoing staff reductions and the reorganisation into 13 regional centres, there is 
unlikely to be much capacity to focus on devolved administrative processes.  However, it should 
be borne in mind that the potential cost and complexity of finding an alternative model would be 
significant, such as setting up an income tax system within Revenue Scotland. 

 
50. HMRC staff hold ongoing meetings with the Scottish professional bodies, and others, to discuss 

’S’ tax codes and the operation of Scottish taxes. 
 
51. The impact on employers also needs to be borne in mind: most income tax is collected through 

PAYE and this is undertaken by employers. They are highly unlikely to welcome any changes that 
increase their administrative burdens.  

 
Question 7: Are there any other administrative limitations to the emergence of a Scottish tax 
system?  
 
52. The administration of taxation reflects the tax powers that have been devolved and, as discussed 

in question 6 above, the key limitations are around the powers.  
 

The business sector 
53. The business sector faces an escalating compliance burden for taxes as HMRC transforms itself 

into a digital tax authority and increases its requirement for businesses to administer and collect 
taxes in real time.  This is already the position for VAT, PAYE and NIC.   

 
54. The challenges for SMEs and micro businesses in particular in tax collection include: 
 

 Complexity 

 Change 

 Obligations and penalties 

 Dealing with the tax authorities 

 Mandatory digitalisation. 
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55. Addressing these challenges and keeping matters simple means recognising that: 
   

 Administrative ease is all-important 

 Frequent changes add to complexity 

 Using tax reliefs to incentivise behaviour may lead to lengthy, difficult legislation  

 Working closely with the UK authorities is vital to ensure that tax is kept as streamlined as 
possible, whilst implementing the devolved tax powers. 

 
56. The introduction of the Scottish Rate of Income Tax on 6 April 2016 did not unduly affect 

employers, as HMRC was responsible for identifying and determining who is a Scottish taxpayer – 
although it was vital that robust identification measures were implemented to ensure the Scottish 
Government share of revenues was apportioned correctly – and we now know problems have 
been identified here.  The Scotland Act 2016 income tax changes are not significantly different in 
their impact, but employees are likely to regard their employer as the initial source of information if 
they have queries, given the service problems with HMRC helplines and HMRC’s policy of 
discouraging contact from Scottish taxpayers.  

 
57. The approach by the UK Government over the last decade has been to make businesses more 

directly responsible for collecting taxes – building on the VAT and PAYE systems which have 
operated so successfully in the UK for many years.  The changes have included the introduction of 
Real Time Information (RTI) for PAYE, the administration of the national minimum wage, pensions 
auto-enrolment, and changes to VAT place-of-supply rules. The public finances are thus heavily 
dependent on this work by businesses as unpaid tax collectors. Care is required not to overburden 
or disengage businesses from cooperating with these measures.  

 
Taxpayer understanding 

58. Other limitations are around taxpayer understanding. First, with a package of fully devolved, 
partially devolved, assigned and local taxes, many of which have different implementation dates, 
we question whether there is widespread understanding of ‘Scottish taxes’.   
 

59. There is also a need to consider the holistic or cumulative effect of the different taxes, such as 
income tax, council tax bands, and LBTT where the impact on taxpayers may be cumulative and 
that impact is the one that might be considered on ‘fairness’ grounds. 

 
60. Secondly, income tax is collected from the vast majority of taxpayers through the PAYE system 

operated by employers. Taxpayers simply receive the net sum. PAYE is designed to collect tax in 
as efficient a way as possible so income tax for employees is not as visible as other taxes where 
an amount has to be paid over. It ‘plucks the goose with as little hissing as possible’. It is not 
designed to be seen, and therefore is unlikely to be seen as part of a Scottish tax system. Clearly, 
such lack of visibility is compounded if Scottish income tax rates are the same or very similar to 
UK rates.  

 
61. The Scottish income tax rate(s) will be applied to earned income, pensions and rental income, but 

not to savings income and dividend income (to ease administrative pressures and avoid 
distortions of the UK savings market). A large divergence in rates from the rest of the UK could 
potentially encourage affected individuals to seek an alternative form of taxation from PAYE such 
as corporation tax or capital gains tax, which would result in lower NICs receipts and less revenue 
streams from income tax into the Scottish purse. 

 
62. With income tax rates and thresholds in Scotland diverging from those elsewhere in the UK from 

April 2017 onwards, clear explanations and guidance would be helpful to reassure taxpayers, 
provide transparency and certainty, and discourage unintended behaviours such as at 60 above. 

 
63. For those who wish to revert to the legislation, this is difficult. Measures around Scottish income 

tax are in both the Income Taxes Act 2007 and the Scotland Act 1998 (as amended by the 
Scotland Acts 2012 and 2016): it is not accessible, nor is it easy to read, and requires reference to 
different legislation for completeness. We recommend that a ‘tax law re-write’ version should be 
produced so that there is clarity in these taxing provisions.  

 
 
The fiscal framework 
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64. Whilst tax policy can be made more transparent, there is an inherently opaque feature of the 
overall Scottish funding arrangements and that is the Fiscal Framework. Until it is seen how this 
operates in practice then there must be uncertainty as to how a Scottish approach to taxation will 
impact on the available funds. 
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Appendix 1 

 
Further evidence: the issue of incorporation and the impact on the Scottish Budget 
due to a change in the rates or bands of Income Tax in Scotland   
 
1. The impact of any changes in the rates of income tax in Scotland need to be set in context against 

UK taxes and trends. There also needs to be consideration of the ‘gig economy’ and its drivers 
with the interaction of both employment law and ‘employment taxes’ – income tax and NIC. These 
are UK policy issues but in Scotland there is an added dimension if Scottish income tax rates 
diverge, as we have set out below. 

 
2. A clear understanding of the intricacies of policies that contain both reserved and devolved 

elements is needed to ensure the tax base is protected and is not eroded inadvertently due to a 
lack of understanding or consideration.  For instance, partially devolved income tax has resulted in 
joint responsibilities. The UK Parliament is responsible for the tax base, ie what is considered to 
be income, how it is measured, and the decision to provide reliefs from the tax.  All these elements 
can impact on the amount of income tax raised. At the same time, the Scottish Parliament is now 
responsible for the rates and the bands of income tax, allowing it to exert some control over how 
much is assessed for collection and from which taxpayers (e.g. basic or higher rate taxpayers) and 
it will receive all income tax on the non-savings, non-dividend income of Scottish taxpayers.  

 
3. With approximately half our members based in Scotland, we have had extensive dealings with the 

new devolved tax powers. There are several consequences yet to flow from this in relation to the 
UK tax base, which have not had the full consideration that they warrant. These include the 
introduction of tax competition which can have a number of consequences; for example, between 
different income tax rates or air passenger duty rates in different parts of the UK, or the impact of 
income tax becoming Scottish whilst both dividends and corporation tax remain UK based. If tax 
costs diverge, differences may lend themselves to tax planning measures. 

 
Changing patterns of working and the move towards self-employment 
 
4. There will always be behavioural challenges to the tax base if there are significant differences in 

tax costs, for employees and employers, between employment and self-employment. This is 
driven by cost management – why pay more than you have to? Decisions about work patterns are 
also driven by non-tax factors such as employment rights and other employment costs 
(apprenticeship levy, auto-enrolment, holiday pay, etc).  Due to the additional burdens placed on 
employers, it is now clear that some workers have little choice but to become “self-employed” if 
this is the only way they can obtain work. 

 
5. There is an opaque presentation of ‘tax’ to the taxpaying population. For taxpayers, and 

particularly for those on PAYE, NIC seems to be largely invisible but this has not gone unnoticed 
by governments – NIC has increased considerably over the last couple of decades whilst income 
tax has reduced.  For example, in the Autumn Statement, the rUK income tax higher rate 
threshold increase from £43,000 – £45,000 was widely publicised: it offers a saving of up to £400 
to each affected taxpayer.  At the same time, the NIC threshold for Class 1 employee contributions 
was also increased to £45,000 but this has the opposite effect and negates over half the income 
tax saving.  This was not publicised.  

 
6. However, some commentators have also noticed that changing the thresholds for income tax in 

Scotland has wider cost implications – not only will higher rate tax be payable over £43,000 at 
40% but so will Class I NIC at 12% up to income of £45,000, ie an overall rate at 52%. Despite the 
best efforts of the Office of Tax Simplification to align income tax and NICs as well as aligning the 
overall tax payable by individuals on the same income whether employed or self-employed, the 
powers over income tax that have been devolved to Scotland lend themselves to measures that 
go against this.  The thresholds are now out of alignment; tax is devolved but NIC is reserved. It 
may be that with different jurisdictions having different responsibilities the presentational elements 
will change, as either government seeks to distance itself from the costs of a ‘tax’ it is not 
responsible for.  

 
Consequences of the divergence of the rates of corporation tax, income tax and CGT 
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7. Any taxpayer who views a tax bill as an unwanted cost will seek to minimise this and so divergent 
rates across income tax, corporation tax and capital gains tax lend themselves to tax planning 
behaviours such as incorporation by an individual who wishes to work on a “consultancy” basis 
and be paid in dividends rather than a salary. 

 
8. Recent reductions in corporation tax, may continue to drive self-employed workers and 

unincorporated businesses towards incorporation.  
 
9. In Scotland, the concerns are with what, if any, impact divergent income tax rates might have – 

will Scottish income tax be avoided by operating through a company and paying dividends 
(dividends being liable to ‘rest of UK’ rates)? The change to the higher rate threshold announced 
for 2017/18 is unlikely to have much impact but it remains to be seen whether there will be greater 
divergence of income tax rates and thresholds in future and, if so, what influence this may have on 
behaviour.   

 
10. The proposed reductions in corporation tax announced in the 2017 Budget may provide a headline 

rate that is lower but there are further tax costs to take into consideration.  For owner-managed 
businesses, the owners will need to consider the post-tax costs after extracting funds from the 
company - so there is a choice of the salary route which is expensive when NIC is included, or 
dividends.  Recent changes to the taxation of dividends make this route less attractive than in the 
past.  If owners want to convert their income into gains they need to wind up the company, which 
has a commercial impact and there is also tax anti-avoidance legislation to be navigated.  

 
11. When CGT was originally introduced its objective was to block income tax leakage. To do this 

effectively the rates need to be similar to the main rates of income tax. However, the current 
differences in rates lend themselves to tax planning and consequential problems.  The additional 
and higher rates of income tax are currently 45% and 40% whereas there are three possible CGT 
rates, depending on the level of taxable income and the availability of entrepreneurs’ relief: 28%, 
20% and 10%. This clearly creates an incentive to extract value from a company in forms subject 
to CGT rather than income tax.   Finance Act 2016 therefore introduced changes to the rules 
applying to distributions in a liquidation, including the introduction of a TAAR, to try to tackle 
perceived abuses arising from this differential. This of course simply adds to complicated 
legislation, adversely affects non-tax motivated transactions and it remains to be seen whether 
significant numbers of businesses will continue to seek to use the CGT route to extract value.  We 
have not seen clear trends emerging yet.  
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About the Tax Justice Network 

1. The Tax Justice Network (TJN) is an independent international network. It is dedicated to 

high-level research, analysis and advocacy in the area of international tax and financial 

regulation, including the role of tax havens. TJN maps, analyses and explains the harmful 

impacts of tax evasion, tax avoidance and tax competition; and supports the engagement of 

citizens, civil society organisations and policymakers with the aim of a more just tax system. 

We pursue systemic changes that address the international inequality in the distribution of 

taxing rights between countries; the national inequalities – including gender inequalities – 

that arise from poor tax policies; and the national and international obstacles to progressive 

national tax policies and effective financial regulation. 

 

2. Our work is motivated by recognition of the centrality of tax to broad-based, sustainable 

development and the progressive realization of human rights – not least, because tax plays 

an important role in establishing state-citizen accountability. Our approach rests on a core 

belief in the intrinsic rather than purely instrumental importance of political engagement 

and representation. People have the capacity to be engaged in issues around tax justice. 

That engagement has the potential to deliver benefits that go far beyond technical 

enhancements to revenues and redistribution, to the dynamic social and political changes 

associated with improved representation.   

Summary 

3. TJN welcomes the opportunity to submit evidence on a Scottish approach to taxation. Our 

response addresses the high-level questions in the call for evidence, rather than specific 

matters arising from the current devolution arrangements. The Scottish Government’s four 

principles are logical, but potentially somewhat limited in terms of the implied view of the 

role of tax in a healthy society. In particular, tax appears to be viewed narrowly as revenue 

raising, rather than a more fundamental component of the state-citizen relationship. 

Whether there is scope for a fundamentally different approach to taxation in Scotland 

depends heavily on views of this issue. The current UK government has put in place the least 

redistributive system of taxes and transfers for thirty years; and so one important question is 

whether this adequately reflects the preferences of Scottish citizens. At the same time, tax 

policy decisions have been shown to play an important role in the accountability of 

government and in relation to state-citizen relations – and so the tax stance of the Scottish 

Government today may also have longer-term political implications. Finally, we identify a 

number of risks associated with devolved fiscal responsibilities generally, and offer a number 

of recommendations to guard against these. 
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The Scottish Government’s four principles to underpin Scottish taxation policy  

4. The Scottish Government has set out four principles: that taxation policy should be 

proportionate to the ability to pay; provide certainty to the taxpayer; provide convenience / 

ease of payment, and be efficient. Before asking how best these can be achieved, we might 

ask whether they should indeed be the guiding principles. If tax is indeed the price we pay 

for civilisation, as Oliver Wendell Holmes famously put it, then good tax policy is that which 

delivers most on that promise. In this light, the relative importance of convenience or 

certainty for the taxpayer need not necessarily hold the same priority.  

 

5. ‘Certainty’ in particular is an ill-used term in tax. The current G20 focus on tax certainty 

reflects a powerful pushback by multinational companies against the attempt to change 

international tax rules to curtail the global scale of profit-shifting. Current estimates indicate 

that the share of the profits of US multinationals which are shifted from the location of the 

underlying real economic activity has grown from 5%-10% in the 1990s, to 25%-30% in the 

most recent data.i IMF staff estimate the global cost in lost tax revenues at around $600 

billion annually;ii our re-working of this analysis with more robust data provides a somewhat 

lower estimate of around $500 billion, but if anything implies greater intensity in lower-

income countries where revenues are most needed to invest in public services.iii Despite this 

scale of manipulation for tax avoidance, and even before the changes in international tax 

rules agreed under the OECD Base Erosion and Profit Shifting initiative (BEPS) are fully in 

place, the counter-demand for ‘certainty’ has come to the fore.  

 

6. Multinationals and their professional advisers, including the big four accounting and audit 

firms, devote significant efforts to achieving changes in law and regulation, all around the 

world – so ‘certainty’ is not the goal. In addition, multinationals, in concert with their 

advisers, also very commonly choose tax positions which have a lower effective tax rate but 

are more open to challenge – that is, they deliberately choose positions of higher 

uncertainty. It is tempting to conclude that the demand for certainty relates only, or largely, 

to resisting the prospect of changes that might one day curtail large-scale avoidance. As 

such, a tax authority should be careful about prioritising certainty above – for example – 

effective revenue collection. 

 

7. More broadly, tax principles might be constructed from the basis of the 4 Rs of tax: that tax 

aims to generate revenue, to facilitate effective redistribution to curtail inequality, and the 

re-pricing of social goods and bads (e.g. education and tobacco or carbon emissions), and to 

support effective political representation.iv The latter is the most frequently overlooked, 

including here in the principles put forward by the Scottish Government. The evidence 

shows that, in general, governments that are less reliant on taxation for their spending will 

tend to be less accountable and eventually more corrupt. People pay tax well beyond the 

level predicted for a ‘rational’, economic actor on the basis of the cost and the likelihood of 

being penalised for non-compliance – because paying tax is ultimately a social rather than an 

economic act. Willingness to pay reflects a belief that others are also complying, and that 

revenues are effectively redistributed. But paying tax is also felt, in such a way that it leads 

to the holding to account of government for how revenues are used. For this reason, 

governments that rely largely on natural resource wealth rather than tax are much less likely 

to be fully accountable and free of corruption. This relationship appears to be particularly 

strong where direct taxes are concerned – because indirect taxes are generally much less 
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visible, or salient for the taxpayer and hence the accountability relationship is not 

established in the same way. In that way, over-reliance on indirect taxes such as VAT may 

not only fail in terms of their distributive implications, but may also fail to generate the 

political benefits of more politically ‘difficult’ direct taxes. 

 

8. The most important of the Scottish Government’s four principles is the first: that tax be 

proportionate to the ability to pay. Note that this does not imply proportionality to income 

(or wealth), but something stronger. Income does not equate to the ability to pay for those 

on low incomes with basic and family needs that must be prioritised; but for those on high 

incomes, all income does indeed imply an increase in the ability to pay. This principle 

therefore implies a strongly progressive stance on taxation – and one which stands in sharp 

contrast to the current UK position (see following section). Since, in general, direct taxes are 

progressive and indirect taxes not, this also implies a tax stance which is more likely to 

favour accountability and more effective political representation.  

 

9. A final point concerns the extraterritorial impact of the Scottish tax system. There are 

external ‘spillovers’ from each jurisdiction to others, due to the choices made domestically. 

For example, low corporate tax rates in one jurisdiction may impact on its neighbours’ ability 

to maintain tax rates. More perniciously, financial secrecy offered by one jurisdiction has the 

potential to drive tax abuse and other forms of corruption elsewhere: from the secret bank 

accounts for which Switzerland was famous, to the anonymous company formation in which 

the US states of Delaware is a world leader, and the secret tax deals offered by the likes of 

Luxembourg and Ireland to poach profits from their fellow EU member states. The 

anonymity of Scottish LPs represents the major element of Scotland’s contribution to tax 

evasion and other corrupt behaviour worldwide. Public records of beneficial ownership, 

contained within a fully enforced corporate register, are a priority to address this. 

 

The current UK tax regime – and public opposition 

10. There are three key points to consider in relation to the UK tax (and transfer) regime. First, 

that the current stance results in a lower degree of income redistribution than any time 

since the Thatcher government. Taking the Palma ratio of the incomes of the top-earning 

10% of households, to the incomes of the lowest-earning 40% of households, the reduction 

in inequality associated with UK taxes and transfers is now just 65% of its late-1990s peak: a 

level last seen in 1983. This important fact has been overlooked amid headlines highlighting 

the lowest inequality levels since the 1980s. But to a great degree, that reduction in 

inequality has been a side-effect of the financial crisis (lowering top incomes), rather than a 

policy result. Policy, in fact, has shifted against redistribution as income tax has been made 

less progressive, and corporation tax has been very aggressively cut – even as the 

government’s own analysis, and that of the independent Office for Budget Responsibility, 

has shown precisely zero expected benefits.v  There can be no justification for this multi-

billion pound giveaway, especially at a time of unprecedented cuts.  

 

11. Second, the plans now in place aim to increase overall inequality sharply by 2021. As the 

respected Resolution Foundation summarise the findings of their March 2017 budget 

analysis: “the combination of low pay growth and regressive benefit cuts means, all told, the 

next four years (2016-17 to 2020-21) are on course to be even worse for the poorest third of 

households than the four years following the financial crisis (2007-08 to 2011-12).”vi 
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12. Third, the UK government has indicated that is actively considering extending its radically 

low corporate tax policy into a full ‘tax haven’ stance, should Brexit negotiations go badly. 

This would presumably entail some or all of the following:  

a. Further reductions in corporate tax rates (for multinationals, if not smaller and 

domestic businesses) 

b. More aggressive attempts to court the inward shifting of profits associated with real 

economic activity that takes place elsewhere, for example through the existing 

patent box, CFC rules and Advanced Thin Capitalisation Agreements 

c. A more aggressive stance on participating in a financial regulatory ‘race to the 

bottom’  

d. Additional measures to attract often-disreputable foreign wealth, for example 

through expansion or more aggressive marketing of the non-domicile status, the 

curtailment of any transparency measures for UK property ownership, and/or the 

reversal of commitments to exchange financial information automatically with other 

jurisdictions 

e. Deliberate competition (rather than the current haphazard approach) in the market 

for anonymous company formation, coupled with existing anonymous trust activity 

 

13. Public opposition to the current policy stance is perhaps unsurprisingly broad. A March 2017 

poll conducted by ComRes provides UK and Scottish results separately, allowing useful 

comparison.vii As the table shows, there is clear public support across the UK, including 

Scotland, for raising top rate income tax and for reversing at least some of the corporate tax 

cuts. The public are more split on questions of inheritance tax rises and income tax rises 

across the board, although here there is more support in Scotland. In general, there is 

somewhat more support for progressive tax measures in Scotland than in rest of the UK; but 

the differentials are generally small, compared to the extent of consensus. Only Scottish 

respondents showed a clear majority view that the March Budget measures were unfair – 

but the balance across the UK was also tipped in this direction.  

 

Table: Scottish and UK views on progressive tax policy 

 UK  Scotland 

Q6_5. Do you agree or disagree? 

 Overall, the Government's Budget measures 
announced last week were fair 

 
Agree: 34% 
Disagree: 40% 

 
Agree: 22% 
Disagree: 54% 

Q7. Thinking about ways in which the Government 
could raise money to balance its books, would you 
support or oppose each of the following? 

1. Increasing the rate of income tax for people 
earning more than £150,000 from 45p to 50p 

 
 
 
Support: 77% 
Oppose: 16% 

 
 
 
Support: 80% 
Oppose: 12% 

2. Increasing all rates of income tax by 1p Support: 45% 
Oppose: 44% 

Support: 49% 
Oppose: 41% 

4. Increasing inheritance tax from 40% to 50% 
for estates worth more than £325,000 

Support: 37% 
Oppose: 49% 

Support: 47% 
Oppose: 38% 

5. Increasing corporation tax on the profits of 
companies from the current rate of 20% to 
25% 

Support: 60% 
Oppose: 24% 

Support: 64% 
Oppose: 19% 

Source: ComRes, March 2017. 
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Conclusions and recommendations 

14. The tax principles identified by the Scottish Government, as well as a broader evaluation of 

the role of taxation, point in the same direction as current public demands in both Scotland 

and the rest of the UK: for a more progressive tax structure, with greater emphasis on 

income tax and corporate tax. The question for Scottish policymakers is this: under what 

conditions would it make sense to pursue distinctly more progressive tax policies in Scotland 

than in the rest of the UK, instead of or as well as pursuing more progressive tax policies at 

the UK level? The answer will depend on three factors: the extent to which the UK 

government maintains an extreme stance on lower redistribution; the extent to which the 

Brexit tax haven threat is carried through; and the extent to which devolution of powers is 

sufficient to allow it. 

 

15. There are risks to Scotland from devolved direct tax powers. Aside from the potential costs 

of duplicating or re-creating systems, the political dynamics could easily lead to downward 

‘competitive’ pressure on direct tax rates on both sides of the fiscal ‘border’. Similarly, an 

independent Scotland would be likely to face grave pressures to join a financial regulatory 

race to the bottom in order to compete with the rest of the UK for financial services activity 

– even though the evidence suggests that over-reliance on this sector leads not only to 

higher volatility and lower growth, but can also undermine governance.viii 

 

16. From a global perspective, and in terms of UK-wide efficiency concerns, it seems likely that 

better, uniform UK policies would deliver the best outcomes. But the risks of regressive UK 

policies, increasingly out of step with public demands in Scotland and elsewhere; of an 

under-resourced and badly managed HMRC;ix and of a Brexit-fuelled slide further into tax 

havenry; may make the case for Scottish policies that strike a quite different stance.  

 

17. Without committing to a quite different tax policy and the risks of ‘competition’ with the 

rest of the UK, there are a range of positive steps that could be taken. These include: 

- ensuring full ownership transparency for all Scottish legal structures, starting with LPs;  

- pursuing policies that limit the damage caused by the financial secrecy of other 

jurisdictions, including the imposition of transparency requirements on companies with 

public contracts with the Scottish Government or Scottish local government bodies (this 

could potentially include public country-by-country reporting for multinational 

companies, and certainly a full disclosure of beneficial ownership for all bodies with 

public contracts including PFI); and 

- introducing a focus within the Scottish Government’s international aid programme to 

work progressively on tax issues with partner countries such as Malawi (where TJN 

estimates annual revenue losses to corporate tax avoidance greater than 2% of GDP, 

and greater than 10% of all current tax revenue). 

 

18. Should the pursuit of a sharply different tax policy approach become necessary, this should 

be informed by a clear understanding of the happy alignment of public preferences for 

greater redistribution, and disillusionment with the increasingly regressive UK approach; of 

the large revenue costs and the absence of expected benefits associated with lowering 

corporate tax rates; and the importance of direct tax not only for revenue-raising but 

crucially in building state-citizen relations and the social contract.  
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The call for evidence 

 

1. The call for evidence to which this paper responds is as follows: 

 

2. As a result of the devolution of taxation powers via the Scotland Act 2012 and 2016 the 

structure of devolved public finance will shift from a focus upon expenditure to consideration of 

revenue-raising and the principles which should underpin the Scottish approach to 

taxation. Reflecting this shift in the nature of devolved public finance, the Finance Committee 

wishes to initiate a debate on the approach which should be followed in developing a Scottish 

approach to taxation. Notably, the Scottish Government has stated that four principles will 

underpin its approach to taxation policy. These four principles are that taxation policy should: 

 

a. Be proportionate to the ability to pay; 

b. Provide certainty to the taxpayer; 

c. Provide convenience / ease of payment, and; 

d. Be efficient. 

 

3. Accordingly, the Finance Committee has agreed to undertake an Inquiry on a Scottish approach 

to taxation. 

 

4. In addition this paper comments on two additional questions the Committee is apparently 

considering, added since the original call was made and which are dealt with in this paper 

after the original call has been considered. These are: 

 

a. Should Scotland establish its own income tax rates? 

b. Should Scotland have its own laws on incorporation? 

 

Introduction 

 

5. I note that it has been suggested that Scottish taxation be built on the foundations of: 

 

a. Proportionality; 

b. Certainty; 

c. Convenience; 

d. Efficiency. 

 

6. These ideas are, of course, familiar. Adam Smith might have used the term equity rather than 

proportionality; otherwise these come straight from The Wealth of Nations. 

 

7. I have no desire to question the authority of a great Scottish moral philosopher but it is fair 

to note that Smith might be a little surprised at the scope and range of taxes to which his 

principles are now being applied. He would, for example, have been unfamiliar with the idea 

of: 

 

 

a. Income tax; 
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b. National insurance; 

c. VAT; 

d. Corporation tax; 

e. Capital gains tax; 

f. Many other modern levies and charges. 

 

8. If the tax system has changed out of all recognition since Smith wrote so too might some 

other issues as well. Modern principles of tax need to reflect: 

 

a. Modern taxation theory; 

b. The role tax now plays in economic policy; 

c. The social and economic priorities of the society that imposes the charge; 

 

9. I suggest that this means that the proposed principles may prove to be insufficient as the 

foundation for a Scottish tax policy. 

 

Tax and spend, or spend and tax? 

 

10. To build appropriate foundations for a tax system the role of tax in the economy and wider 

society has to be properly understood. It is my suggestion that this is rarely the case. Just as 

the Bank of England had to say that the role of banking had been almost wholly 

misunderstood by economists and was incorrectly represented in almost all economics tax 

books in 201412, so too is tax widely misunderstood.  

 

11.  It is widely thought that tax is necessary to pay for government provided services. It has, 

however, recently been realised that this is not true. This is because all government services 

can in principle be paid for either by printing money or by QE operations (which amount to 

much the same thing). 

 

12. The reality is, of course, that no government would want to pay for all government services 

this way. That is because the result would undoubtedly be rampant inflation. This though 

does not, however, change the principle: that principle is that all government services can be 

paid for without taxation. 

 

13. What is more, if the proverbial 'chicken and egg' question of which comes first with regard to 

government spending or taxation is asked then it must be government spending. If 

government did not spend first then none of the currency it insists be used to pay the taxes it 

demands be paid would actually exist. The fact that much of the money in question has no 

tangible existence and is only in an electronic bank accounts does not change this 

conclusion: those banks and the accounts that they operate only exist under a licence 

granted by the government. 

 

14. Appreciation of this fact demands a whole reappraisal of the role of tax In the economy, just 

as happened when the Bank of England said in 2014 that the awareness that it was lending 

that created bank deposits and not savings that permitted lending demanded a whole 

reappraisal of the role of money in then economy.  

                                                
12

 http://www.bankofengland.co.uk/publications/Documents/quarterlybulletin/2014/qb14q102.pdf 
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The six reasons for taxation 

 

15. If tax is not required to pay for government provided services it must have other reasons for 

existing. There are six of them. 

 

16. Reclaiming the money the government has spent into the economy. It may appear that 

tax revenue is being used to pay for government services supplied but that is not true: the 

service comes first and the tax comes second. Tax reclaims the money spent to prevent 

inflation. The amount reclaimed is that which is considered sufficient to leave the desired 

rate of inflation in the economy. Because we may well want some inflation - and that usually 

requires that more money be created than be reclaimed by tax - balanced budgets are 

usually a bad idea for the macro-economy because they deny the economy the cash it needs 

to function in a mildly inflationary environment. 

 

17. Ratifying the value of money. Because a government requires that tax be paid using the 

currency that it creates, and uses when undertaking its own spending, that currency has for 

all practical purposes to be used in the economy for which it is responsible, assuming that 

tax forms a significant part of people's liabilities. Tax does, therefore, give a currency its 

value in exchange and as a result provide control of an economy to the government that 

charges it. 

 

18. Reorganising the economy. Fiscal and monetary policy are the two fundamental tools 

available to a government to manage its economy, assuming it has its own currency. As the 

previous analysis has shown, money creation and taxation are the flip side of each other. Tax 

is then an integral part of macroeconomic policy and so of reorganising the economy to meet 

social and economic goals. 

 

19. Redistributing income and wealth within the economy. Experience has shown that 

market economies are very good at concentrating income and wealth in the hands of a few 

people in a society whilst economics makes clear that this is harmful to the prosperity of 

society because it seriously reduces overall levels of demand in the economy. Redistribution 

of income and wealth is then an essential function that any Government must undertake and 

appropriately designed taxes are a proven and effective method for delivering this policy. 

 

20. Repricing goods and services. Markets cannot always price the externalities of the goods 

and services they supply or reflect social priorities. Tax permits repricing of goods and 

services to reflect these facts.  

 

21. Raising representation in democracies. There is little doubt that tax motivates interest in 

the democratic process. When people recognise that they pay tax they are more interested in 

engaging with the electoral process.  

 

Scottish tax principles 

 

22. If the six reasons for tax are accepted then the principles that should guide the management 

of the Scottish tax system must be broader than those suggested by Adam Smith. They 
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should instead recognise the fact that tax is the instrument that has the greatest power to 

shape many of the economic and social outcomes of the society in which we live. This 

suggests the following principles noted in the following paragraphs should form the basis for 

tax in Scotland: 

 

23. The tax system should deliver the macro-economic goals of the Scottish government. 

 

24. The tax system should reflect the social priorities of the Scottish people. 

 

25. The tax system should encourage the engagement of all in Scotland in the democratic 

process.   

 

26. The Scottish tax system should be effective in: 

 

a. Reducing economic and social stress within Scotland and between Scotland and 

other states; 

b. Encouraging truthful, tax compliant behaviour; 

c. Minimising opportunities for tax abuse. 

 

27. Additionally the Scottish tax system should be: 

 

a. Integrated with other law, such as that regulating companies, partnerships and 

trusts to help deliver tax compliant behaviour and a level playing field for all 

Scottish businesses; 

b. Be adequately resourced to achieve these objectives. 

 

Practical difficulties in the implantation of these principles 

 

28. In practice Scotland is a long way from being able to deliver on these principles at present 

for a number of very good reasons.  

 

29. Scotland has not got its own currency and so does not have de facto control if its macro-

economy. 

 

30. Scotland does not have control over the money supply in Scotland, which largely determines 

the capacity to tax. 

 

31. Scotland does not have control of QE in Scotland even though this is a significant factor in the 

tax equation. 

 

32. Scotland does not have control of most of its taxes: 

 

a. On income tax it does not control of the most important aspect relating to inequality, 

which is the taxation of income derived from wealth; 

 

b. Scotland cannot create its own tax treaties; 
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c. Most of the information required to undertake economic decision-making in Scotland 

is estimated and quite likely to be both inaccurate and inappropriate because it 

assumes Westminster retains control of the Scottish economy. 

 

The route to Scottish taxation  

 

33. If Scotland is to have its own principles based tax system then a number of changes are 

required to the arrangements surrounding the management of Scottish taxation, as noted in 

the following paragraphs.  

 

34. Scotland needs to be given greater control of its own macroeconomic policy. 

 

35. Data to let Scotland manage its national income and to properly appraise its tax base needs 

to be collected. 

 

36. Control of a much broader range of taxes must be devolved to Scotland. It must have control 

of a significant part of direct and indirect taxation, national insurance, corporation tax and 

taxes on capital if Scotland is to be said to have a tax system. 

 

37. Scotland must be afforded the benefits of QE issuance that has de facto let the UK 

government come much closer to balancing its budget than has been admitted but from 

which it is not clear that Scotland has benefitted to date. 

 

38. An agreed policy of Scottish deficit management within a UK national framework that takes 

into consideration the particular situation of Scotland and the choices that it can make needs 

to be established.  

 

39. Revenue Scotland needs to be given a distinct and separate management function that lets it 

manage Scottish tax affairs in the Scottish interest at both policy and administrative level.  

40. Scotland needs to run its own company, trust and beneficial ownership registries and have 

its own company law that creates its own reporting requirements and penalty regimes for 

non-compliance. 

 

Questions within this context  

 

A. Should Scotland establish its own income tax rates?  

 

41. This question has to be answered at three levels: 

 

a. Theoretically: that is, to address the issue as to whether this might be desirable in 

principle; 

b. Organisationally: to back up the administration of tax by Revenue Scotland; 

c. Practically: that is, to address the issue as to whether this might be desirable at 

present.  

 

42. Theoretically. The tax powers that have been devolved to Scotland by Westminster are 

largely symbolic and many have the appearance of being booby-trapped. The impression 
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that Scotland is damned if it uses them and damned if it does not is hard to avoid. The fact 

that many of the tax charges required to impact on inequality, such as taxes on unearned 

income, capital gains, corporation tax and inheritance tax, are not devolved just adds to the 

impression that those powers devolved are intended to make sure that Scotland cannot 

deliver its own social policy through the use of its tax system. If, however, the Scottish 

government decides that it should build its taxation policies on the basis suggested in this 

paper, and that tax should be seen to have as strong a social as fiscal role in Scotland, then 

Scotland needs to indicate this fact by exploring the setting of new tax rates. The obvious 

move is to do this whilst seeking to be fiscally neutral for the time being. So, a very modest 

(maybe 1% ) cut in the basic rate matched by changes in higher rates should be used to 

indicate this direction of travel whilst the right to set broader tax policy should also be 

demanded.  

 

43. Organisationally. Because Scotland cannot command its own economy unless it has control 

of its own taxes for Scotland to set its own basic rate of tax is to now require that Revenue 

Scotland tackle control of the task of identifying all Scottish resident taxpayers and resolve 

any potential disputes on dial residence. Given the importance of this task, which will not 

have priority until such time as a separate tax rate impacting most Scottish taxpayers is in 

existence, there is a strong organisational motive for setting a separate Scottish tax rate at 

this time.  

 

44. Practically.  There is also a practical motive for seeking to set such a rate now. HMRC is 

currently proposing to close almost all tax offices in Scotland: just two will be left, with one 

each in Glasgow and Edinburgh. This will mean that for many parts of the country a visit to a 

tax office will be nigh on economically implausible, incapacitating both the taxpayer and the 

ability of the tax authority to undertake frontline audits that are essential if tax abuse is to be 

curtailed. If the Scottish government wishes to prevent this disastrous outcome for taxation 

in Scotland it needs to step into the process now by demanding practical intervention to 

ensure there is a Revenue Scotland presence throughout the country. Setting a Scottish rate 

of tax will be a reason for requiring this.  

 

B. Should Scotland have its own laws on incorporation?  

 

45. The question is a very real one: 

 

a. First, because some forms of Scottish incorporation – and the Scottish Limited 

Partnership in particular - are now being heavily abused internationally and their 

availability needs to be reviewed; 

 

b. Second, because a significant part of the tax gap arises because of the failure of the 

Registrar of Companies (based in Cardiff) and HMRC to have any effective control 

over their use; 

 

c. Third, because as a result if Scotland is to have control of its tax and economic 

policies companies operating in the country do need to be better controlled; 
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d. Fourth, because the limited company in the form that we now have it is simply 

unsuited for use by most small business and it has instead become a vehicle for tax 

abuse for some, whilst sometimes being subject to inappropriate tax scrutiny for 

others who are trying to use it appropriately.  

 

46. For these reasons Scotland needs to create its own laws on incorporation and its own 

Scottish Company Registry. This is the essential pre-requisite for bringing companies and 

associated entities operating in the country under Scottish control. The Register would also 

assume other duties, including that of being a company regulator tasked with ensuring that 

company law is complied with in Scotland.  

 

47. The task of the Scottish Company Registry would not then be to act as a passive recipient of 

those documents companies might care to file as is the case of the current Cardiff based 

Registrar. The Scottish Company Registry would instead regulate all companies and similar 

entities registered in Scotland. Companies and similar entities would include the following: 

 

a. Limited liability entities of any sort; 

b. Partnerships, whether enjoying limited liability or not; 

c. Sole traders; 

d. Trusts; 

e. Charities; 

f. Foundations; 

g. Similar entities wherever incorporated, registered or managed in the world. 

 

48. Any company or similar entity with a trade in Scotland would be required to register with 

the Scottish Company Registry even if not registered in Scotland. For these purposes trade 

would be defined as: 

 

a.  an activity pursued for profit within Scotland;  

b. the ownership of land or the letting of tangible property in Scotland;  

c. the receipt of interest, rents, royalties, dividends or other sums due on intangible 

assets in Scotland;  

d. the management of a holding company or participation in a joint venture, 

partnership or other venture in or from Scotland; and  

e. pursuit of any such activity anywhere if more than 25% controlled, whether directly 

or indirectly, by a person or persons resident for tax purposes in Scotland. 

 

49. The failure to register an entity undertaking a trade (as defined) in Scotland would render its 

contracts unenforceable in law and its property would be declared bona vacantia. 

 

50. The Scottish Company Registry would as a result: 

 

a. Assume the task of registering all land in Scotland; 

 Land not registered within three years of the Register becoming active would 

pass to the control of a trust whose income would be dedicated to the 

provision of social housing in Scotland; 
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b. Register all those in self-employment in Scotland providing details on: 

 The business owner; 

 The address at which they might be contacted; 

 The nature of the trade; 

 A business number without the use of which contracts could not be enforced 

by them; 

 Their VAT number, if registered; 

 The details of their business insurer, if such a policy is maintained; 

 But, importantly, no accounting information would be required. 

 

c. Register all partnerships trading with unlimited liability on the same basis as sole 

traders; 

 

d. Register all limited liability entities with a presence in Scotland requiring the 

disclosure of all information required of Scottish limited liability companies at 

present amended by the following additional disclosures; 

 Beneficial ownership of more than ten per cent of the entity; 

 The accounts submitted to the members of the entity without abbreviation; 

 Country-by-country reporting including disclosure of the Scottish profits of 

the entity separate from those of all other jurisdictions or a statement that all 

profits arise in Scotland; 

 The address from which the company trades in addition to the registered 

office: at least one of these two will, by definition, be in Scotland; 

 Their VAT number, if registered; 

 The details of their business insurance, if such a policy is maintained; 

 Disclosure that the entity maintains a bank account if such information has 

been disclosed to the Registrar (see below); 

 

e. Register all Scottish charities; 

 Details to be supplied to be discussed separately for the sake of brevity here; 

 

f. Register all Scottish trusts, settlements and similar arrangements; 

 Details to be supplied to be discussed separately for the sake of brevity here; 

 

g. Require that any insurer underwriting a policy for an entity required to be registered 

in Scotland register the details with it so that disclosure can be made on public 

record to protect those with potential claims; 

 

h. Require that any bank providing services to an entity required to be registered in 

Scotland (including sole traders, partnerships, charities, limited liability entities of all 

sorts, trusts, foundations and similar entities) supply the following information to 

the Registrar for it to share with Revenue Scotland, albeit that such information 

exists will only be disclosed (but without any detail being supplied) for limited 

liability entities, charities, trusts and foundations:  

 The name of the bank supplying the service; 

 The entity to which the service is supplied; 

 The address at which the bank considers the services to be supplied; 
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 The names, addresses and tax identification numbers of all those the bank 

considers to be managing the entity; 

 The names, addresses and tax identification numbers of all those the bank 

considers own more than 10 per cent of the entity; 

 The numbers of the accounts that the entity maintains with the bank; 

 The total sum deposited in the accounts of entity during a tax year excluding 

all transfers between the identified accounts.  

 

i. Require that any person undertaking notifiable transactions in Scotland advise the 

Registrar if they cannot identify a party to the transaction on the Register. 

Identifiable transactions will include: 

 Any transaction in land including rental for more than four weeks; 

 Any transaction in financial securities; 

 Any transaction in the course of trade (as defined) for more than £1,000; 

 Engaging with a person who represents that their activities are undertaken 

with charitable intent;  

 Engaging with a person acting as a trustee or manager of a trust, foundation 

or similar entity.  

  

51. If such a Registry was created then it would be possible to: 

 

a. Identify those undertaking economic activity in Scotland other than employment, 

significantly increasing the chance that tax might be collected; 

b. Enforce Scottish company law obligations; 

c. Identify Scottish corporate profits; 

d. Protect consumers by providing them with insurance data if they need to make 

claims against persons who have imposed a loss on them; 

e. Supply that information needed on limited liability entities that best protects those 

trading with them; 

f. Identify the ownership of Scottish land and so the income arising from it; 

g. Identify the ownership of Scottish wealth and so income arising from it; 

h. Ensure Scottish charities comply with their obligations.  

 

52. Such a registry would then become the foundation on which a Scottish tax system might be 

based. 
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Finance and Constitution Committee 
 

Incorporations 

KEY POINTS 

Key points to note from this paper are as follows: 
 

 There have been changes to the labour market since the financial 
crash of 2008, with more people self-employed or company owner-
managers (incorporations). 

 The UK tax system treats different ways of working differently. 

 Incorporated businesses do not pay any income tax. 

 Data shows a higher share of the Scottish workforce are employees 
and a lower share self-employed or incorporated compared with the UK 
as whole.  

 With non-savings non-dividend income tax revenues now a key 
element of Scottish public spending, there is a greater Scottish 
budgetary risk if more people are incorporating and not paying income 
tax. 

 It will be important to monitor any potential budgetary impacts from a 
loss of the tax base due to an increase in incorporation.  

 
 
INTRODUCTION 
 
In the Finance and Constitution Committee report on the Draft Budget 2017-
18, the Committee noted the increasing impact for the income tax base from 
the “rise in incorporations whereby individuals set up as companies in order to 
pay corporation tax rather than income tax, and thereby reduce their tax bill.” 
In its devolved taxes forecast methodology report, the Scottish Government 
estimate that incorporations will account for a reduction in Scottish NSND 
income tax receipts of around £200m in 2021-22. The Scottish Government 
states that:  
 

“The OBR expects UK incorporations to rise by 5% per annum over the 
forecast period, much faster than the 0.4% increase in total 
employment. It forecasts that this could cut total UK income tax 
receipts by £3.1 billion in 2021-22, compared with a situation where 
incorporations increased in line with employment. The rising trend in 
incorporations therefore implies that relatively more taxpayers are 

http://www.gov.scot/Resource/0051/00511834.pdf
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expected to pay tax on dividends and profits rather than employment 
income which would depress NSND liabilities.” 

 
The impact of the forecast increase in incorporations on the Scottish budget 
will depend in part on the relative impact on rUK income tax revenues and 
Scottish income tax revenues. For example, if incorporations grow at the 
same rate in Scotland and rUK, the way the block grant adjustment works, 
you would expect the loss in Scottish tax revenues would be offset by a 
smaller adjustment to the block grant. However, a reduction in the size of the 
Scottish tax base would have an impact on the amount of revenue which the 
Scottish Parliament could raise through changes to the rates and thresholds 
for Scottish income tax. There is also a risk to the Scottish Budget if rates of 
incorporation are significantly higher in Scotland compared with the rest of the 
UK as the block grant adjustment mechanism will not absorb this risk. This 
could perhaps arise through differential tax rates leading to behavioural 
responses impacting on the level of incorporation.  
 
This paper considers trends in the labour market in recent years; compares 
Scottish and UK trends in self-employment and incorporation; how the tax 
system treats different ways of working before considering budgetary impacts 
and UK policy changes related to incorporation.  
 

A CHANGING LABOUR MARKET? 

 
There has been a great deal of discussion in recent times about the changing 
nature of the labour market. Is this the case?  
 
The vast majority of workers (84.7%) in the UK are employees (IFS, 2017). 
However, since the financial crash of 2008, there has been a significant 
growth in the number of individuals who are self-employed, and even faster 
growth in the number of individuals owning and managing incorporated 
businesses. Since 2008, 39% of the cumulative increase in the workforce 
(shown by the black line in figure 1 below) has come from an increase in the 
number of individuals working for their own business. Of this 39% cumulative 
increase, just over one-third (36%) is attributable to an increase in company 
owner-managers (incorporations) and just under two-thirds (64%) is from an 
increase in self-employment (IFS 2017). The number of incorporations has 
almost doubled since 2008. While these trends have not dramatically altered 
the total composition of the workforce – direct employment remains by far the 
most common way to work – there has been an undoubted shift towards 
individuals running their own business.  
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Figure 1: Cumulative change in the size of the workforce since 2008 
 

 
Source: Labour force survey, via IFS.  
 
 

Employment types 
 
Employees 

- Have an employment contract with an employer 
- Entitled to certain legal rights (sometimes only after a minimum 

employment period) including the relevant minimum wage, statutory 
minimum holiday, sick and redundancy pay, protection against unlawful 
discrimination and unfair dismissal, and statutory 
maternity/paternity/adoption/shared parental leave and pay.  

 
Self-employed (unincorporated business) 

- Person works for themselves, running their own (unincorporated) 
business and responsible for any debt or losses. The business has no 
separate legal personality. 

- Can have business assets and employ others 
- When interacting with other businesses (for example, as a contractor) a 

self-employed individual is covered by health and safety law, and in 
some cases, against discrimination, but is not covered by employment 
law.  

 
Company (incorporated business) 

- Limited liability companies are legal entities that are capable of 
enjoying rights and of being subject to duties distinct from those 
enjoyed or borne by shareholders, even if there is only one 
shareholder. The shareholders are owners of the shares and not the 
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underlying business assets. Limited liability refers to the shareholder. 
The company is liable to the full extent of its assets.  

 
From: IFS 2017 

 

EMPLOYMENT TRENDS IN SCOTLAND 

 
Looking at the situation in Scotland and how that has changed in recent 
years, there has been a similar trend to the UK as a whole in terms of self-
employment and individuals incorporating.  
 
Self-employment in Scotland is lower as a share of the workforce compared 
with the UK as a whole, however, it has grown as a share of the workforce 
since the financial crisis of 2008. In October 2008, 10.1% of the Scottish 
workforce were self-employed (the equivalent UK figure was 12.6%). The 
latest figure for self-employment as a share of the workforce as at September 
2016 was 11.2% in Scotland and 14.1% in UK.  
 
Figure 2: Self-employment as % of workforce in Scotland and UK  
 

 
 
Source: ONS, Labour force survey 
 
 
Figure 3 shows the percentage growth in the number of new incorporations in 
Scotland and Great Britain (GB)1 since 1991. There has been growth in 
incorporations in both Scotland and GB since 1991, but growth has been 
faster in GB (463%) than in Scotland (350%). The gap in growth between 
Scotland and GB has increased since 2012.  
 
 

                                                 
1
 Data on incorporations in Northern Ireland is only available from 2010.  
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Figure 3: Growth in incorporations in Scotland and Great Britain indexed 
to 1991 (as at September each year) 
 

 
 
Source: Companies House data provided to SPICe by the IFS 
 
Figure 4 shows the new Scottish incorporations as a share of new GB 
incorporations since 1991. Scotland has fallen as a share of the GB total and 
is lower as a percentage than its population share (Scotland is around 8.6% of 
the total GB population).  
 
Figure 4: New Scottish incorporations as % of new GB incorporations 
 

 
Source: Companies House data provided by the IFS 
 
The next section of the briefing discusses how the tax system treats different 
types of employment.  
 

HOW DOES THE TAX SYSTEM TREAT THE DIFFERENT WAYS PEOPLE 
WORK?  

The UK tax system places a higher burden on those people who are 
employees, although some of the burden falls on the employer rather than the 
individual. As can be seen in the figure below, on a total income of £40,000, 
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the tax liability is highest for an employee (£12,262), then £8,820 for a self-
employed individual and lowest for a company owner-manager (£7,706), or 
incorporation. National Insurance contribution (NIC) treatment explains all of 
the difference between employees and the self-employed and the majority of 
the difference between employees/self-employed and company owner-
managers.  
 
The other striking feature of figure 5 is that an owner manager pays no 
income tax. Given that income tax is largely devolved to the Scottish 
Parliament2, the Scottish Government faces a direct budgetary risk3 from 
owner manager tax arrangements. Given this, the higher the share of the 
workforce in Scotland comprising workers of this type, the bigger will be the 
direct impact on the Scottish budget.  
 
Figure 5: Tax due on total income of £40,000, 2016-17 
 

 
Source: IFS, 2017 
 

THE BUDGETARY COST OF GREATER INCORPORATION 

The tax advantages shown in figure 5 above mean that if more individuals 
chose to work for their own companies rather than as employees, there is a 
significant impact on revenues raised.  
 

                                                 
2
 The other tax receipts on income payable and featured in the figure are all reserved to 

Westminster – namely Employee/Employer/Self-employed NICs, Corporation tax and 
dividend tax.  
3
 Receipts from Corporate tax and NICs may indirectly feed into the Scottish budget, but they 

are not devolved taxes.  
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The OBR forecast growth in the number of small companies to be faster than 
employment growth between 2015-16 and 2020-21 (OBR, 2016) with a loss in 
income tax receipts of £3.1bn. The latest Scottish Government tax forecasts 
put the negative impact on Scottish income tax receipts at £200m in 2020-21. 
  
As mentioned above, given that income tax receipts now directly impact on 
the size of the Scottish Budget, there is a budgetary risk if the Scottish tax 
base sees a significant shift in the proportion of people opting for 
incorporation. From a Scottish budgetary perspective, under the existing tax 
arrangements, it is better to have a higher share of your workforce paying 
income tax (as employees or self-employed) than not (as an incorporated 
company). 
 
Table 1 compares the average employment income per taxpayer in the UK 
and Scotland in 2014-15 (latest available). 
 
Table 1: Employment income, Scotland and UK, 2014-15 

 Employment 
income as a 
share of 
total income 

Average employment 
income per taxpayer  

£ 

UK 68.8%       29,091  

Scotland 71.2%       27,363  

Source: HMRC 2017 
 
Table 2 compares the average self-employment income in the UK and 
Scotland in 2014-15 (latest available). 
 
Table 2: Self-employment income, Scotland and UK, 2014-15 

 Self-
employment 
income as a 
share of total 
income 

Average self-
employment income 

per taxpayer 
£ 

UK 8.0%       23,483  

Scotland 6.7%       22,391  

Source: HMRC 2017 
  
The key point to note from tables 1 and 2 is that if you are losing for example 
employees and the self-employed in your tax base to incorporations, you will 
be losing the income tax receipts from average incomes of £27,363 for 
employees and £22,391 from the self-employed (which in both cases is 
slightly lower than the UK average).  
 
Figures 2 and 3 above show that there have been increases in numbers 
becoming self-employed and incorporating in Scotland. However, self-
employment makes up a lower percentage of the Scottish workforce than the 
UK as a whole and the growth in incorporation in Scotland has been lower 
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than in England and Wales. The vast majority of the Scottish workforce 
remain employees paying income tax. Trends in this area will need to be 
considered by the Finance and Constitution Committee in the coming years.   
 
The UK government has indicated that it is aware of the exchequer impact 
from self-employment and incorporations and is acting to redress any 
unfairness in the tax treatment. In the recent UK Budget, the Chancellor 
stated:  
 

“A fair system will also ensure fairness between individuals, so that 
people doing similar work for similar wages and enjoying similar state 
benefits pay similar levels of tax……People should have choices about 
how they work, but those choices should not be driven primarily by 
differences in tax treatment.” 

 
During his Budget speech the Chancellor announced some changes to 
National Insurance Contributions (NICs). He said: 
 

“An employee earning £32,000 will incur between him and his 
employer £6,170 of National Insurance Contributions. A self-employed 
person earning the equivalent amount will pay just £2,300 – 
significantly less than half as much.” 
 

One of the justifications for this difference used in the past was that there 
were differences in NICs between those in employment and the self-employed 
reflecting differences in state pensions and contributory welfare benefits. 
However the Chancellor argued that  

 
“…with the introduction of the new state pension, these differences 
have been very substantially reduced. Since 2016 self-employed 
workers now build up the same entitlement to the state pension as 
employees, a big pension boost to the self-employed. 
 
The difference in National Insurance Contributions is no longer justified 
by the difference in benefits entitlement. Such dramatically different 
treatment of two people earning essentially the same undermines the 
fairness of the tax system. Employed and self-employed alike use our 
public services in the same way, but they are not paying for them in the 
same way. The lower National Insurance paid by the self-employed is 
forecast to cost our public finances over £5 billion this year alone. That 
is not fair to the 85% of workers who are employees.” 
 

The Chancellor went on to announce that from April 2018 the main rate of 
Class 4 NICs for the self-employed was to be increased by 1% to 10%, with a 
further 1% increase in April 2019. 
 
Members will be aware that the NIC increases proposed by the Chancellor will 
now not take place as set out in the Budget. 
 

http://www.bbc.co.uk/news/uk-politics-39281754
http://www.bbc.co.uk/news/uk-politics-39281754
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At the Spring Budget the UK Government also announced changes around 
the tax treatment of incorporations and dividends. The Chancellor said:   
 

“Alongside the gap between employees and the self-employed there is 
a parallel unfairness in the treatment of those working through their 
own companies……we must ensure that our corporate tax regime does 
not encourage people across the economy to form companies simply 
to reduce tax liabilities, pushing the burden of financing our public 
services onto others. 
 
HMRC estimates that existing incorporations cost the public finances 
over £6bn a year and the OBR forecast an additional annual cost to the 
Exchequer from those choosing to incorporate of £3.5 billion a year by 
2021-22…….This is not fair. And it’s not affordable.” 

 
The Chancellor emphasised the Dividend Allowance as a key tax advantage 
for incorporations. He said:  

 
“It [the dividend allowance] allows each Director/Shareholder to take 
£5,000 of dividends out of their company tax free, over and above the 
personal allowance. It is also an extremely generous tax break for 
investors with substantial share portfolios. 
 
I have decided, therefore, to address the unfairness around 
Director/Shareholders’ tax advantage, and at the same time raise some 
much needed-revenue to fund the measures I shall announce today, by 
reducing the tax-free dividend allowance from £5,000 to £2,000 with 
effect from April 2018.” 

 
It will be important that the Committee keeps up-to-date with the debate 
around NICs and the implementation of the dividend policy change from April 
2018. Further briefings can be provided to the Committee on this issue on an 
ongoing basis on whether they are having the desired policy impact.  
 
The Committee will perhaps wish to revisit some of these UK Government 
announcements in due course.  

EVIDENCE SESSION 

This paper largely covers the practical implications of having different tax 
treatments of different legal forms of work – employees, self-employees and 
company owner managers (incorporations) – and the impact this has had on 
employment patterns as well as public finances. Moving to a more aligned tax 
treatment of working practices is extremely complex and reserved to the UK 
Government.  
 
The IFS (2017) has said that: 
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“the tax system should not favour one legal form over another without 
good reason for doing so. It is difficult to make a compelling case for 
the differences in headline rates that we currently have…… 
 
The different tax treatment of individuals according to their legal form is 
unfair and creates myriad problems, including avoidance opportunities 
that require complex legislation and suck the talents of civil servants 
and accountants.  
 
The government should set out a plan to align the overall tax rate 
schedules facing employees, the self-employed and company owner-
managers, so that a marginal pound of income is taxed in the same 
way regardless of how it is earned, while at the same time providing full 
allowances for money invested in a business so that investment is not 
discouraged. This is preferable to living with the distortions provided by 
the current system, or patching it up in ways that simply move 
boundaries in the tax system or reduce one distortion at the expense of 
another.” 
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Key findings 

  The labour market is 
changing in 
interesting ways, but 
not fundamentally 
(yet). 

 Employees make up the majority (85%) of the workforce. 
But there has been growth in individuals working for 
themselves (either through self-employment or as a 
company owner-manager). Over a quarter (27%) of the 
workforce are part-time, higher than a decade ago. 
Roughly the same proportion (3.7%) as 10 years ago 
have a second job, which is now slightly more likely to be 
working for themselves. 

 

 
The ‘gig economy’ is 
somewhat new but 
hard to spot in the 
data. 

 Workers in the ‘gig economy’ are distinct from previous 
generations of individuals who worked for themselves 
and ‘gigged’, largely due to the use of digital platforms. 
Current data are not designed to capture many features 
associated with the gig economy.  

 

 
The self-employed 
should be 
distinguished from 
owner-managers of 
companies. 

 

The self-employed and company owner-managers, while 
often considered as one group, differ in interesting and 
systematic ways. For example, company owner-
managers are, on average, better educated, more likely 
to work full-time and tend to work in different industries. 
They are also treated very differently by the tax and legal 
systems. 

 

 
The tax advantage that 
comes with self-
employment equates 
to a subsidy of £1,240 
per person per year. 

 

The self-employed pay lower National Insurance 
contributions than employees. This amounts to £1,240 
per self-employed person per year. In principle, lower 
access to social security benefits may justify some tax 
reduction, but in practice, the differences in benefit 
entitlements are small.  

 

 

 
1  Thanks to Agnes Norris Keiller for excellent assistance with LFS analysis.  
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Company owner-
managers get the most 
generous tax deal. 

 

Company owner-managers can pay themselves in (more 
lightly taxed) dividends, and possibly capital gains, rather 
than just wages. Along with the self-employed, they also 
have more opportunities to avoid or evade taxes.  

 

 
The massive tax 
advantages that come 
with working for your 
own business are not 
new and not justified. 

 

The tax system has long encouraged people to work for 
their own business rather than be an employee. Lower 
tax rates are not justified by differences in employment 
rights or compliance burdens and are not well targeted 
at encouraging entrepreneurship. 

 

 
Differing taxes based 
on how people work 
(their legal form) are 
unfair and inefficient. 

 

Similar individuals can face very different tax burdens. 
This is unfair and creates economic inefficiency. Some 
people set up a business when, absent tax, they would 
be an employee. Much time and effort goes into policing 
the boundaries between legal forms. 

 

 
The tax system should 
be reformed to align 
taxation of income 
across legal forms 
while not discouraging 
capital investment. 

 

Saving and investment should be deductible from the tax 
base. Each extra pound of income earned should then be 
taxed at the same overall rates for employees, the self-
employed and company owner-managers. This would 
simultaneously deal with many problems that plague the 
tax system. 

 

7.1 Introduction 

It has become commonplace to state that the labour market is fundamentally changing 
and that secure employment positions are being replaced with independent contract 
relationships that are more flexible but that also come with intermittent and less secure 
income streams and fewer rights. But to what extent is this true? This chapter sets out 
how the labour market is changing, discusses why the differential tax treatment of 
employees, the self-employed and company owner-managers is a growing problem and 
maps out how the treatment could be made more sensible.  

The majority (84.7%) of the UK’s workforce is still made up of employees, 93.6% of whom 
are in permanent positions. But, since 2008, there has been a substantial growth in the 
number of individuals who are self-employed. There has been even faster growth in the 
number of individuals owning and managing incorporated businesses. The proportion of 
the workforce taking on second jobs alongside their employment has changed very little 
in recent years, although second jobs are now slightly more likely to take the form of 
individuals working for themselves.  
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The most visible part of recent changes has come from the ‘gig economy’. This is not a 
well-defined concept. The term, coined in reference to the way that musicians traditionally 
operate, is used to capture a new type of work. In general, it tends to be used to refer to 
individuals who are operating as an independent small business (usually through self-
employment) rather than through an employment contract, performing work that can be 
broken down into separate tasks (‘gigs’) and using a digital platform operated by a large 
company to match them to customers. The best-known example of this is, perhaps, Uber, 
a company that provides a platform (an app) that matches taxi drivers to passengers. In 
Section 7.2, we discuss the extent to which these types of workers are genuinely distinct in 
any important sense from previous generations of the self-employed – many of whom 
also undertook comparable ‘gigs’ and used platforms run by third parties – and set out 
what can (and cannot) be said about this group using currently available data.  

Much of the attention on the gig economy has, understandably, been on two (related) 
issues regarding individuals’ welfare. The first is whether some individuals are actually 
operating like employees, but have been pushed into self-employment (or company 
ownership) by large companies that are looking to avoid the legal obligations that come 
with an employment contract, such as the national minimum wage, statutory sick and 
holiday pay, fair dismissal and immigration checks. The determination of when an 
employment status exists is a matter of employment law, and has been at the heart of 
some recent court cases. The second issue is whether some individuals are choosing self–
employment because they lack employment opportunities and that, rather than reflecting 
the road to freedom and creativity, the growth in self-employment more likely marks the 
start of a more precarious and stressful way of working. In this case, an important 
question is why the market favours individuals working for their own business rather than 
as employees of large companies; large companies exist precisely because it is usually 
more efficient for individuals to come together as part of a large company than to operate 
many small businesses with contractual relationships between them (there are economies 
of scale and scope). Part of the answer may lie in employment laws that effectively make 
employees more expensive for employers. There is also almost certainly a role for new 
technologies that make operating an independent business more viable. These issues are 
being explored by the Matthew Taylor Review into Employment Practices in the Modern 
Economy.2  

The rise of individuals working for their own business and the consequences of new forms 
of working are also intimately linked to the tax system. Employees’ income is taxed at a 
higher rate than the incomes of the self-employed because the former are subject to 
National Insurance contributions (NICs) at a higher rate and are additionally subject to 
employer NICs. One argument in favour of preferential treatment is that the self-
employed have reduced entitlement to some social security benefits. But the difference in 
access to benefits is nowhere near enough to account for the NICs difference: HM 
Revenue and Customs (HMRC) estimates that the effective NICs subsidy to the self-
employed relative to the employed exceeds the value of their reduced benefit entitlement 
by £5.1 billion, or £1,240 per self-employed person, in 2016–17 – particularly striking since 
the total NICs they do pay is only £3.0 billion. Furthermore, HMRC estimates that the self-
employed account for £5 billion of the £7 billion uncollected ‘tax gap’ for self-assessment 
income tax, NICs and capital gains tax combined. Company owner-managers can get even 
lower tax rates than the self-employed because they can choose to take income out of 

 

 
2  https://www.gov.uk/government/groups/employment-practices-in-the-modern-economy. 
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their company in the form of (more lightly taxed) dividends rather than as wages. This 
means that a person generating £40,000 of income per year can receive £32,294 after tax if 
they are the owner-manager of a small company or £31,180 if they are self-employed; but 
an employee whose employer is willing to pay the equivalent £40,000 to hire them will 
have only £27,738 left after tax (meaning the employee faces a 31% average tax rate, 
compared with 22% for the self-employed person and 19% for the company owner-
manager). In fact, individuals working for their own business can achieve even lower rates 
if they can retain income in their businesses and later realise that income in the form of 
capital gains when the business is sold or dissolved. Under entrepreneurs’ relief, which 
many company owner-managers will qualify for, capital gains are taxed at just 10%. In 
2014–15, the estimated cost of entrepreneurs’ relief was £3.5 billion, which averaged 
£74,500 per claimant. On top of these tax advantages, the self-employed and company 
owner-managers also have greater opportunities to (legally) avoid or (illegally) evade 
taxes than employees. Finally, the VAT system adds one more cherry on this cake. 
Companies with a turnover below £83,000 are exempt from VAT. This can create a tax 
difference depending on whether activities are provided by a large company or many 
small companies (e.g. one taxi firm operating with employees is more likely to be subject 
to VAT than if the same number of journeys is provided by many independent taxi 
drivers). Section 7.3 sets out the tax differences between legal forms.  

The differential tax treatment of different legal forms means that similar individuals can 
face very different tax burdens. This is unfair, adds complexity and creates economic 
inefficiency. Of course, there can also be real differences between employees and 
individuals working for their own business. Importantly, the income of individuals working 
for their own business can represent a mix of returns to labour effort and invested capital. 
The cost of investment should be deductible from the tax base. But, as we set out in 
Section 7.4, it is difficult to make a case that differential tax rates should be used to reflect 
other differences (such as whether individuals take risks). Given the problems created, 
there should be a high bar for allowing differential tax rates across legal forms.  

Concerns over the appropriate tax treatment of employees, the self-employed and 
company owner-managers are not new. But they are now at the forefront of policy 
discussion. One reason for this sudden interest is that the Office for Budget Responsibility 
(OBR) has quantified the cost of the ongoing shift towards working through a small 
company. It forecasts that the rapid expected growth in owner-managed companies will 
lead revenues to be £3.5 billion lower in 2021–22 than if the small company population and 
employment grew at the same rate (assuming that the overall change in the size of the 
workforce remained the same). In his 2016 Autumn Statement speech, Chancellor Philip 
Hammond highlighted that ‘the government will consider how we can ensure that the 
taxation of different ways of working is fair between different individuals, and sustains the 
tax-base as the economy undergoes rapid change’.3 

This area is ripe for reform. What the government could most usefully do is set out a long-
term vision for where the tax system is headed, that simultaneously dealt with boundaries 
between all legal forms and that was mindful of the fact that the taxation of the self-
employed and company owner-managers sits at the apex of many parts of the tax system. 
Because of the latter, one cannot consider their taxation without also considering the 
taxation of savings and investments more generally, and the taxation of large companies. 
 

 
3  http://www.gov.uk/government/speeches/autumn-statement-2016-philip-hammonds-speech. 
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We make the case for aligning tax rates for employees, the self-employed and company 
owner-managers while giving full allowances for saving and investment. In Section 7.5, we 
discuss how this could be achieved. Section 7.6 concludes. 

7.2 Changes in work patterns 

In this chapter, we consider three legal forms: employees, the self-employed and 
company owner-managers. These groups each face different tax treatments and are the 
main ways in which an individual can sell their labour. They do, however, mask some 
heterogeneity. For example, employment law also defines a ‘worker’ category that, for the 
purpose of employment rights, lies between an employee and a self-employed person 
(see Box 7.1). 

Employees are still the bulk of the workforce, but more individuals are 
working for their own business  
Out of a workforce of 31.3 million people in the UK in 2015–16, 26.5 million (84.7%) are 
employees while 4.6 million (14.7%) are working for their own business.4 We can divide 
individuals working for their own business between those who report being sole directors 
of their own limited company (576,000 or 12.5%) and others (4.0 million, or 87.5%). 
Broadly, this divides this group between company owner-managers and self-employed 
individuals (including partnerships), although the split is not perfect. In particular, the 
group that we will refer to as the self-employed includes a small proportion of owners of 
companies with multiple directors. We discuss data limitations in Box 7.2. With this caveat 
in mind, we refer to these groups as company owner-managers and the self-employed, 
and cite independent data sources to corroborate recent trends. 

Changes to the overall composition of the workforce (Figure 7.1) may not seem especially 
stark, but recent trends have led to a marked increase in individuals working for their own 
business. The share of the workforce working for their own business (14.7%) is at its 
highest level since at least 1994 (when it was 13.7%) and has increased from a low point of 
11.8% in 2000–01. This growth in the number of individuals working for their own business 
can be seen in Figure 7.2, which shows that since 2008, 39% of the cumulative increase in 
the workforce (shown in the black line) has resulted from an increase in the number of 
individuals working for their own business. Of this 39% cumulative increase, just over one-
third (36%) is attributable to an increase in company owner-managers and just under two-
thirds (64%) is an increase in self-employment. This translates into a larger proportional 
increase in the company owner-manager population, which has almost doubled since 
2008. The growth in the number of companies, and specifically those with a single 
director, is corroborated with data on corporate tax records and firm accounts, as shown 
by the OBR.5 While it is not the case that recent trends have dramatically altered the 
composition of the workforce – direct employment remains by far the most common way 
to work – there has nevertheless been a shift towards individuals running their own 
businesses over the past six years.  
 

 
4  Here we classify employees as those whose main form of work is as an employee (and business owners 

likewise). Employees may also be self-employed in a second job (see below). Around 199,000 people, 0.6% of 
the workforce, are classified as ‘unpaid family workers’ or ‘in training’. 

5  See box 4.1 in Office for Budget Responsibility, Economic and Fiscal Outlook: November 2016, 
http://budgetresponsibility.org.uk/efo/economic-and-fiscal-outlook-november-2016/. Since 2007, one-
director companies account for all of the increase in the owner-manager population.  
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Box 7.1. Legal forms  

Tax law distinguishes between employees and individuals working for their own 
unincorporated business (self-employed sole trader or partnership) or incorporated 
business (a company). Employment law additionally distinguishes ‘workers’, which, for 
the purpose of employment rights, lie between employees and self-employed people.a 

Employee: Employees have an employment contract with an employer that dictates 
their activities. They are entitled to certain legal rights (sometimes only after a minimum 
employment period), including the relevant minimum wage, statutory minimum holiday, 
sick and redundancy pay, protection against unlawful discrimination and unfair 
dismissal, and statutory maternity/paternity/adoption/shared parental leave and pay.  

Worker: Employment law also sets out a broader ‘worker’ status (all employees are 
workers, but not vice versa). Workers have rights (including relevant minimum wage and 
holiday pay) but, in general, they have fewer rights than employees (including no 
redundancy pay or protection against unlawful dismissal). Individuals engaged in casual 
or irregular work (e.g. those on zero-hour contracts) are likely to be classified as workers 
but not employees. A recent court ruling stated that Uber drivers should be considered 
as workers rather than self-employed. For tax purposes, workers will often be classed as 
self-employed. There is debate over whether the worker status remains meaningful.b 

Self-employment (unincorporated business): A self-employed sole trader works for 
themselves, running their own (unincorporated) business and bearing full personal 
responsibility for any debt or losses. They can hold business assets and employ others. 
The business has no separate legal personality. When a self-employed individual 
interacts with other businesses (say as a contractor performing work), they are 
protected by health and safety law and, in some cases, against discrimination, but are 
not covered by employment law. Partnerships are a form of unincorporated business 
(which, in the chapter, we also refer to as self-employed). General partnerships are 
similar to self-employed sole traders (with the partners liable to the full extent of the 
partners’ personal assets). Limited liability partnerships (LLPs) are a hybrid form, which 
combine partnership (i.e. self-employed) tax treatment with a measure of limited liability 
like companies. They are unincorporated but registered and one partner must have 
unlimited liability, although that partner may be a limited liability company. 

Company (incorporated business): Limited liability companies are legal entities that 
are capable of enjoying rights and of being subject to duties distinct from those enjoyed 
or borne by shareholders, even if there is only one shareholder. The shareholders are 
owners of the shares and not the underlying business assets. Limited liability refers to 
the shareholder. The company is liable to the full extent of its assets. 

a https://www.gov.uk/employment-status/overview. 
b See A. Adams, J. Freedman and J. Prassl, ‘Different ways of working’, mimeo, forthcoming. 
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Box 7.2. Data on the self-employed and company owner-managers 

There are no data that allow us to classify individuals accurately according to their 
employment status and tax status. In addition, the data we do have do not reveal all of 
the information that may be of interest in relation to the gig economy, although we note 
that there are new surveys and data sources emerging on these issues. 

Analysis in this section uses the Labour Force Survey (LFS), a representative survey of the 
UK population that asks individuals to report their employment circumstances. Those 
who report running their own business are additionally asked whether they are the sole 
director of their own limited company. Those running their own business who do not 
report that they are incorporated and sole directors can be (i) self-employed (operating 
either as sole traders or partners) or (ii) one of several directors of their company. The 
data do not allow the latter group to be separately identified. Commonly in analysis of 
the LFS, the self-employed and company owner-managers are considered together and 
jointly referred to as ‘the self-employed’. Here, we explicitly choose not to do this 
because in tax parlance self-employment strictly means something quite different from 
company owner-management, and we think it interesting to consider trends in each 
separately, not least because the tax treatments are significantly different.  

Four pieces of evidence give us confidence that the split between the self-employed and 
company owner-managers that we use, while imperfect, captures the broad size of 
different groups and the changes over time. First, independent data from the Business 
Register, while not directly comparable to those from the LFS, suggest that the numbers 
of owner-managed companies we observe are of broadly the correct magnitude.a 
Second, the same data show that the number of unincorporated businesses is 
substantially higher than the number of small companies, such that we would expect 
owner-managed companies with multiple directors to be a small fraction of the category 
that we refer to as the self-employed. Third, we expect that some individuals who are 
directors of companies with multiple directors actually classify themselves as sole 
directors (and are therefore in the category we refer to as company owner-managers). 
As evidence for this, there are non-trivial numbers of individuals in this group prior to 
2006, at which point it was a legal requirement that all companies have more than one 
director. Finally, evidence from the OBR (cited in the main text) uses data from tax 
records to show that the growth in owner-managed companies since 2007–08 has come 
entirely from one-director companies (the group that we accurately identify) and not 
from multiple-director companies. In ongoing work, we are also using tax records to 
count and analyse the self-employed and company owner-managers.  

a The LFS reports 664,000 sole directors in 2016, some of whom will employ others. The Business Register 
records 818,000 companies that employed one worker (assumed to be an owner and director), some of 
which will have multiple directors. The overlap between these two groups is likely to be large and 
comprises companies with one director and no other employees. 
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Figure 7.1. Size and composition of the workforce since 1994 

 

Note: Not seasonally adjusted. Individuals with more than one job are classified according to their main job. The 
employed category includes individuals classified as ‘unpaid family workers’ or ‘in training’. 

Source: Labour Force Survey. 

Figure 7.2. Cumulative change in size of workforce since 2008 Q1 

 

Note: Not seasonally adjusted. In each quarter, the cumulative change is calculated as the difference between 
the number of individuals in the current quarter and the number of individuals in 2008 Q1 in each category. The 
employed category includes individuals classified as ‘unpaid family workers’ or ‘in training’. 

Source: Labour Force Survey. 
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Double jobbing 
The figures mentioned in this section thus far have referred to individuals’ main jobs. The 
vast majority of individuals (over 95% in all legal forms) have just one job. However, as 
Table 7.1 shows, a small proportion of those in paid work take on more than one job and 
we can categorise individuals according to whether their second job is as an employee or 
working for their own business. There are two interesting points to note:  

 There have been only very small changes in the proportions of individuals taking on 
second jobs. For example, more or less the same proportion of employees had second 
jobs in 2015–16 (3.5%) as in 2007–08 (3.7%). Although note that given that the number 
of employees is rising overall, this still implies that there are more individuals with 
second jobs (just not more as a proportion of total employees).  

 Across all legal forms, there has been a slight growth in the proportion of individuals 
who work for their own business as a second occupation. At the same time, the 
proportion with a second job as an employee has fallen slightly across all legal forms.  

To summarise, small changes in the proportion of individuals with second jobs comprise 
two opposing, but still small, trends – a smaller proportion of those in paid work have 
second jobs in employment, but more have second jobs being self-employed or as a 
company owner-manager. 

Table 7.1. Activity of those in paid work, 2007–08 and 2015–16 
 2007–08 2015–16 

Total in paid work 29.3m 31.1m 

Employees 25.4m 26.5m 

One job 96.3% 96.4% 

Second job as employee 2.6% 2.3% 

Second job working for own business 1.1% 1.2% 

Self-employed 3.5m 4.0m 

One job 95.2% 95.0% 

Second job as employee 2.4% 2.3% 

Second job working for own business 2.4% 2.6% 

Company owner-managers 324,000 576,000 

One job 97.0% 96.7% 

Second job as employee 1.5% 1.2% 

Second job working for own business 1.5% 2.0% 

Note: ‘Total in paid work’ excludes unpaid family workers and those in training. ‘Second job working for own 
business’ could be a self-employed second job or a company owner-manager second job. These cannot be 
distinguished in the data. Percentages may not sum (i) because, for a small proportion of those with second jobs, 
we do not know what form their second job takes and (ii) because of rounding. 

Source: Labour Force Survey. 
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Characteristics of individuals in different legal forms 
There has been a rise in part-time working, which is now more prevalent than it was a 
decade ago.6 Indeed, a higher proportion of those in paid work are working part-time than 
at any point from 1994 to 2010, although the proportion was higher between 2010 and 
2014. In 2007–08, 25% of those in paid work, 7.4 million people, were working part-time 
(figures are shown in Table 7.2). Employees and the self-employed were equally likely to 
work part-time, while company owner-managers were substantially less likely (just under 
12% were part-time). In 2015–16, 27% of those in paid work (8.3 million people) worked 
part-time. Company owner-managers remained the least likely group to work part-time, 
though the proportion working part-time had increased rapidly since 2007 (from 12% to 
18%). And the self-employed were now more likely than employees to work part-time (31% 
of the self-employed compared with 26% of employees worked part-time). 

These changes have been accompanied by small changes in the extent to which 
employees are working in permanent positions. The proportion of employees with 
permanent positions has fallen from 94.1% in 2007–08 (24.0 million people) to 93.6% in 
2015–16 (24.8 million people). This partly reflects the fact that more employees are part-
time, and part-time workers are less likely to have permanent positions, although full-time 
employees are also now slightly less likely to be permanent.  

Table 7.2 compares some of the main characteristics of individuals according to the legal 
form of their main work, including how they have changed since 2007–08. Both the self-
employed and company owner-managers are disproportionately male and are older on 
average than employees. Bank of England analysis suggests that an ageing population, 
combined with the fact that older people are more likely to work for their own business, 
can explain a substantial proportion of the increase in the number of individuals working 
for their own business since the recession.7 Since 2007, the whole workforce, but especially 
individuals working for their own business, has become older and more likely to be 
female.  

The proportion of individuals with a degree has risen across the board. But the gap 
between company owner-managers, who were already more likely to hold a degree in 
2007–08, and others had widened further by 2015–16. The 2015–16 self-employed group 
are more educated, on average, than the self-employed have been previously, but remain 
less educated relative to employees and company owner-managers.  

We also examine the main industries in which individuals in different legal forms work. In 
2007–08, 24% of the self-employed and 23% of company owner-managers worked in 
construction, an industry in which being self-employed or a company owner-manager is 
common practice (over 40% of individuals operating in the construction industry work for 
their own business). Other prominent industries for the self-employed included retail 
trade, land transport (e.g. taxi drivers) and legal and accountancy services. Company 
owner-managers were most prominent in industries such as IT and head office  
 

 
6  There has been a particularly sharp rise in the number of low-wage men working part-time. See C. Belfield, R. 

Blundell, J. Cribb, A. Hood, R. Joyce and A. Norris Keiller, ‘Two decades of income inequality in Britain: the role 
of wages, household earnings and redistribution’, IFS report summary, 2017, 
https://www.ifs.org.uk/publications/8849. 

7  S. Tatomir, ‘Self-employment: what can we learn from recent developments?’, Bank of England Quarterly 
Bulletin, 2015 Q1, 56–66, 
http://www.bankofengland.co.uk/publications/Documents/quarterlybulletin/2015/q105.pdf. 
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Table 7.2. Characteristics of individuals in different legal forms, 2007–08 and 2015–16 

 

All in paid work Employees Self-
employed 

Company 
owner-

managers 

07–08 15–16 07–08 15–16 07–08  15–16 07–08 15–16 

Part-time workers, 
% 

25.1 26.7 25.2 26.2 25.3 31.2 11.8 17.5 

Average age, 
years 40.3 41.3 39.5 40.3 45.7 47.0 44.8 47.1 

% male 54.0 53.3 51.2 50.7 71.7 66.8 82.2 77.3 

% with a degree 24.1 33.5 24.2 33.6 22.7 31.1 29.6 42.2 

Note: ‘All in paid work’ excludes unpaid family workers and those in training. Figures refer to financial years. 
Part-time is defined as working less than 30 hours per week. 

Source: Labour Force Survey. 

management and consultancy. In 2015–16, construction remained important for both 
groups (20.1% of the self-employed and 16.5% of company owner-managers). Growth was 
fastest for the self-employed in building and landscape services, while the company 
owner-manager population grew most in professional scientific and technical services. 
Beyond construction, broadly company owner-managers are more likely to be 
consultants, while the self-employed are more likely to be tradesmen. 

In summary, the self-employed and company owner-managers tend to operate in 
different industries, and company owner-managers are, on average, better educated and 
more likely to work full-time than the self-employed. Acknowledgement of these 
differences is lost when these two groups are considered as one (which is how they are 
presented in aggregate Office for National Statistics (ONS) statistics, for example). It is 
possible that the rises of these two groups are due to different forces and have different 
policy implications. As we will emphasise in Section 7.3, the two groups are also subject to 
very different tax treatments.  

What is the ‘gig economy’, is it new and where is it in the figures?  
As highlighted in the introduction, the recent rise in individuals working for their own 
business, and especially self-employment, is often associated with the growth of the ‘gig 
economy’. There is no clear way to determine which jobs are part of the gig economy, but 
one of the characteristic features is the use of third-party digital platforms. Effectively, 
there are companies that provide a platform (usually a web-based tool) that allows 
individuals selling services to be matched with customers. Prominent examples of this 
include Uber, Deliveroo, Elance, Etsy and TaskRabbit, which provide platforms for, 
respectively, taxi drivers, fast-food deliverers, freelance writers, ’makers’ and those 
providing handyman services. In examples such as these, the individuals providing 
services are not employees of the company and are often self-employed, possibly 
incorporated, for tax purposes. In some cases, they are deemed to be ‘workers’ in 
employment law (see Box 7.1) and there have been court cases to determine employment 
status. Section 7.4 discusses why the tax system should not be designed to reflect 
differences in rights across legal forms.  
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In many respects, the gig economy is not as new as some might imagine. Self-
employment is clearly not a new concept. Nor is the idea of a platform that matches 
consumers to service providers. For example, hairdressing salons often do not employ 
hairdressers. Instead, in many cases, they provide the platform (the salon) in which the 
customer is matched to a self-employed hairdresser. But the large-scale digital matching 
platforms, made possible by technological advances, do reflect a difference between the 
gig economy and previous forms of working. The platforms increase the ease with which 
consumers and suppliers can be matched and, at least in principle, provide the latter a 
greater opportunity to work flexibly and to take on tasks as a second job.  

Our traditional sources of data (most notably including the surveys collected by the ONS) 
are not set up to capture the gig economy or even many of the characteristics of different 
forms of employment.8 This section has provided some indicative evidence of the rise of 
the gig economy: more individuals are moving into working for their own business, 
including as a second job alongside employment. However, the industries in which growth 
in self-employment has been most prominent are not those most associated with the gig 
economy, suggesting that there is a broader-based change in working patterns under 
way. Small-scale (relative to nationally-representative) surveys are starting to provide 
some more direct evidence of the gig economy. For example, a McKinsey survey found 
that 15% of ‘independent workers’ across Europe and the US have used a digital platform.9  

7.3 How are different legal forms taxed?  

The income of employees is taxed more heavily than that of the self-employed because 
the latter face lower National Insurance contributions. Company owner-managers can 
achieve a lower rate than both because they can take income out of their company in the 
form of dividends rather than wages (the former are taxed less heavily). This section sets 
out these differences, and discusses the various other ways through which individuals 
working for their own business can arrange their affairs to reduce tax payments.  

Taxation of different income sources 
Different sources of income are subject to different taxes and rates of tax (see Table 7.3). 
Employees’ salaries are subject to income tax and (employee and employer) NICs, above 
certain thresholds.10 The self-employed also pay income tax and NICs on their earnings, 
but self-employed NICs are lower than employee NICs and there is no equivalent of 
employer NICs for the self-employed. We return in Section 7.4 to show that lower NICs 
cannot be fully accounted for by self-employed individuals’ lower benefit entitlements.  

Company owner-managers face different tax rates depending on how they choose to take 
their income. This income can represent a mix of returns to labour effort and invested 
 

 
8  The LFS does ask individuals if they are working on ‘zero-hour contracts’, an issue that has gained attention in 

the context of changing employment relationships. However, there are a number of problems with the 
resulting data. For a discussion, see A. Adams, M. Freedland and J. Prassl, ‘The “zero-hours contract”: 
regulating casual work, or legitimating precarity?’, European Labour Law Network (ELLN), Working Paper 
5/2015. 

9  See J. Manyika, S. Lund, J. Bughin, K. Robinson, J. Mischke and D. Mahajan, Independent Work: Choice, Necessity, 
and the Gig Economy, McKinsey Global Institute report, October 2016, http://www.mckinsey.com/global-
themes/employment-and-growth/independent-work-choice-necessity-and-the-gig-economy.  

10  Throughout this section, we assume that employees are paid regular wages, and not remunerated in other 
forms, such as stock options or non-wage benefits, which are taxed differently. 
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capital. Owner-managers can reduce their tax liability by recharacterising labour returns 
as (typically, more lightly taxed) capital returns, and pay themselves in either dividends or 
capital gains. Specifically, as employees of their business, they can take a salary as a 
normal employee would, thus taking advantage of tax-free allowances in the National 
Insurance and income tax systems, as well as accruing rights towards the new single-tier 
state pension. However, they can also pay themselves in dividends. This entails paying 
corporation tax on business profits (which are net of wages), and then paying income tax 
(but not NICs) on dividends at the personal level. The first £5,000 per year of dividends 
above the personal allowance is untaxed, while any remaining dividends are taxed at 7.5% 
in the basic-rate income tax band (treating dividends as the top slice of income), 32.5% in 
the higher-rate band and 38.1% in the additional-rate band. These rates, in combination 
with the corporation tax rate, are lower than the combined rates of income tax and NICs 
on salary. A company owner-manager looking to withdraw income from their company in 
a way that minimises their tax liability should pay themselves the NI secondary threshold 
in salary and take any withdrawal above that in dividends.11 We return below to discuss 
how company owner-managers can retain income in the company and take income out as 
capital gains.  

Table 7.3. Differences in tax regime across legal forms 
Employee Self-employed Company owner-manager 

Income tax charged on 
salary (above personal 

allowance). 
 

Employee NICs charged on 
salary (above primary 

threshold). 
 

Employer NICs paid by 
employer at a flat rate on all 
employees’ salaries (above 

secondary threshold). 
Employment allowance 

reduces liability by £3,000 
for each employer 

(assuming they have more 
than one employee). 

Income tax charged on 
unincorporated business 
profits (above personal 

allowance). 
 

Self-employed NICs charged 
on business profits (above 
lower profits limit) at a rate 
lower than employee NICs. 
No equivalent to employer 

NICs. 
 

Capital gains tax (above 
annual allowance) on the 

disposal of business assets, 
at a reduced rate if 

qualifying for 
entrepreneurs’ relief. 

Income tax and employee 
and employer NICs on 

salary as for employees, 
taken out of pre-tax 

corporate profit. Qualify for 
employment allowance if 
more than one employee. 

 
Corporation tax on 

company profits (after 
salary deducted), including 
capital gains realised by the 

company.  
 

Income tax on dividends 
(distributed out of post-
corporation-tax profits) 

above dividend allowance. 
 

Capital gains tax (above 
annual allowance) on sale of 

shares, at reduced rate if 
qualifying for 

entrepreneurs’ relief.  
 

 
11  Wages up to the NI secondary threshold are within the personal allowance and therefore not taxed, unless an 

individual earns a high enough income that the personal allowance is withdrawn: the personal allowance is 
reduced by 50 pence for every pound of income above £100,000, gradually reducing it to zero for those with 
incomes above £122,000. 
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Figure 7.3. Tax due on total income of £40,000, 2016–17 

 

Note: The calculations assume: total income generated and paid out is equal to £40,000 for each legal form; the 
tax cost for employees includes employer NICs; company owner-managers take a salary equal to the NI 
secondary threshold and all post-tax profit as dividends. Income tax payments are lower for an employee than 
for a self-employed person because the employee’s taxable earnings are lower as a result of employer NICs.  

Figures 7.3 and 7.4 illustrate how the tax treatment of different income sources affects the 
total tax liability of individuals generating a certain amount of total income (set at £40,000 
in Figure 7.3), and paying out that income in the year it is generated, in each of the legal 
forms for the tax year 2016–17. When calculating the tax payment for an employee, we 
include employer NICs, which, much like a wage, is a cost incurred by the employer to 
employ the individual. For company owner-managers, we assume that income is taken out 
of the company in the most tax-efficient way and (for now) that it is all taken out in the 
current year. Figure 7.3 shows that on a total income of £40,000, the tax liability is highest 
for an employee and lowest for a company owner-manager. NICs treatment explains all of 
the difference between employees and the self-employed and the majority of the 
difference between both and company owner-managers.  

Employees are taxed at a higher level than individuals working for their own business at 
all levels of income (shown in Figure 7.4). It is this difference that means that the rise in 
the number of individuals choosing to work for their own business, rather than be 
employees of others’ businesses, has a cost to the exchequer (see Box 7.3). There is some 
variation in the relative tax advantage of company owner-managers and the self-
employed depending on income level. This is because self-employment profits are taxed 
less heavily than dividends (taking into account corporate and personal taxes) in the 
higher- and additional-rate bands.  

These figures may in fact understate the tax advantages associated with self-employment 
or company owner-management. For example, the self-employed generally have more 
scope to deduct work-related expenses from their income than employees do (though  
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Figure 7.4. Tax due at different income levels, 2016–17 

 

Note: See note to Figure 7.3. Here, the same assumptions hold at each stated income level.  

there are exceptions to this).12 We return below to discuss other ways in which individuals 
working for their own business can reduce their tax liability further. 

Differences in tax regimes over time 
The different tax treatment of legal forms has long been a part of the UK tax system, with 
the relative levels varying over time. The difference in tax burdens between the self-
employed and company owner-managers is actually lower, at most income levels, in 2016–
17 than it has been since at least the late 1990s, and lower than it is set to be in coming 
years. Figure 7.5 shows liabilities since 1999 for a particular example income level (chosen 
as £40,000 in 2016–17 prices and, as in Figure 7.4, assuming company owner-managers 
take out all income in the year it is earned). Changes over time in the liabilities and in the 
difference between them reflect changes in the income tax, NICs, dividend tax and 
corporation tax regimes.13 The main changes that apply to the example in Figure 7.5 are as 
follows:  

 In 2008–09, the basic rate of income tax was cut from 22% to 20%, and the 10% 
starting rate was abolished (except for savings income). Since 2011–12, the 
personal allowance has increased faster than inflation.14 The effect of these 
changes varies depending on an individual’s income level. For the example in 

 

 
12  The core of this difference is that employees’ expenses are only deductible if incurred ‘wholly, exclusively and 

necessarily’ in the performance of their duties, while self-employment expenses need only be incurred ‘wholly 
and exclusively’ for business purposes. But the difference in practical application is bigger than this difference 
in wording suggests. 

13  From April 2017, self-employed individuals will have an additional £1,000 annual allowance to set against their 
trading income, but if they choose to claim it they will no longer be able to deduct expenses for tax purposes. 
This allowance is not included in the figures in this chapter. 

14  Those earning above £122,000 in 2016–17 do not benefit from a higher personal allowance, and indeed have 
had their personal allowance removed: see footnote 11 for explanation.  
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Figure 7.5, they explain the majority of the fall in tax liability for employees and the 
self-employed since 2008–09. They do not affect our example company owner-
manager because (i) she is assumed to pay herself a salary below the personal 
allowance and (ii) before 2016–17, dividends were taxed at the same effective rate 
(i.e. with no tax at the personal level) below the personal allowance and within the 
basic-rate band (such that changes in the personal allowance did not lead to 
changes in tax on dividends).  

Box 7.3. The exchequer cost of greater incorporation 

The tax advantages for company owner-managers mean that if more individuals choose 
to work for their own companies rather than as employees of other’s companies, there 
is a considerable cost to the exchequer. The OBR forecasts growth in the number of 
small companies (which is largely driven by growth in owner-managed companies) to 
outstrip employment growth substantially between 2015–16 and 2021–22.a This is based 
predominantly on the assumption that the trend for the small company population to 
grow substantially faster than employment will continue. The small company population 
has increased at a rate of around 7% a year since 1990. The OBR judges that the increase 
over the next five years will be slightly below this. But this still implies much faster 
growth in incorporations than the expected 0.4% growth in employees. 

The OBR has quantified the cost of growth in the small company population outstripping 
employment growth. It forecasts that revenues will be £3.5 billion lower in 2021–22 than 
if the small company population and employment grew at the same rate (assuming that 
the overall change in the size of the workforce remained the same). The cost would have 
been even higher had the tax on dividends not been increased in 2016–17. 

Note that this revenue cost does not reflect a judgement that the labour market is 
changing more quickly than it was before (for reasons related to the rise of the gig 
economy or otherwise). The OBR is simply quantifying the cost of a long-term trend 
continuing for another six years. The cost could turn out to be higher if there has been, 
or is in future, an increase in the underlying propensity of individuals to incorporate 
rather than work as employees.  

There have been changes in methodology that led the OBR to revise up the forecast 
growth of small companies and therefore the associated revenue cost. Upward revisions 
in both the March 2016 and the November 2016 Economic and Fiscal Outlook reduced 
forecast exchequer revenues by £3.2 billion in 2020–21. This means that the majority of 
the costs to the exchequer from incorporation expected over the next five years have 
only been reflected in forecasts within the last year or so.  

a See box 4.1 in Office for Budget Responsibility, Economic and Fiscal Outlook: November 2016, 
http://budgetresponsibility.org.uk/efo/economic-and-fiscal-outlook-november-2016/. 
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 A ‘starting rate’ of corporation introduced in the early 2000s meant that the first 
£10,000 of profit was subject to a lower tax rate, set at 10% in 2000–02 and 0% in 
2002–06.15 The liability of company owner-managers fell with the introduction of 
the starting rate and increased when it was effectively abolished in 2004–05. 

 The tax rate paid by small companies (those with profits below £300,000) is, from 
2015–16, merged with the main rate of corporation tax. This rate is set to fall – 
from 20% today to 17% by 2020–21 – reducing company owner-managers’ tax 
liability.16  

 From 2016–17, the first £5,000 of dividends above the personal allowance is 
untaxed regardless of a taxpayer’s marginal rate. Above that, dividends are taxed 
at 7.5%, 32.5% and 38.1% in the basic-, higher- and additional-rate bands 
respectively. (Previously, dividends were taxed at effective rates of 0%, 25% and 
30.56% in the respective bands.) This represents a tax rise for basic-rate taxpayers 
taking more than £5,000 of dividends, higher-rate taxpayers taking more than 
£21,667 in dividends and additional-rate taxpayers taking more than £25,265. This 
reform has reduced the tax advantage for many company owner-managers.17 The 
tax liability of a company owner-manager looking to withdraw £40,000 (as shown 
in Figure 7.5) is £1,537 higher in 2016–17 than in 2015–16, mostly as a result of the 
change. For any company owner-manager earning more than £27,000 (in 2016–17 
prices), their tax liability is actually higher in 2016–17 than at any time since at least 
1999–2000 as a result of dividend tax reform.18 

 An ‘employment allowance’ was introduced in April 2014 and reduced employers’ 
NICs liability by up to £2,000.19 This was a bigger advantage for smaller companies, 
and as a result benefited mainly employees of small companies (assuming that 
lower employer NICs are reflected in increased wages) and company owner-
managers (assuming they had no or few other employees). As of 2016–17, the 
allowance has been increased to £3,000, but it does not apply to companies with 
only one employee, which may exclude many company owner-managers from 
enjoying this tax break. 

 

 
15  In 2004–05 and 2005–06, profits distributed to shareholders were subject to a 19% tax rate (equivalent to the 

small companies’ rate), which ended this tax advantage for most owner-managers.  
16  While some owner-managed companies may not have been subject to the small company tax regime, in 

practice most will have had profits below £300,000. Since 2015–16, the corporation tax rate has been the same 
for all companies regardless of profit level.  

17  A further significance of the reform to dividends is that, for the first time in recent history, basic-rate tax will 
be charged on dividend income. Previously, the absence of basic-rate tax on dividends saved many people 
(generally those owning some shares but with otherwise simple tax affairs, rather than company owner-
managers) from having to fill in a tax return. Changing this was seen as a large administrative barrier to the 
alignment of tax rates across different income sources (an option we consider in Section 7.5). However, the 
introduction of a 7.5% basic rate of tax on dividends, combined with a large dividend allowance to limit the 
increase in the number of people paying tax on dividends and therefore needing to fill in a tax return, largely 
removes this barrier. 

18  For further explanation of these changes, see T. Pope and T. Waters, ‘A survey of the UK tax system’, IFS 
Briefing Note 9, November 2016, https://www.ifs.org.uk/bns/bn09.pdf.  

19  This encourages owner-managers to take a salary equal to the income tax personal allowance rather than the 
National Insurance secondary threshold. 
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Figure 7.5. Tax due on total income of £40,000, over time (2016–17 prices)  

 

Note: Deflated using the Consumer Prices Index (CPI). Takes into account differences in corporation tax, income 
tax, dividend tax and National Insurance rates and thresholds. Assumes company owner-manager takes a salary 
equal to the NI secondary threshold and all post-tax profit as dividends, except in 2014–15 and 2015–16 (when 
the employment allowance applied to company owner-managers), in which years we assume the company 
owner-manager takes a salary equal to the personal allowance and distributes all post-tax profits as dividends. 
Assumes company owner-managers are the only employee of their company and that the employee operates in 
a sufficiently large company that the employment allowance does not meaningfully affect their employer’s NICs 
liability. 

Additional tax advantages to incorporation and self-employment 
In Figures 7.3–7.5, we assumed that an individual, having generated a certain amount of 
pre-tax income over a year, accessed the after-tax income in that year. But individuals 
working for their own business can access the proceeds in various other ways, which may 
allow them to reduce their tax payments. The following subsections are a (non-
exhaustive) set of additional ways in which tax can be reduced.  

We also note that there are two features of the system that act in the opposite direction 
(i.e. are more beneficial for employees). First, if they are willing to tie up the money until 
age 55, employees (including company owner-managers) get the most favourable tax 
treatment of all by getting the business to make an employer pension contribution rather 
than paying them income immediately. Second, the self-employed are treated less 
generously by the benefits system than employees. See Box 7.4.  

Retaining earnings in the company 
Company owner-managers can reduce their tax charge by adjusting when they take 
income out of a company. This is because, unlike profits from self-employment, corporate 
profits are subject to personal income tax only when they are distributed to 
shareholders.20 Imagine an individual who earns an annual income around the higher-rate 
income tax threshold but in some years earns a little more and in some years a little less. 
 

 
20  Corporate profits are subject to corporation tax in the year that the profit is earned. 
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She can avoid paying higher-rate income tax if, when she earns more than the threshold, 
she retains earnings in the company and pays them out in a year when she earns less. 
Company owner-managers also have greater flexibility to change the timing of income 
withdrawal in response to policy reforms (we return below to show that this happened 
when the 50% marginal tax rate was introduced in 2010–11). The ability to smooth income 
(and therefore tax payments) over time and in response to policy change is an additional 
benefit of incorporation.  

Box 7.4. Advantages for employees 

Pension contributions: Money paid into a private pension (up to annual and lifetime 
limits) is not subject to income tax at that point, and crucially, if the pension contribution 
comes from the firm rather than the employee, there is no (employer or employee) NICs 
due either. Investments within the pension fund are free of personal tax on the returns; 
and while money taken out of the pension from age 55 is mostly subject to income tax, 
the first 25% is free of income tax and all of it is free of NICs. Employer pension 
contributions are thus a form of remuneration (indeed, the only major form of 
remuneration) that escapes NICs entirely, an astonishingly generous treatment. 

This is not an option available to the self-employed, who must make any pension 
contributions themselves (there is no employer) out of income that is subject to self-
employed NICs. Thus to the extent that people can use pensions in this way, employees 
are treated as favourably as company owner-managers, and it is self-employment that is 
relatively penalised – though for higher earners the penalty is only small since the self-
employed NICs rate on earnings above the upper profits limit is only 2%. 

Employer pension contributions can be thought of as just the most important example 
of a wider issue where some tax-privileged remuneration may be only (or more readily) 
available to employees: other examples include provision of certain sports facilities, 
medical check-ups, childcare vouchers and redundancy payments. To the extent that 
these are used, they can again favour employment relative to self-employment. 

‘Contributory’ social security benefits: Unlike employees, the self-employed are not 
entitled to contribution-based jobseeker’s allowance or statutory maternity/paternity/ 
adoption/shared parental pay. We discuss this in Section 7.4. 

Universal credit: For the purposes of the means test in universal credit – a major new 
benefit gradually being rolled out to replace six existing means-tested benefits and tax 
credits for working-age claimants – the self-employed are (after the first 12 months in 
business) assumed to be earning at least a certain amount in each month, equivalent to 
the applicable minimum wage times the minimum number of hours the government 
thinks it reasonable for them to work – even if they are in fact earning less than that 
amount. In other words, a self-employed individual cannot receive more universal credit 
in a month than an (otherwise similar) employee earning the minimum wage. This is a 
disincentive to choose self-employment for people who think that their earnings might 
be low, either in general or in some months as their income fluctuates. 
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Tax rates can be reduced further if income is retained within a company and taken as 
capital gains. Retained earnings effectively boost the value of a company. When a 
company owner-manager sells or liquidates their company (possibly upon retirement), 
the retained earnings are taxed as capital gains. That is, retained earnings are first subject 
to corporation tax at the company level and then capital gains tax at the personal level. If 
the company owner-manager meets certain conditions (and most will), the disposal of the 
business will be subject to entrepreneurs’ relief.21 This relief was introduced in 2008–09 
(replacing the previous taper relief) and gives a reduced rate of capital gains tax of 10% on 
the first £10 million of otherwise taxable gains realised over an individual’s lifetime (the 
standard rate on business assets is 10% for basic-rate taxpayers and 20% for higher- or 
additional-rate taxpayers). (Box 7.5 later summarises the history of capital gains tax.)  

Entrepreneurs’ relief can confer a large tax advantage to high-earning owner-managers. 
Both dividends and capital gains are withdrawn from post-corporation tax profits. For an 
individual in the higher-rate income tax band, dividends attract a further 32.5% tax rate 
within the income tax system, while capital gains qualifying for entrepreneurs’ relief are 
taxed at just 10%. If individuals are willing to defer withdrawing income until they are able 
to take capital gains, they can therefore enjoy a substantially lower tax liability. The benefit 
is partly mitigated by the fact that any increases in the cash value of retained earnings, 
even those that simply compensate for inflation, will be taxed at both the corporate and 
personal level. Nonetheless, if high-earning owner-managers have the flexibility to take 
capital gains rather than withdrawing income as dividends, they can still pay substantially 
less tax. This is mainly an advantage for higher-income individuals, since the basic rate of 
tax on dividends (7.5%) is lower than the capital gains tax rate (10%). 

Entrepreneurs’ relief can also be used by the self-employed, although the opportunities 
here are more limited since it is more difficult for them to defer income for tax purposes. 
If the self-employed do amass such assets that are later sold, they will only be subject to 
capital gains tax (there will have been no corporation tax or income tax paid). Under 
entrepreneurs’ relief, this means gains are taxed at only 10%. In this case, the tax 
treatment is even more generous than for company owner-managers.  

In 2014–15 (the last year for which we have data on the number of claimants), the 
estimated cost of entrepreneurs’ relief was £3.5 billion, or £74,500 per claimant.22 Note 
that this tax advantage will typically relate to capital gains built up over many years (it is 
not the tax saving made each year by a claimant) and is the cost relative to the case in 
which capital gains are taxed under the main capital gains tax regime rather than 
entrepreneurs’ relief (and not relative to a world in which they are taxed as salary or 
dividend income).  

Even more generous treatment is available to business assets that are bequeathed. Those 
inheriting assets are deemed to acquire them at their market value at the date of death, 
so rises in the value of assets prior to death are not subject to capital gains tax. This 
means that substantial business income may be subject to no personal tax at all if the 
 

 
21  Eligible assets: shares owned by employees or directors with at least 5% of the shares and voting rights; 

unincorporated businesses; business assets sold after the closure of a business; newly issued, unlisted 
company shares owned for at least three years by external investors. 

22  See HMRC, ‘Estimated costs of principal tax reliefs’, December 2016, 
https://www.gov.uk/government/statistics/main-tax-expenditures-and-structural-reliefs and 
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/562694/Table_14.4.pdf. 
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business is bequeathed. Unincorporated businesses and shares in unlisted companies are 
generally exempt from inheritance tax as well. 

Splitting income with family members 
Company owner-managers and the self-employed can split business profits among 
multiple individuals, reducing their overall tax liability since marginal tax rates rise with 
individual income. In particular, a company owner-manager could shift income to their 
spouse by paying them a wage and/or making them a shareholder. If the spouse has no 
other source of income, the amount of tax paid on the £40,000 withdrawal in Figure 7.3 
can be reduced by 30% from £7,705 to £5,376.23 Similarly, a self-employed individual could 
make their spouse a partner in the unincorporated business, reducing their liability by 
32% from £8,820 to £6,040.24 There are laws that look to prevent this type of behaviour in 
certain cases (‘settlement provisions’),25 but they do not prevent all forms of income 
splitting (in many cases, such behaviour is perfectly legal) and, in practice, it is difficult to 
identify avoidance or evasion.  

Opportunities for avoidance and evasion 
Relative to employees, the self-employed and company owner-managers often have 
additional leeway that allows them to (legally) avoid or (illegally) evade taxes. In terms of 
avoidance, the greater complexity of business activities offers more scope to arrange their 
affairs in tax-advantaged ways: sharing with spouses and shifting income across years are 
simple examples. In terms of evasion, the key difference is that employees are subject to 
third-party reporting: for the most part, the tax on their earnings is deducted by 
employers through the Pay As You Earn (PAYE) system and the earnings and tax are 
reported by the employer to the government, so it would require collusion by the 
employer to under-report earnings (or over-report deductions). A lack of such third-party 
reporting means that there are more opportunities for the self-employed and company 
owner-managers not to declare, and therefore not be taxed on, some income.26 They also 
have greater scope to declare falsely which tax year income arises (shifting income across 
years can reduce tax liability) or to claim falsely that personal assets, such as a laptop or 
phone, are business assets and reduce tax by deducting the cost from profits. 

It is not only income that is more difficult to verify for the self-employed and company 
owner-managers: it is also hours of work. Eligibility for working tax credit requires 
working a minimum number of hours per week (16, 24 or 30, depending on family 
circumstances); compared with someone employed by a third party, someone working for 
themselves could more easily pretend to work more hours than they really do.27  

 

 
23  This is achieved by paying both individuals the secondary threshold and distributing the remainder in 

dividends (where the shareholding is split 50/50). 
24  As partners with equal shares, they would each be taxed on half of the business profits. Due to the 

progressivity of the tax system, this would reduce the amount of tax paid. 
25  See https://www.gov.uk/government/publications/trusts-and-settlements-income-treated-as-the-settlors-

hs270-self-assessment-helpsheet/fasf. 
26  As a way of countering this in the construction industry – the most common industry in which to find people 

working through their own business, as we saw in Section 7.2 – the government operates the Construction 
Industry Scheme, whereby contractors must deduct tax on subcontractors’ behalf and pass it on to HMRC, 
thus creating third-party involvement.  

27  This possibility will gradually end as working tax credit is replaced by universal credit, which largely avoids the 
use of hours-of-work rules to determine entitlement. 
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Of course, most self-employed individuals and company owner-managers will honestly 
declare their incomes and hours of work. And the government tries hard to collect the tax 
it thinks it is owed. Tax evasion is illegal, and there are ever more rules in place to try to 
prevent tax avoidance (reducing tax in ways that are legal but not within the spirit of the 
law). However, the risk of getting caught may be relatively small compared with the tax 
advantage. And even in cases where individuals are audited, it may be difficult for HMRC 
to prove wrongdoing. Every year HMRC produces estimates of the ‘tax gap’ – the 
difference between the amount of revenue that should have been raised and the amount 
that was actually raised.28 It estimates that the tax gap for self-assessment income tax, 
NICs and capital gains tax combined was around £7 billion in 2014–15. Of that amount, 
£5 billion was judged to have arisen from ‘business taxpayers’ (the self-employed). 
Around 30% of self-employed tax returns are estimated to understate the amount of tax 
due, while this is only true of 12% of the remainder of self-assessment returns (which 
largely belong to higher- and additional-rate taxpayers). 

The effect of tax on choices  
The tax system clearly favours certain legal forms over others, and encourages individuals 
to behave in certain ways once they have chosen a legal form. These are not just 
theoretical incentives that could, in principle, affect decisions. There is substantial 
evidence that these incentives do indeed change behaviour. 

The UK provides a clear illustration that incorporation responds to incentives. Figure 7.6 
shows the number of incorporations over time. Spikes occurred at times when the 
incentives, or at least the perceived incentives, to incorporate changed.29 The increase in 
response to the starting rate of corporation tax in the early 2000s (mentioned above) was 
predictable and, indeed, predicted.30 The OBR reports analysis of the likely change in 
incorporations (based on previous trends) and suggests that the number of 
incorporations is responsive to changes in the tax system.31 

There is also good evidence that the incomes of company owner-managers respond more 
to incentives in the tax system than employees’ incomes. If people can readily adjust their 
incomes in response to tax incentives, we would expect to see many people locating 
around points such as the higher-rate income tax threshold, where the marginal tax rate 
increases: people who think it worth earning more when the additional income is taxed at 
20% (or 0% in the case of dividends), but not when it is taxed at 40% (or 25% in the case of 
dividends), will choose to earn up to the higher-rate threshold but no more. Figure 7.7 
shows that company owner-managers do indeed ‘bunch’ around the higher-rate 

 

 
28  This includes not just outright evasion but also innocent error and some forms of avoidance or debatable 

behaviour. See HMRC, Measuring Tax Gaps 2016 Edition, October 2016, 
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/561312/HMRC-measuring-
tax-gaps-2016.pdf. 

29  For further discussion, see C. Crawford and J. Freedman, ‘Small business taxation’, in S. Adam, T. Besley, R. 
Blundell, S. Bond, R. Chote, M. Gammie, P. Johnson, G. Myles and J. Poterba (eds), Dimensions of Tax Design: The 
Mirrlees Review, Oxford University Press for IFS, Oxford, 2010, https://www.ifs.org.uk/publications/7184.  

30  See L. Blow, M. Hawkins, A. Klemm, J. McCrae and H. Simpson, ‘Budget 2002: business taxation measures’, IFS 
Briefing Note 24, 2002, https://www.ifs.org.uk/publications/1774. 

31  Box 4.1 in Office for Budget Responsibility, Economic and Fiscal Outlook: November 2016, 
http://budgetresponsibility.org.uk/efo/economic-and-fiscal-outlook-november-2016/. 
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threshold. This is true to a lesser extent for the self-employed, but there is almost no 
bunching among employees. The same is true at other such thresholds.32 

One major reason company owner-managers are more able to respond to tax incentives 
is their flexibility to choose when to take income out of their company. When the 
government announced in advance that the income tax rate on incomes above £150,000 
was going to increase from 40% to 50% (or from 25% to 30.56% for dividends) in 2010–11, 
people expecting to have incomes above that level had an incentive to take income before 
that year. Figure 7.8 shows that there was a sharp jump in dividend income among this 
high-income group in 2009–10, the year before the tax rise, and then a drop when the tax 
was increased in 2010–11. In contrast, there is little sign of employment income being 
brought forward in that way.  

Figure 7.6. Incorporations per week since 1991 (52-week moving average) 

 

* This effectively marked the end of the tax advantage of the starting rate for most company owner-managers. 
See footnote 15. 

** For more details on the response of incorporations to this measure, see C. Crawford and J. Freedman, ‘Small 
business taxation’, in S. Adam, T. Besley, R. Blundell, S. Bond, R. Chote, M. Gammie, P. Johnson, G. Myles and J. 
Poterba (eds), Dimensions of Tax Design: The Mirrlees Review, Oxford University Press for IFS, Oxford, 2010, 
https://www.ifs.org.uk/publications/7184. 

Source: Correspondence with Companies House. 

 

 
32  There is also evidence that small companies often reported profits at the £10,000 threshold when the starting 

rate was in place. See M. Devereux, L. Liu and S. Loretz, ‘The elasticity of corporate taxable income: new 
evidence from UK tax records’, American Economic Journal: Economic Policy, 2014, 6(2), 19–53. Firms partly 
achieved this ‘bunching’ by claiming more capital allowances, including in ways that may represent avoidance 
or evasion behaviour rather than genuine productive investment. See A. Brockmeyer, ‘The investment effect 
of taxation: evidence from a corporate tax kink’, Fiscal Studies, 2014, 35, 477–509.  
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Figure 7.7. Bunching at the income tax higher-rate threshold among company 
owner-managers, 2003–04 to 2007–08 

 

Note: Distance from higher-rate threshold measured in 2007–08 prices. 

Source: S. Adam, J. Browne, D. Phillips and B. Roantree, ‘Frictions and the elasticity of taxable income: evidence 
from bunching at tax thresholds in the UK’, mimeo, forthcoming, based on data from the Survey of Personal 
Incomes (a sample of income tax records). 

Figure 7.8. Trends in different income sources for group affected by 50% income tax 
rate 

 

Note: More individuals had to file tax returns in 2010–11, leading to slightly understated income falls in that year. 

Source: J. Browne and D. Phillips, ‘Estimating the size and nature of responses to changes in income tax rates on 
top incomes in the UK: a panel analysis’, mimeo, forthcoming, based on SA302 (income tax return) data. 
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7.4 Should the self-employed and company owner-managers be 
taxed less heavily than employees?  

The fact that similar individuals doing similar work can be taxed very differently according 
to whether they are an employee, self-employed or running an incorporated company is a 
problem. So, too, is the fact that company owner-managers can achieve very different tax 
rates depending on how they take income out of their companies. These distinctions 
clearly raise issues of fairness. They also distort individuals’ choices, which can reduce 
economic efficiency as some people are induced to run their own businesses when, if 
incentives were not distorted by the tax system, they would rather be employed by others. 
The need to devise, administer, comply with and monitor rules to distinguish the different 
legal forms imposes costs of a different kind, diverting officials, taxpayers, accountants 
and occasionally the courts from more productive activities. Finally, the distinctions 
inevitably open up possibilities for avoidance and evasion – further exacerbating these 
problems of unfairness, inefficiency and diverted resources.  

Given these factors, many people would agree that genuinely similar individuals doing 
genuinely similar work should be taxed in the same way regardless of legal form – though 
some might argue for using lower tax rates to compensate for other disadvantages that 
the government itself attaches to different legal forms (such as lower employment rights 
or reduced state benefit entitlements). A different argument for tax differentiation is that, 
while in some cases (such as computer programmers or taxi drivers) similar individuals 
might do similar activities in different legal forms, often people running their own 
businesses are doing something fundamentally different from employees, including 
investing, innovating, taking risks and other such entrepreneurial behaviour. These may 
merit preferential tax treatment. We discuss both of these arguments for different 
treatment below.  

A more pragmatic argument for taxing the self-employed and company owner-managers 
at lower rates than employees is that the former two groups are more responsive to tax 
(their taxable incomes are more ‘elastic’). The more a tax reduces taxable income, the 
lower the revenue yield from the tax, and the greater the loss of taxpayer welfare per 
pound of revenue raised. So it can be efficient to set lower tax rates for more responsive 
groups. The self-employed and company owner-managers are more responsive to tax in 
part because they have more ways to manipulate their incomes for tax purposes (rather 
than simply because of ‘real’ economic responses such as the amount of effort they put 
in). The first way to deal with this, therefore, is to reduce the options that the self-
employed and company owner-managers have to avoid (or evade) taxes – for example, by 
taxing capital gains at the same rates as ordinary income. Sensible policy changes would 
reduce the extent to which the self-employed and company owner-managers had more 
elastic incomes than employees, though not eliminate the difference entirely. But any 
potential efficiency gains that remained would have to be weighed against the costs of 
differentiation. And there are clearly equity concerns over a policy of providing lower tax 
rates to one group because they can more easily avoid or evade tax. 

Should lower taxes be used to offset other disadvantages? 
As well as differences in tax rates, different legal forms are treated differentially by many 
other parts of government policy. Might lower tax rates for the self-employed and 
company owner-managers be justified as compensating for other ways in which the 
government disadvantages these forms? In summary, there is an argument for lower 
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taxes to reflect the fact that the self-employed have reduced entitlement to some social 
security benefits, but in practice this difference is now relatively small. We argue that the 
tax system should not be used to offset differences in employment rights or compliance 
burdens between different legal forms. 

Publicly-funded benefits 
A common argument in favour of lower NICs rates on the income of the self-employed is 
that they have reduced entitlement to publicly-funded benefits compared with employees. 
In principle, that is a reasonable argument: if the benefit system creates a bias in favour of 
employment over self-employment, there is a case for an offsetting tax rate differential to 
level the playing field.33 However, in practice, the difference in entitlements between 
employees and the self-employed is now relatively small. Unlike employees, the self-
employed are not entitled to contribution-based jobseeker’s allowance or statutory 
maternity/paternity/adoption/shared parental pay. But what used to be the biggest 
difference in entitlements has now been removed. Previously, the self-employed accrued 
rights to the basic state pension, but not to the earnings-related top-up (state second 
pension). Employees could choose to build up entitlement to the state second pension or 
to ‘contract out’ of it in exchange for a commensurately reduced rate of NICs on their 
earnings. The new single-tier pension being rolled out from April 2016 will instead apply 
equally to the self-employed and all employees; but while formerly contracted-out 
employees must now pay the full rate of NICs in return for this entitlement, the self-
employed are seeing their entitlement increase with no such increase in their NICs rate. 

The NICs advantage of self-employment over employment was already far bigger than 
could be justified by any difference in benefit entitlements, and this reform to state 
pensions has increased the disparity. HMRC estimates that the revenue forgone by 
applying lower NICs rates to the self-employed exceeded the value of their reduced 
pension entitlements by £3.2 billion (or £800 per self-employed person) in 2015–16, 
increasing to £5.1 billion (£1,240 per self-employed person) in 2016–17.34 To put that into 
context, total self-employed NICs revenue in 2016–17 is expected to be £3.0 billion.35 
Before allowing for the reduced benefit entitlements that remain, they are paying only 
37% of the NICs that would be paid if they were employed. Differential benefit 
entitlements that remain may justify some difference in tax rates, but not on anything like 
this scale. 

 

 
33  In so far as other tax and benefit policies also have the net effect of favouring one legal form over another, 

there is a similar case for offsetting it through differential tax rates to level the playing field. This applies, for 
example, to the rules that allow more generous deductibility of work-related expenses for the self-employed 
than for employees, and to tax-advantaged forms of remuneration, such as redundancy pay, that are only 
available to employees. Of course, the prior question is whether some legal forms should be favoured in the 
first place. As far as possible, it would be better to apply the same benefit entitlement rules, expense 
deductibility rules, etc. across different legal forms than to offset such differences with differential tax rates.  

34  See HMRC, ‘Estimated costs of principal tax reliefs’, December 2016, 
https://www.gov.uk/government/statistics/main-tax-expenditures-and-structural-reliefs. Based on the 
number of self-employed individuals in 2016 Q3 (see Figure 7.1). 

35  Source: Appendix 4 of Government Actuary’s Department, Report by the Government Actuary on: the Draft Social 
Security Benefits Up-Rating Order 2016; and the Draft Social Security (Contributions) (Limits and Thresholds 
Amendments and National Insurance Funds Payments) Regulations 2016, 2016, 
https://www.gov.uk/government/publications/report-to-parliament-on-the-2016-re-rating-and-up-rating-
orders.  
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Employment rights  
Employment law bestows employees (and ‘workers’ to a lesser degree) with a set of rights 
that self-employed people do not have (see Box 7.1 earlier). However, unlike higher state 
benefit entitlements, these employment rights are not a benefit given by the government 
to employees, but a benefit that the government requires employers to give to their 
employees. In so far as these rights make employment more attractive to the employee 
(relative to self-employment), they also make employment less attractive to the employer 
(relative to getting the work done by a self-employed contractor). So it is not clear that the 
existence of these rights biases the economy overall towards more employment and less 
self-employment. The government is not favouring employment over self-employment 
overall in a way that might justify an offsetting tax differential; it is merely redistributing 
between the two parties within an employment relationship. Indeed, in a well-functioning 
labour market, we would expect an employee’s greater employment rights to be offset by 
lower earnings, making them (on average) no more likely to choose employment over 
self-employment than they would in the absence of these rights.36  

Compliance burdens  
It is sometimes argued that differences in tax rates between different legal forms are 
justified by a difference in the burden of tax (or regulatory) compliance that the 
government imposes on them. For example, company owner-managers must fill out 
corporation tax and income tax returns, deal with capital gains tax and dividend tax, file 
company accounts, and so on. 

Unlike employment rights, this is a government-imposed difference in the total burden 
associated with a particular legal form, not just a transfer of burdens from one party to 
another within one legal form. In that respect, differential compliance costs have 
something in common with differential state benefits entitlements, discussed above. In 
addition, however, compliance costs add to total resource costs in the economy – they are 
not simply a transfer of resources between different people like state benefits are. That is 
important. If people shift between legal forms because of higher benefit entitlements, 
their gain in higher benefit entitlements is mirrored by a corresponding loss to the 
exchequer; there is no net gain to society from such a shift. There is therefore a case for 
using tax rates to offset the difference in entitlements and avoid the inefficiency of people 
choosing their legal status to gain preferential treatment rather than for underlying 
commercial reasons. 

In contrast, if people shift between legal forms as a result of compliance costs, their gain 
in reduced compliance burdens is not offset by a loss to the government. Ideally, of 
course, there would be no such difference in burdens on different legal forms (and there 
are many features of the system that are designed to mitigate burdensome obligations on 
small businesses, including a VAT registration threshold and less onerous accounting 
requirements). But, if such differences do exist, it is then more efficient for the economy to 
have less of the burdensome form, just like a sector of the economy facing high costs of 
any other kind should be smaller. The government should not push the economy back 
towards having as much of the costly activity as it would if the cost were not there. The 
same argument applies not just to differences in tax compliance costs, but also more 

 

 
36  While this wage adjustment might offset the difference in rights on average, note that it might still be the case 

that workers who value these protections unusually highly, and firms that find them unusually cheap to 
provide, will tend to favour employment relationships rather than self-employment, and vice versa. 
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widely to differences in regulatory burdens and employment rights that raise the net 
burden on a legal form. 

Should lower tax rates be used to increase ‘entrepreneurship’?37  
Employees, the self-employed and company owner-managers often differ in many ways, 
including in how much risk they take and whether they conduct investment, for example. 
The first question is whether any such differences merit preferential treatment in 
principle. Even where they do, we must also ask whether differential tax rates are the 
best-targeted way to provide it, and whether the benefits outweigh the costs of 
differentiation described above. 

One fundamental difference is that, unlike employees’ wages, the income of the self-
employed and owner-managers often represents a return to capital invested as well as 
labour. While it is inevitable that real-world tax systems discourage work to some extent, 
economic theory suggests that they should not additionally discourage investment. Taxing 
earnings or expenditure discourages work by reducing the amount of goods and services 
that working enables someone to buy. Investing (or keeping) money in a business defers 
consumption from today until tomorrow, and there is little reason to tax future 
consumption more heavily than today’s consumption: it further distorts behaviour and is 
an inefficient way to raise revenue.38 Wanting to avoid discouraging investment while 
taxing labour income provides a prima facie case for applying reduced tax rates to the 
self-employed and company owner-managers, whose income is a mixture of returns to 
capital and labour. Crucially, however, we can avoid discouraging investment in a better-
targeted way than by applying reduced tax rates on income, by instead adjusting the tax 
base to give an allowance for the money that has been invested in the business. We return 
to this in Section 7.5. Given this superior alternative, investment in the business does not 
provide a good argument for lower tax rates for the self-employed or company owner-
managers. 

Investment aside, preferential rates of tax are often defended as essential to reward 
difficult and risky entrepreneurial activity. But it is important to recognise that the 
difficulty and risk associated with entrepreneurship do not in themselves justify 
favourable tax treatment. If the market does not provide sufficiently high rewards for such 
activities, they should not be undertaken: it is not a justification for special tax breaks. 
What is needed (though not necessarily sufficient) to justify preferential tax treatment is a 
reason why the market will lead to too few ‘entrepreneurs’ when the tax system is neutral 
between legal forms. That is, preferential tax treatment may be justified if markets fail to 
provide the appropriate incentives for entrepreneurship. 

In some cases, the tax system itself distorts the market rewards to different choices. Risk-
taking is an example of this. A higher tax rate per se does not necessarily discourage risk-
taking. If the government taxes high returns, but also fully offsets losses at the same rate, 
it is sharing in both upside and downside risk. This should not make risky investments any 
 

 
37  For a fuller discussion of these arguments, see C. Crawford and J. Freedman, ‘Small business taxation’, in S. 

Adam, T. Besley, R. Blundell, S. Bond, R. Chote, M. Gammie, P. Johnson, G. Myles and J. Poterba (eds), 
Dimensions of Tax Design: The Mirrlees Review, Oxford University Press for IFS, Oxford, 2010, 
https://www.ifs.org.uk/publications/7184.  

38  For a fuller discussion of this argument, and caveats, see chapter 13 of J. Mirrlees, S. Adam, T. Besley, R. 
Blundell, S. Bond, R. Chote, M. Gammie, P. Johnson, G. Myles and J. Poterba, Tax by Design: The Mirrlees Review, 
Oxford University Press for IFS, Oxford, 2011, https://www.ifs.org.uk/publications/5353. 

Agenda Item 1 

19 April 2017

FCC/S5/17/12/4 

Annex C

https://www.ifs.org.uk/publications/7184
https://www.ifs.org.uk/publications/5353


  Tax, legal form and the gig economy 

© Institute for Fiscal Studies  29 

less attractive relative to safe ones.39 Yet in practice, tax policy does discourage risk-taking. 
That is mainly because tax policy does not treat the upside and downside symmetrically. 
Marginal tax rates that are higher at high incomes, for example, mean that above-average 
returns are taxed more than below-average returns are cushioned. And the tax system 
does not currently match taxation of profits with symmetrically generous rebates for 
losses: losses can only be set against other income (there are no cash refunds), with 
significant restrictions (which differ between companies and the self-employed) on what 
income they can be used to offset. Losses carried forward to set against future income get 
no compensation for the delay and there is a risk that the losses can never be used. Being 
taxed on positive returns but not symmetrically cushioned from negative returns does 
discourage risk-taking. It is not clear that the government should actively encourage risk-
taking, and in any case lower tax rates for certain legal forms are not an effective way to 
do so. But nor should it actively discourage risk-taking. A sensible focus would be on 
reducing the disincentives currently created by asymmetric taxation, and in particular 
reforming the treatment of losses. We return to this in Section 7.5. 

Even where the tax system does not distort behaviour, market failures can arise in relation 
to entrepreneurship. For example, there may be too few new ideas tried out because 
innovators do not reap all of the rewards (some ‘spill over’ to other businesses that can 
learn from the experiences of the innovator); or some small and/or new firms may find it 
prohibitively expensive to raise external finance because potential lenders have less 
information than would-be borrowers about the firm’s prospects. Such market failures 
create a case for government intervention. But blanket reductions in tax rates for all the 
self-employed and company owner-managers are poorly targeted at such problems. It is 
better to determine which specific activities justify different tax treatment and design a 
policy targeted at those activities.40 It may be difficult to find precisely targeted measures 
that will encourage the kind of socially beneficial ‘entrepreneurship’ that is hard to define 
but nevertheless real. Yet most small businesses are not particularly innovative and do not 
generate significant spillover benefits to wider society. From newsagents to IT contractors, 
they consist of people quietly going about the (perfectly honourable) business of making a 
living by providing valuable goods and services to others – much as most ordinary 
employees do. There is little evidence that the gains from using across-the-board lower 
rates to promote those socially beneficial activities that cannot be targeted more directly 
are big enough to justify scattering tax benefits so widely and creating the problems of 
boundaries in the tax system highlighted above. 

7.5 How should tax policy be changed?  

The preceding sections discussed the problems caused by taxing employees, the self-
employed and company owner-managers in different ways. The tax system should not 
favour one legal form over another without good reason for doing so. It is difficult to 
make a compelling case for the differences in headline tax rates that we currently have. 
 

 
39  In effect, the government is providing a form of insurance for the investor, cushioning both the possible 

upside and the possible downside. Individuals may in fact respond by taking bigger (pre-tax) risks, leaving the 
after-tax risk and returns they face similar to what they would have been without the tax. The government 
itself, however, is now making a risky investment in the business, with a boost to tax revenue if the risk pays 
off but a corresponding downside if it does not. 

40  Examples of more-targeted (though not always well-designed) policies include R&D tax credits that aim to 
increase innovation and loan guarantees, enhanced investment allowances and venture capital schemes that 
aim to increase access to finance for small firms. 
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Any reforms in this area must be mindful that the taxation of employees, the self-
employed and company owner-managers sits exactly at the point where many parts of the 
tax system come together. This is evidenced by the fact that incentives to switch between 
legal forms depend on the bases and rates of income tax (including the treatment of 
dividends), NICs, corporation tax and capital gains tax. Changing any one of these has far-
reaching effects: tax rates on earnings affect all employees, not just those who might 
otherwise set up a business; corporation tax affects all businesses, from one-man bands 
to multinationals; taxation of dividends and capital gains affects portfolio shareholders 
and buy-to-let landlords as well as business owner-managers. As such, the tax treatment 
of legal forms should always be seen in the context of the whole tax system.  

The comprehensive Mirrlees Review of the UK tax system undertaken for IFS proposes a 
design for the whole tax system that aligns the taxation of legal forms as just one part of a 
broader plan.41 Essentially, it argues that the same overall rate schedule should apply to 
income from all sources, but with full allowances (at both the personal and corporate tax 
levels) given for amounts saved and invested to avoid discouraging those activities. 

Minimising (or removing) the tax differences across boundaries (e.g. between employees 
and those running their own business) is the best way to deal with the problems that arise 
because of boundaries. Many of the concerns highlighted in Section 7.3 – such as labour 
income being characterised as capital income – would be dealt with directly through 
alignment of tax rates. 

It is tempting to deal with boundary problems by trying to write and police rules that 
determine what should fall on each side of the boundary (such as ‘IR35’42) to prevent 
people exploiting the tax differentials. It is also tempting to try to solve a narrow problem 
without affecting the rest of the tax system by introducing different tax regimes for (say) a 
subset of small businesses. But these approaches are the policy equivalent of ‘whack-a-
mole’: one particular problem is fixed, but at the expense of another one popping up 
elsewhere in the system. If definitions around the boundaries are adjusted, the new 
definitions will quickly come under pressure. A special regime for ‘small businesses’ would 
add another boundary to the tax system (between small and large businesses) that would 
create problems of its own and not reflect any underlying principle. Such policies are 
sometimes better than nothing. But they are at best a sticking plaster rather than a 
solution to the underlying tensions in the tax system, and at worst can create more 
problems than they solve.  

Sometimes the government does even worse than this by increasing the distinctions 
between legal forms. For example, faced with a boundary between (higher-taxed) labour 
income and (lower-taxed) returns to capital across the tax system as a whole, in 2008 the 
government introduced entrepreneurs’ relief for owner-managed businesses, 
exacerbating the problem at precisely the point where it is most acute. 

A different approach is needed. 
 

 
41  J. Mirrlees, S. Adam, T. Besley, R. Blundell, S. Bond, R. Chote, M. Gammie, P. Johnson, G. Myles and J. Poterba, 

Tax by Design: The Mirrlees Review, Oxford University Press for IFS, Oxford, 2011, 
https://www.ifs.org.uk/publications/5353; see especially chapter 19. All documents related to the Mirrlees 
Review are available at https://www.ifs.org.uk/publications/mirrleesreview/. 

42  IR35 rules try to prevent individuals disguising their employment by operating as an independent contractor 
(see https://www.gov.uk/guidance/ir35-find-out-if-it-applies). 
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Long-run goal: align the tax treatment of income across legal forms  
Aligning the treatment of different legal forms requires applying the same overall tax rate 
schedule to income derived from employment, self-employment and companies – bearing 
in mind that this overall rate schedule currently involves varying combinations of income 
tax, NICs, capital gains tax and corporation tax, depending on the income source. Broadly, 
this could be achieved by (i) aligning the NICs paid by self-employed individuals and those 
paid by employers and employees combined (preferably in the course of integrating NICs 
with personal income tax) and (ii) taxing dividend income and capital gains at the same 
rate schedule as earned income (including employee and employer NICs), with reduced 
tax rates for dividends and capital gains on shares to reflect corporation tax already paid. 
This process would include removing entrepreneurs’ relief, though in many cases the 
reduced capital gains tax rates for shares would limit the increase in the tax rate that this 
entails. Note that alignment does not necessarily require an increase in the corporation 
tax rate, which would raise valid concerns around making the UK less competitive. 
Instead, overall rate alignment could be achieved at the personal level by adjusting 
dividend and capital gains tax rates while keeping a relatively low corporation tax rate (set 
with reference to multinationals). Aligning the treatment of these income sources would 
also mean reversing the recent trend towards having large separate allowances in each 
tax, something that now favours incorporation since a company owner-manager, unlike 
an ordinary employee, can benefit from additional tax-free allowances for dividends and 
capital gains as well as from the main income tax personal allowance. 

The income of the self-employed and company owner-managers generally reflects a mix 
of rewards for labour and capital. Aligning the treatment of total income would almost 
certainly lead to higher tax rates on income from self-employment and companies and 
thus to higher rates on the returns to capital. On its own, therefore, simply aligning tax 
rates across legal forms would create undesirable disincentives to save and invest. Higher 
tax rates on profits, dividends and capital gains can make otherwise viable investments 
unviable. This is undesirable and results in a perceived tension between keeping capital 
tax rates low so as not to discourage saving and investment, and raising them towards 
personal income tax rates so as to minimise tax avoidance and avoid distorting choices (as 
discussed above). The attempts to manage this trade-off have arguably been at the heart 
of capital tax policy, and especially gains tax reform, for decades (see Box 7.5). However, 
this trade-off is not as inescapable as it might seem. 

In a nutshell, the solution is to tax the returns to capital and labour at the same rate at the 
margin (thereby removing distortions over how to take income) but to design the tax base 
so as to avoid disincentives to save and invest. The latter is achieved by giving full 
allowances (at both personal and corporate tax levels) for amounts saved and invested.  

There are two ways to go about doing this:43 

 Cash saved or invested can simply be deductible from taxable income/profits at 
the point it is saved/invested. This is the approach currently applied to pension 
contributions by the income tax system, and to business investment in limited 
cases where 100% first-year allowances are available (as in the case of the annual 
investment allowance). 

 

 
43  These approaches and their properties – including other advantages not discussed here – are explained in J. 

Mirrlees et al., Tax by Design: The Mirrlees Review, Oxford University Press for IFS, Oxford, 2011, 
https://www.ifs.org.uk/publications/5353. For brevity, we do not discuss here how debt and equity finance 
should be treated – another thorny area that could be largely resolved as part of a reform like this. 
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 A deduction could be given each year for an assumed (risk-free) rate of return to 
capital previously saved/invested. This is the rate-of-return allowance (RRA) 
treatment of saving and the allowance for corporate equity (ACE) treatment of 
business investment, neither of which has ever been used in the UK although both 
are now used in other countries. 

Timing aside, these two treatments are equivalent. With stable tax rates, the stream of 
allowances given each year under the second approach is worth the same as the up-front 
deduction given under the first approach. Both avoid discouraging saving and investment, 
since an asset that (in the absence of taxation) yields just enough of a return to be worth 
the up-front cost will see the taxable income generated exactly offset by the tax deduction 
for the investment cost. Only returns in excess of that level will yield a net tax liability, and 
since only a fraction of the excess will be taxed away, assets that yield such high returns 
will still be worthwhile investments. And in both cases the deduction depends only on the 
amount saved/invested, irrespective of the actual return it generates; each extra pound of 
income is taxed in full regardless of the form in which it is taken, so there is no tax 
incentive to choose one legal form over another or to dress up one form of income as 
another. 

This approach helps to resolve a conundrum that policymakers around the world have 
struggled with for decades: the tension between preventing tax avoidance on the one 
hand and minimising disincentives to save and invest on the other. Eager to encourage 
saving and investment, policymakers have sought to reduce tax rates on capital income; 
but wary of opening the door to widespread conversion of labour income into capital 
income, they have also sought to keep tax rates as closely aligned as possible. The result 
has usually been an awkward compromise, with capital income taxed at reduced rates 
(and often different forms of capital income taxed at different rates), leaving some 
disincentive effects and some scope for avoidance. Taxing capital income in full while 
giving a full deduction for capital costs addresses both problems. 

As discussed in the previous section, the hurdle for departing from alignment should be 
high, with measures targeted as precisely as possible on the specific problem to be 
addressed and assessed against this benchmark. All too often, preferential treatments are 
bolted onto a flawed existing system with too little regard for how they will interact with 
policies already in place or what they mean for the system as a whole. 

Steps towards the long run  
The solution proposed above would require major changes. Ideally, the government 
would set out a vision for the tax system and a path that moved us towards the end goal. 
In the short run, it would not necessarily be wise to pick one of the reforms highlighted 
above and introduce it independently of a wider set of reforms. Changing any subset of 
taxes in isolation can lead to problems elsewhere. For example, it would be possible to 
align the treatment of employees and the self-employed by increasing the rate of NICs on 
the self-employed. But this would also increase the incentive for a self-employed 
individual to incorporate and take their income in the form of dividends or capital gains. 
Similarly, aligning the tax on capital gains with marginal income tax rates without any 
changes to the tax base would reduce the incentive to recharacterise labour income as 
capital income, but come at the expense of discouraging saving and investment. Policies 
that deal with only a subset of problems in isolation therefore require careful 
consideration of any possible costs and benefits.  
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Box 7.5. The capital gains tax roller coaster  

Since its introduction, capital gains tax has been increased and cut, often in different 
ways for different types of assets or taxpayers, as successive Chancellors battle with the 
trade-offs between higher and lower capital tax rates described in the main text. This is a 
potted history of the main changes.a Figure 7.9 shows the result for one type of asset. 

Figure 7.9. Capital gains tax rates for a business asset held for two years, 2000–
01 to 2018–19 

 

Note: Years refer to the start of financial years (e.g. 2000 refers to financial year 2000–01). 

Source: IFS Fiscal Facts, https://www.ifs.org.uk/tools_and_resources/fiscal_facts/.  

Capital gains tax was introduced in 1965 at a flat rate of 30%. Geoffrey Howe introduced 
indexation allowances in 1982, ensuring that only gains in excess of inflation were taxed. 
In 1988, Nigel Lawson aligned capital gains tax rates with individuals’ marginal income 
tax rates. In 1998, Gordon Brown scrapped indexation allowances and introduced taper 
relief, which reduced capital gains tax by more the longer an asset was held and was 
more generous for ‘business’ than ‘non-business’ assets. Taper relief was subsequently 
made more generous, but then being scrapped by Alistair Darling in 2008. Mr Darling 
went back to a single flat rate, set at 18%, but quickly (following a backlash from 
business lobby groups) introduced entrepreneurs’ relief, which applied a 10% rate to the 
first £1 million (since increased to £10 million) of lifetime gains for some business assets 
(see Section 7.3). George Osborne raised the rate to 28% for higher-rate taxpayers in 
2010, but then cut it (for most assets) to 20% for higher-rate taxpayers and 10% for 
basic-rate taxpayers in 2016.  

It would be better to get off this roller coaster – the main text discusses how to do this – 
than continue the ride that successive Chancellors are taking us on.  

a See S. Adam, ‘Capital gains tax’, in R. Chote, C. Emmerson, D. Miles and J. Shaw (eds), The IFS Green 
Budget: January 2008, http://www.ifs.org.uk/budgets/gb2008/08chap10.pdf.  
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One approach to moving towards the long run (without overhauling the tax system 
overnight) is to look for reforms that improve the structure of the tax system and 
accompany these with changes to rates (or other parts of the system) that offset any new 
distortions created. Here we provide four potential examples of this approach: 

 Section 7.4 explained that the tax system can discourage risk-taking by not 
providing full loss offsets. Increasing the generosity of loss offsets would reduce 
this disincentive. There may be good reasons for the government to be wary of 
giving out tax refunds in cash whenever losses are made, not least concerns about 
potential tax evasion. But there are various less radical ways in which the 
generosity of loss offsets could be increased, including allowing losses to be set 
more easily against profits from other activities, extending the period over which 
losses can be carried back or allowing losses to be carried forward with an interest 
markup to compensate for the delay before they can be utilised.44 However, 
(absent a wider set of reforms) more generous treatment of losses would increase 
the incentive to move out of employment and into self-employment or company 
owner-management, thereby increasing the distortion between legal forms that 
we would like to reduce. It would also have a revenue cost for the exchequer. One 
could make a judgement that the benefits outweigh the costs. Another option 
would be to increase tax rates on business profits, so that there was no change in 
the average tax burden on businesses or the average incentive to set up a 
business. Such a package, which would be broadly revenue neutral, could reduce 
the disincentive to take risks and reduce the incentive to take income as business 
profits, while leaving the average tax burden on businesses and the average 
incentive to set up a business unchanged.  

 A similar argument could be made with respect to investment costs. The current 
system discourages investment by not allowing the full cost to be deducted from 
tax. A short-run option that increased investment incentives for the self-employed 
and company owner-managers (and for small companies more generally) would 
be to extend the annual investment allowance to assets other than plant and 
machinery. This could be accompanied by higher marginal rates on the returns to 
investment. This would increase incentives to invest (at least for assets that 
received more generous treatment) while leaving average incentives over legal 
forms broadly unchanged. 

 The government could consider abolishing entrepreneurs’ relief. Unlike the two 
preceding examples, this would reduce the incentives to move from employment 
to self-employment or company owner-management. It would also: (i) 
substantially reduce the incentive for individuals to retain profits in a company (or 
through business assets) when, absent the tax, they would prefer to spend the 
money sooner or invest it elsewhere; (ii) reduce the unfairness caused by 
discriminating against individuals who cannot convert the returns to their labour 
into capital gains; and (iii) simplify the system by no longer requiring a distinction 
between qualifying and non-qualifying assets or records of disposals in order to 
enforce the lifetime limit. The cost of doing this reform in isolation is that it would 
increase tax on investment returns and thereby reduce investment incentives in 
some cases. Entrepreneurs’ relief always lacked a clear rationale (there is little 

 

 
44  For the same reason, losses should also have an interest rate adjustment when carried back. 
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evidence that reduced rates of capital gains tax are well targeted at alleviating any 
concerns around business start-ups, for example). There is an argument that the 
benefits of scrapping the relief outweigh the cost. However, the cost of increasing 
the tax on the return to investment could also be ameliorated by using the 
revenues raised to reduce the burden of capital gains tax on all assets. For 
example, one attractive option would be to allow capital gains to be inflation 
adjusted before being taxed (such that only real gains were taxed), as was the 
case before 1998. An alternative would be to give more deductions for asset 
purchase costs via an RRA as described above. Such a package would improve the 
structure of the system and remove various distortions, while reducing the impact 
of scrapping entrepreneurs’ relief on investment.  

 Another option is to move to a single allowance for all income sources. Currently, 
there are separate tax-free allowances for different income sources, which favours 
people who are able to diversify their income sources and time their income 
carefully. Those (particularly company owner-managers) who can take advantage 
of all of the separate nil-rate bands for interest, dividends and capital gains, as well 
as their income tax personal allowance, can receive around £28,000 a year free of 
tax, compared with the £11,000 available to those who can only use their ordinary 
personal allowance. Moving to a single allowance to set against income from all 
sources (perhaps retaining much smaller de minimis allowances for individual 
income sources for administrative reasons) would reduce incentives to be self-
employed or a company owner-manager. The revenue raised could be used to 
make the main allowance larger or reduce taxes elsewhere in the system. 

The spirit of these packages is to find a practical way to improve parts of the tax system in 
the short run, while offsetting any distortions that can arise elsewhere in the system as a 
result. Two broad points should be noted. First, such an approach does have distributional 
consequences (there would be winners and losers). Second, such packages do not 
completely avoid increasing distortions in some areas. As long as investment costs remain 
in the tax base (such that marginal investments attract tax), any increase in rates can 
discourage some investment. Packages of reforms can be designed so that the benefits of 
a reform are sufficiently high to outweigh the costs. But any short-run moves towards the 
full alignment outlined above will necessarily involve trade-offs that must be managed.  

7.6 Conclusion  

The overall shape of the labour market has not changed radically, yet. For example, 85% of 
the workforce are still employees. But in recent years we have seen notable trends, 
including substantial growth in the number of individuals working for themselves either 
through self-employment or as company owner-managers. We cannot know to what 
extent these changes are linked specifically to the ‘gig economy’ rather than to broader 
changes in the labour market; we simply lack sufficiently detailed data. It has become 
slightly more common to see individuals working for their own business (rather than as an 
employee) as a second job and this fits with some commonly-cited examples of the gig 
economy (such as individuals driving taxis or delivering fast food to supplement their 
main income). Although looking at the industries in which individuals are working and 
how these are changing suggests that the recent trends are much broader than those 
captured by the fashionable ‘gig economy’ label.  
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It is possible that the labour market will continue to change as more individuals take 
advantage of the benefits of working for their own business or find that they have 
reduced employment opportunities. The possibilities afforded by digital platforms may 
lead to further growth in the gig economy. In all cases, there will be ongoing concerns 
about the potential costs of more precarious and less secure income streams. Now is a 
good time to consider the employment rights and benefits of different groups.  

However, the policy issue that we discuss in this chapter was important before the rise of 
the gig economy, is important today, and will be important regardless of how the labour 
market evolves. The tax system provides preferential treatment to the self-employed and 
company owner-managers (conversely, it provides a penalty to employees). It does so in 
ways that cannot be rationalised by either reduced entitlement to social security benefits 
(there are relatively few differences across legal forms) or differences in employment 
rights or compliance burdens. It is also very hard to make the case that across-the-board 
lower rates are well targeted at activities where there is a clear rationale for providing a 
tax incentive. The different tax treatment of individuals according to their legal form is 
unfair and creates myriad problems, including avoidance opportunities that require 
complex legislation and suck in the talents of civil servants and accountants.  

The government should set out a plan to align the overall tax rate schedules facing 
employees, the self-employed and company owner-managers, so that a marginal pound 
of income is taxed in the same way regardless of how it is earned, while at the same time 
providing full allowances for money invested in a business so that investment is not 
discouraged. This is preferable to living with the distortions provided by the current 
system, or patching it up in ways that simply move boundaries in the tax system or reduce 
one distortion at the expense of another.  

Any major reform creates winners and losers. If done in a revenue-neutral way, the 
winners from this reform would include employees and those whose business income 
mainly reflected the money they had put into the business in the past. The losers would 
include those self-employed individuals and company owner-managers whose income 
(above the amount invested) was subjected to higher rates. There would need to be 
careful thought as to how the transition to a better system should be done. But it is right 
that in the long run there should be some losers. Currently, a large group of taxpayers are 
receiving substantial benefits at the expense of others, and creating a level playing field 
entails making some individuals worse off. To retain the current system is to allow the 
clear inequities it delivers to persist. The growth in self-employment and company owner-
management (including in response to tax differences) means that the longer we wait to 
level the playing field, the more losers there will be. The losers would no doubt be more 
vociferous than the winners. This should not prevent us from fixing the tax system.  
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