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axes on capital income are poorly designed. In particular, the UK corporate tax system is a mess, 
fundamentally designed for another age. It’s in desperate need of comprehensive reform. Capital 
gains tax and corporation tax are taxes on income streams which are particularly harmful to 

economic performance. They should be abolished in their current form and replaced with an income tax 
that captures distributions, not profits. 
 

What’s wrong with capital taxes? 
Capital gains tax and corporation tax are ultimately taxes on income from capital but assessed in obtuse 
ways. Broadly speaking, an asset is worth today the value of the expected future cash flows it will produce, 
discounted to reflect the fact that money is worth more now than in the future. Capital gains tax is 
therefore a tax on the increase in the expected value of an asset’s future cash flows. Similarly, companies 
distribute their profits as income to shareholders now, or they keep them and invest them in the hope that 
they will produce greater profits in future. So corporation tax assesses both distributed income and 
reinvested profits and treats them as if they were income, ignoring the actual income levels of the owners. 
In short, they’re complex, opaque, outdated, illogical and damaging. 

 

Complexity 
Capital gains tax and, in particular, corporation tax together account for much of the ever-growing 
complexity of our tax system. That shouldn’t be surprising. As the global economy becomes ever more 
sophisticated, complex and transnational, a tax system designed for largely closed, national economies 
needs constant patches and updates to keep it functioning.  
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Opacity 
The complexity of corporation tax makes it opaque. Profits are the base of the tax but it’s not easy deciding 
what those are, particularly when they cross national and company borders. For example, where is the 
profit made when a coffee is sold in the UK in an outlet financed by a loan from the Bahamas, using 
marketing developed and owned in the US, using beans roasted and packaged in Switzerland and grown in 
Kenya? The general principle is that profit is taxed where the value is created. So-called transfer pricing 
rules try to prevent transfer of value using artificial prices when the transactions are within a group, but 
applying such rules is not easy. Allegations of misuse fuel much of the debate about corporate tax 
avoidance, often without acknowledgement of the principles involved. Deductions for things like capital 
investment postpone the payment of tax and exist to get around the damaging effects of the tax and 
encourage investment (and therefore economic growth and prosperity.) But they can similarly provoke 
outrage by people drawing attention to the tax avoided (or postponed). 

 

Outdated 
Corporation tax was designed for a different world. It has conceptual flaws anyway, but it is fundamentally 
unsuited to the 21st century global economy. Global co-operation in the form of EU tax rules and the 
OCED’s “base erosion and profits shifting” (BEPS) agenda go some way to prolonging the life of taxes based 
on profits by coordinating tax authorities’ responses to the competitive pressures that ultimately arise 
from the economic flaws of basing tax on profits. But it’s not clear why we want to keep it, anyway. Its 
objectives would be better met within a modern, transparent tax system on capital income that is fit for 
purpose.  

 

Illogical 
Fundamentally, there is no good reason to tax profits, which are an abstract concept and are difficult to 
define. That is at the heart of why the prominence of corporation tax has increased in recent years. Profit is 
a measure of the efficiency with which a company uses its inputs, capital and labour. Taxing profits 
discourages efficiency and encourages waste by distorting the relative incentives. The case for taxing profit 
is as a proxy for the income of its ultimate beneficiaries and as a proxy for a wealth tax on retained 
earnings. Both cases are wrong-headed and their objectives could be more transparently and less 
destructively met by other means. 

Capital gains tax is similarly flawed, in principle. It makes no sense to tax the increase in the present value 
of an asset simply because the owner exchanges it for cash. The asset sold and the cash have equivalent 
value. Why tax it because the owner swaps one for the other? Instead the income derived from the asset 
should be taxed, as any other income is. Given that this income is already taxed, this constitutes a double 
tax on that income, distorting the economy. The neutral rate of capital gains tax on an asset which 
produces taxable income is not the same number as income tax, it is always zero. 
 

Damaging 
The complexity, opacity, conceptual flaws and economic distortions described above are significantly 
damaging. The OECD found that corporate income taxes (such as the UK corporation tax) have the most 
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negative impact on economic growth, among consumption taxes, property taxes and income taxes1. This is 
in large part because they are designed to tax the one thing that raises productivity and long-term growth 
the most: investment. They also distort the balance between equity and debt, encouraging managers to 
rely more heavily on debt finance than equity. This exacerbates financial crises, hinders young companies, 
and creates a deadweight cost. 

Capital gains tax also entails serious economic consequences arising from its inherent flaws. It discourages 
the efficient reallocations of assets, typically obstructing and delaying sales from start-up entrepreneurs 
who are well-suited to the earliest stages of management to corporate structures which are better suited 
to managing larger businesses in a later phase of an enterprise’s development.  
 

Reform 
Corporation Tax and other capital taxes should be abolished and replaced with a tax on capital income 
from dividends, interest or rent. The new tax should have the following features: 

• Levied at a corporate level for administrative ease, similarly to PAYE on wages, on distributions 
which leave the UK corporate sector  

• Levied at a flat rate. But higher rate taxpayers could be asked to self-assess above this, and those 
under the personal allowance could claim a rebate  

• Charged on net capital outflows, typically dividends and interest on loans. Inflows of capital, such 
as loans and interest received, and shares issued and dividends received, would be deducted from 
gross capital outflows, typically dividends and interest on loans, but also share buybacks and loan 
repayments. The remainder would be the taxable net outflow.  

• Net capital inflows should generate a credit, which may be carried forward to offset future 
liabilities so that tax is not charged on companies returning original capital to investors. Only 
income would be taxed. 

• No cash payments should be made by HMRC for credits, which should be used only to calculate 
taxable distributions.  

• Credits should be tradable, to remove the incumbency bias and to remove incentives for 
companies to distort their structures in attempts to realise the value of credits.  

• Lease and repurchase agreements should be treated as loans. 

• Income from foreign capital should be taxed with foreign corporation tax and dividend 
withholding taxes deductible from the tax liability. If the sum of corporation tax and dividend 
withholding tax is equal to or more than the UK rate, a 100 per cent credit would be issued. If the 
sum of the foreign rates is less than the UK rate on distributions, partial, proportional credits would 
be issued to gross up rates to the UK level.  

• Owners who sell their businesses would still bear a tax burden. The price at which a business is 
sold or valued is determined by the after tax returns that the buyer expects to receive, meaning 

                                                        
1 Arnold, 2008: 
http://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?doclanguage=en&cote=eco/wkp%282008%295 
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that they effectively pay through a discounted sale price now, or actually pay if they retain the 
business and receive distributions in future.  

• Debt bias would be eliminated because debt and equity would no longer be treated differently. 
Profits – the return to equity – would no longer be taxed so equity would no longer be at a 
disadvantage to debt. Distributions would be taxed instead of profit, irrespective of whether the 
cash flowed to debt or equity. 

Schedule 

Event Action 
Autumn 
Statement 
2016 

1. Announce a long-term plan for reform of tax on capital income. 
2. Launch a consultation on extending the REIT (real estate investment trust) regime 

option as a transitional step towards distribution-based corporate taxation, under 
a new name such as “simpler taxes transition rules”. 

3. Require the OBR to develop models for dynamic effects of fiscal changes, taking 
forward HMRC’s computable general equilibrium (CGE) model. 

Budget 2017 1. Abolish capital gains tax. 
2. Legislate for simpler taxes transition rules, to take effect from 2018. 
3. Cut corporation tax to 15 per cent and raise dividend tax to match. 

Budget 2018 1. Cut corporation tax to 10 per cent and raise dividend tax to match. 
2. Simpler taxes transition rules to take effect. 

Budget 2019 Legislate to abolish corporation tax and introduce the single income tax, to take 
effect from 2020. 

Budget 2020 Abolition of corporation tax and introduction of the single income tax to take effect. 
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Fiscal impact 

  
2017-18 2018-19 2019-20 2020-21 

All £ million 
Measures commencing 2017-18         
Abolish capital gains tax. 6,900 7,500 9,200 8,900 
Cut corporation tax to 15 per cent 7,080 7,960 8,278 - 
Raise dividend tax basic rate to 12.5 per cent -1,013 -1,055 -1,097 - 
Abolish additional rate of dividend tax 365 375 384 - 
Measures commencing 2018-19         
Cut corporation tax to 10 per cent - 9,950 10,348 - 
Raise dividend tax basic rate to 17.5 per cent - -1,055 -1,097 - 
Simpler taxes transition rules - 1,990 4,139 - 
Measures commencing 2019-20         
None - - - - 
Measures commencing 2020-21         
Abolition of corporation tax - - - 50,200 
Single income tax for income from capital - - - -22,661 
Total static fiscal impact 13,332 25,665 30,155 36,439 

 

Sources & methodology 

1. Estimates for revenues foregone by abolishing capital gains tax revenue and corporation tax are 
taken from March 2016 OBR forecasts. 

2. Estimates for revenues foregone in 2017-18 and 2018-19 by cutting corporation tax are calculated 
by applying estimates in HMRC’s March 2016 Direct effects of illustrative changes. 2018-19 
estimates are then increased in line with March 2016 OBR forecasts of nominal GDP growth in 
2019 to calculate estimates for 2019-20. 

3. Estimates for revenues forgone in 2017-18 by abolishing the additional rate of dividend tax are 
calculated by multiplying HMRC additional rate dividend tax liabilities in 2016-17 by the difference 
between the higher and additional rates and then increasing them in line with OBR the forecast for 
overall income tax receipts in 2017-18. Estimates for 2018-19 and 2019-20 are calculated by 
increasing the 2017-18 figure in line with March 2016 OBR forecasts of nominal GDP growth in 
2019 and 2020. 

4. Estimates for the effect of simpler taxes transition rules were assumed to be equivalent to a 1 
percentage point cut in 2018-19 and a 2 percentage point cut in 2019-20, under the same 
methodology as above. 

5. Revenues from the single income tax on income from the corporate sector are estimated by 
applying the 30 per cent rate to the sum of OBR forecasts of corporation tax in 2020-21 (divided by 
the FTSE 350 average dividend cover Q3 2008 to Q4 20152) and implied taxable income figures 
from HMRC dividend tax liabilities in 2016-17 increased in line with OBR forecasts for overall 
income tax revenues between 2016-17 and 2020-21. 

 

                                                        
2 Published by The Share Centre website, available at: https://www.share.com/blog/2016/july/uk-plc-dividends-
exceed-profits-as-cover-hits-lowest-level-since-2009/ (accessed 4 September 2016) 


