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Issues to be discussed

• The characteristics of SMEs

• Choice of corporate form

• Tax avoidance and evasion

• Special tax measures and incentives

• Transparency about costs

• Conclusions



Many are called 

• Discussion of SMEs tend to start with talk about 
importance of these firms for entrepreneurship  
and employment and economic growth (the 
motherhood and apple pie bit)  

• ….. followed by statistics on all small businesses 
so ……………



Number of enterprises in the private sector (including public corporations and 

nationalised bodies) by number of employees and legal status, UK, start 2005    
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Employment in the private sector (including public corporations and  nationalised 

bodies) by number of employees and legal status, UK, start 2005 (/1000)

16,145,000

2,259,000

3,727,000

Companies (including public corporations and

nationalised bodies)

Partnerships

Sole proprietorships



Turnover in the private sector (including public corporations and  nationalised 

bodies) by number of employees and legal status, UK, start 2005 (£'s million)
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Statistics on "small" businesses in the UK in 2005, by legal form

All

Number (%) with fewer 

than 10 employees

Number (%) with 

no employees

Incorporated (companies)

1,084,705 934,240 418,950

(86) (39)

Unincorporated 3,257,335 3,214,290 2,743,650

(99) (84)

Partnerships (including LLPs) 515,555 487,110 323,345

(94) (63)

Sole Proprietorships 2,741,780 2,727,180 2,420,305

(99) (88)

Total 4,342,040 4,148,530 3,162,600

(96) (73)



Number of enterprises and employment in the private sector by number of employees 

and legal status , UK, 2005
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But few are chosen 

• The number of SMES that are important for economic growth and job 

creation is of much smaller magnitude. 

• Typically - Most small firms do not grow

- Less than 4% of SMEs create around 50% of the jobs in 

small firms

- Most do not survive a decade and create few additional 

jobs over and above  those with which they started

- Technologically advanced or innovative SMEs are very 

rare beasts

- And therefore  hard (impossible?) to find and target the 

economically important SMEs ex ante



Policy Rationales for supporting SMEs

• Market failure – adverse selection, information costs, etc. Hard to distinguish genuine market failure 

from the market working and weeding out bad deals. 

• Capital or equity gaps are difficult to define and measure because we cannot get at the 

counterfactual of what the “state of the world” would otherwise have emerged. EC state aid risk 

capital (SARC) guidelines put the upper bound of the equity gap at €1.5million. The UK‟s Enterprise 

Capital Funds and tax-advantaged venture capital schemes (Enterprise Investment Scheme, 

Venture Capital Trusts, and Corporate Venturing Scheme) have a £2 million fundraising limit per 

year.

• Structural features – Admin burdens (e.g. first employee), complexity (e.g. incurring professional 

fees), and “cliff edges” of targeted SME tax incentives. A mixture of the unavoidable and the 

inevitable if you want to target assistance at SMEs. Aim should be for burdens and complexity to be 

minimised and proportionate.



The Choice of Legal Form

1. Employment - wages

[IT, NICs (class I)]

2. Self-employment - wages  profits

[ITSE, NICsse (class II and IV)]

3. Incorporated - wages, dividends

[IT, NICs (class I), CT]



Stylised Flow to Incorporation

Employment

IncorporatedSelf-employment

Tax-motivated incorporation (TMI)



Policy Responses

Employment

IncorporatedSelf-employment

IR35

MPSC legislation

Level up tax rates



Annual Incorporations and Dissolutions - Tax Year Ending
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Distortions to Employment vs. Self-

Employment 

• Lower National Insurance (lower rates) and more allowable expenses (narrower tax 

base) mean the UK tax system can encourage employees to become self-employed.

• Lower National Insurance only partly reflects less generous entitlements to state 

benefits for the self-employed. This is because the UK tax system implicitly makes 

allowance for the fact that self-employed income is the product of both capital and 

labour and the rates of tax on capital are lower than for labour.

• In theory, the existence of preferential tax treatment for some savings and investment 

vehicles should only have a negative marginal effect on SME creation. However, this 

will depend on the relative post-tax rates of return, the capital intensity of the business 

start-up and who owns the capital. 



Tax Distortions to Unincorporated vs. 

Incorporated Business

• If the combined corporate and dividend tax rates payable by the incorporated are lower than the 

combined income tax and National Insurance payable by the self-employed, then so-called tax-

motivated incorporation will occur. 

• Incorporation in the UK is very cheap (£20), it is available on-line, and there are no capital 

adequacy requirements to restrict the use of companies. It is so cheap and straightforward to 

incorporate here that we have seen sizeable numbers of foreign businesses registering as UK 

limited companies.

• Successive Governments have tried to encourage greater investment through low rates of tax for 

small companies. However, this can be taken advantage of by people incorporating with the aim of 

reducing their tax and National Insurance liability by extracting labour income as dividends. 



Tax Avoidance or Legitimate Business 

Choice

• In the UK, tax-motivated incorporation became 
particularly apparent following the introduction of 
a 0% corporation tax band for the first £10,000 of 
profit in 2002-03. This was withdrawn after 3 
years (2005-06).

• The latest Budget went further. The Chancellor of 
the Exchequer announced a phased increase in 
the small companies rate of corporation tax to 
20% in 2007-08, to 21% in 2008-09, and 22% in 
2009-10, 



Average Tax Rate by Legal Form (1)
Average Tax Rates for an individual earning £15,000 depending on their status

0%

5%

10%

15%

20%

25%

30%

1995/96 1996/97 1997/98 1998/99 1999/00 2000/01 2001/02

All w age SE Incorporated paying dividends



SME Tax Evasion

• Considerations contributing to SME tax evasion are the ability to 

under report income (e.g. cash-in-hand) and over report business 

expenses (e.g. personal consumption of business assets).

• Measures to reduce tax evasion – targeted and random enquiry 

programmes (both direct yield and deterrence effects), providing 

information in a customer focussed way to reduce error, (different 

channels, website, help lines, etc), and tax evasion hotlines. Trade-

offs: enquiries impose a high compliance burden so need to be 

targeted and proportionate to risk.



Awareness of Special Tax Incentives Amongst Small 

Firms: Recent Survey Evidence

• Survey carried out in July 2006 by PWC

• Awareness levels for incentives and reliefs 
limited. Average across nine named schemes of 
41%

• Usage levels are low - average across schemes 
looked at was 11%

• If first year allowances on capital assets is 
excluded usage drops to 7%



Awareness of Special Tax Incentives Amongst Small 

Firms: Recent Survey Evidence

• Highest awareness (64%) was for first year 
allowances and R&D tax credits (57%)

• Lowest was 14% for corporate venturing

• A third of companies for whom R&D tax credits 
were relevant did not claim them as the process 
was perceived to be too difficult.

• Incentives don‟t appear to influence business 
decisions in most cases even where used, e.g. 
only 24% influenced by capital allowances.



Survey Results: Comparison of nine 

incentives and reliefs available to SMEs

Incentive Awarenes

s (%)

Overall

usage (%)

Aware but not

used- believed

irrelevant

Used and

influenced

business

decisions (%)

FYAs for capital assets 64 48 19 24

Tax deductions for

employee share schemes

59 11 65 39

R&D tax credits 57 9 59 21

EIS and VCT 52 6 74 50

Capital Allowances on

green technologies, flats

over shops and

contaminated land

45 10 55 23

Taper relief on sale of

shares

45 8 69 40

Enterprise Management

incentives scheme (share

options)

18 3 73 ----

Ability to sell subsidiaries

tax free (SSE)

18 5 66 32

Corporate venturing

scheme

14 1 76 ---------



Why don’t SMEs use reliefs available?

• Mainly because not relevant but:

• Perception that they are difficult to claim with 
detailed and complex criteria (which generally 
exist to deal with avoidance issues)

• Uncertainty as to whether claim would succeed

• Lots of SMEs unaware of their existence so 
questions over communication strategy used by 
government



Experience of Targeted Tax Relief for 

SMEs

• Incentives are often trying to target qualitative factors such as being “growth orientated” and so high 

deadweight use of the schemes is likely even with targeting rules. Targeting also creates “cliff 

edges” and can require anti-fragmentation rules. Allowing businesses that are “too large” into a 

scheme can mute the competitive gain the most needy users can derive from it (because barriers to 

entry are hardly lowered), while pushing up deadweight, etc.

• UK uses tax measures targeted both at businesses (enhance capital allowances & SME R&DTC) 

and investors to aid SME financing (venture capital schemes). There are none specifically targeted 

at institutional investors, although these and experienced individual investors tend to advise the 

business to exploit these incentives to aid growth and reduce the tax wedge on their expected rate 

of return.



Targeted Tax relief continued.

• Reducing compliance burden on self-employed – Trade-off between 

gathering enough information to assess risk and the compliance costs 

imposed on the business. One difficulty with most exemption schemes (like 

VAT exemption or possible simplifications that could be made to calculate 

expenses in a formulaic way) is that their existence can raise compliance 

costs for business as they recalculate each year whether it is worth being “in” 

or “out”. So take-up can end up being driven by whether the business can 

lower its tax bill, rather than simply reduce compliance costs.



Counting the cost

• Estimating the Exchequer effects of tax measures is an integral part 

of the tax policy making process.   Tax costings are also an important 

source of public information and they contribute to the transparency 

of both the public finances and the tax system as required by the 

Code of Fiscal Stability.

• HMRC analysts are responsible for estimating the Exchequer effects 

of both actual and illustrative changes to the tax system together with 

the costs of existing tax expenditures and reliefs.   These estimates 

are published in HM Treasury ( HMT ) Budget documents.



Background

• These estimates of revenue effects can be considered under three 

headings;

• Costings of Government proposals to change the tax system which 

are published in the Financial Statement & Budget Report ( FSBR ) 

and the Pre-Budget Report (PBR)

• The effects of  a range of illustrative tax changes published in the „ 

Tax Ready Reckoner and Tax Reliefs „ at the time of the PBR

• Estimates of the cost of the main tax expenditures and tax reliefs 

published in both the „ Tax Ready Reckoner and Tax Reliefs „ and the 

FSBR



Background

• In principle the idea is that the TE and other 
information released in the autumn Pre Budget 
Report provides a basis on which others can 
contribute to the debate about what policies to 
adopt in the Budget that takes place the following 
spring.  



Tax ready reckoner and tax reliefs

• The „ Tax ready reckoner and tax reliefs „ is 
published each year by HMT at the time of the 
PBR.     It‟s aim is to provide the public with 
costings information on various options to 
change the tax system together with the costs of 
the principal tax expenditures and structural 
reliefs.      It contains the following tables in this 
context:



Published Tables : Potential Tax Changes

• Table 3 The costs of indexation for income tax allowances and limits, Child &   

Working Tax Credits, inheritance tax and capital gains tax

• Table 4        Direct effect of illustrative changes in income tax

• Table 5        Direct effects of illustrative changes in other direct taxes & NICs

• Table 6        Direct effects of illustrative changes in indirect taxes

• Table 7        Estimated costs of principal tax expenditures and structural reliefs



Categorisng Tax Expenditure 

• TEs categorised as either 

– Tax Expenditures, e.g. relief for savings in 
individual savings accounts (ISAs)

– Reliefs with Tax Expenditure and Structural 
Components, e.g. age related allowances for 
pensioners.

– Structural Reliefs,e.g. personal allowance for 
income tax.



Tax expenditures and ready reckoners

• Table 1.5 - Main tax expenditures and structural reliefs (PDF 20K) also also available 

in Excel format (XLS 74K)

• Table 1.6 - Direct effects of illustrative tax changes (PDF 18K) also available in Excel 

format (XLS 35K)

• Table B 1 - Minor tax expenditures and structural reliefs (PDF 16K) also available in 

Excel format (XLS 60K)

• Table B.2 - Tax allowances and reliefs in force in 2005-06 or 2006-07 costs not known

http://www.hmrc.gov.uk/stats/tax_expenditures/table1-5.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-5.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-5.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-5.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-5.xls
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-5.xls
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-6.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-6.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-6.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-6.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-6.xls
http://www.hmrc.gov.uk/stats/tax_expenditures/table1-6.xls
http://www.hmrc.gov.uk/stats/tax_expenditures/table-b1.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table-b1.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table-b1.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table-b1.pdf
http://www.hmrc.gov.uk/stats/tax_expenditures/table-b1.xls
http://www.hmrc.gov.uk/stats/tax_expenditures/table-b1.xls
http://www.hmrc.gov.uk/stats/tax_expenditures/00ap_b2.htm
http://www.hmrc.gov.uk/stats/tax_expenditures/00ap_b2.htm
http://www.hmrc.gov.uk/stats/tax_expenditures/00ap_b2.htm
http://www.hmrc.gov.uk/stats/tax_expenditures/00ap_b2.htm
http://www.hmrc.gov.uk/stats/tax_expenditures/00ap_b2.htm
http://www.hmrc.gov.uk/stats/tax_expenditures/00ap_b2.htm
http://www.hmrc.gov.uk/stats/tax_expenditures/00ap_b2.htm
http://www.hmrc.gov.uk/stats/tax_expenditures/00ap_b2.htm
















Estimated cost for

2005-06  2006-07

Tax Expenditures

Income tax

Relief for:

    Approved pension schemes (2) * 14,300 16,300

    Share Incentive Plan* 250 280 

    Approved savings-related share schemes (3)* 120 140 

    Enterprise Management Incentives* 110 120 

    Approved Company Share Option Plans* 170 190 

    Personal Equity Plans* 450 475 

    Individual Savings Accounts * 1,350 1,625

    Venture Capital Trusts (4)* 325 75 

    Enterprise Investment Scheme (4)* 160 140 

    Professional subscriptions * 80 80 

    Rent-a-room* 100 100 

    Seafarers' Earnings Deduction 100 100

£ million

1.5



Room for improvement?

• In principle reporting is comprehensive but in practice 

there may be minor gaps in area of national insurance 

(social security contributions) and because of staff 

resources.

• Reporting by individual tax as well as by relief across tax 

headings might be useful. 

• Are judgements about what is a structural and what is a 

tax expenditure accurate/meaningful, e.g. are reliefs for 

approved pension schemes really a tax expenditure 

rather than structural? 



Conclusions

• Lower CT rate for SMEs tend to be politically motivated 

• Arguably no real economic rational for lower small companies rate 

• Can cause distortions in terms of choice between employment, self 

employment and incorporation

• Need for associated companies rules to stop companies splitting into 

smaller entities to pay lower rate. Means even more tax complexity!

• But … are tax incentives for SMEs better than subsidy programs 

despite deadweight costs which might otherwise take their place?



Conclusions 

• Relatively few SME TEs account for most of the costs but apparently minor 

tax expenditures can explode when misused for avoidance

• Reporting system which is embedded as part of the budget process works 

fairly well

• System does seem to have provided some check on the proliferation of tax 

expenditures


