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1.1.1

1.2

1.2.1

EXECUTIVE SUMMARY

Background to review

In 2010, the States agreed that “a new mechanism should be put in place to ensure
that addi tionalr evenue i s raised f rom ce rtain non -locally owned n on-finance
companies trading in Jersey as is raised from locally owned companies trading in the
Island”, and requested the Minister for Treasury and Resources to “bring forward for
approval t he nece ssary | egislation t o g ive e ffect t o t his decision so that t he new
system can be fully implemented by 1st January 2012 provided that to do so would
not jeopardise the i ntegrity o f Je rsey’s business tax r egime or its international
competitive position.”

The referencet o non -locally o wned co mpanies reflected co ncerns that the
shareholder taxation rules (deemed distribution and full attribution) which were then
in place meant that there was not a level playing field between companies owned by
Jersey residents and companies owned by non-residents.

The shareholder taxation rules meant that a Jersey resident individual who owned an
interest in a Jersey company was taxed as though they had earned the company’s
profits themselves. These rules did not apply to non-resident shareholders of Jersey
companies. The effect of the shareholder taxation rules was that companies carrying
on similar trades could have very different cash flow models, with companies owned
by Je rsey r esidents potentially under m ore pr essure f rom t heir shareholders to
distribute their profits rather than retain or reinvest them.

This different treatment was removed in 2011, when the shareholder taxation rules
were repealed. All companies in Jersey, regardless of where shareholders are
resident, are not taxed on the company’s profits until those profits are distributed. In
this way a level-playing field has been created.

Following t he removal of the dee med di stribution rules, the EU C ode of C onduct
Group found Je rsey’s company t axr egime to be co mpliantin D ecember 2011.
Following the formal recognition of this compliance, work continued on reviewing the
options for increasing revenues from non-locally owned co mpanies that pay tax at
0%. T his involved researching new options not previously considered, as well as
reviewing and r e-evaluating opt ions that had pr eviously been co nsidered for
addressing this issue.

This report represents the outcome of that review. It identifies the main options for
increasing revenues and the key findings.

Consideration has also been given to the Council of Ministers’ Strategic Plan, which
was approved in May 2012 and prioritises the protection of jobs and the promotion of
diversification within Jersey’s economy.

Options considered and researched

The main options available for raising revenues from non-financial services
companies include:

e Extending the scope of the 10% or 20% band - the focus of public comment on
the company tax regime has been mainly in the retail sector, as it contains the



1.2.2

1.3

1.3.1

1.3.2

1.3.3

most visible examples of non-Jersey owned companies trading in Jersey, but this
could apply to any sector which is currently taxed at 0%.

e Introducing a charge on all companies - for example based on headcount or
property occupied. The effect of any non-profit based charge has broadly the
same economic effect.

e A deemed rental charge - whereby co mpanies that ow nt he pr operty t hey
occupy are taxed on the notional rental value of the property.

e Restricting input GST recovery for all companies.

e Introducing a form of community charge - this was suggested by a member of
the public during the Business Tax Review.

It is worth noting t hat the B usiness Tax R eview carried out in 2010 a nd 2011 i n
response to the EU Code of Conduct review, considered different types of corporate
tax regimes, including for example, introducing a low rate of tax in place of the 0%
rate. These have not been reconsidered given the conclusion of that review that the
current company tax regime was the preferred option to protect Jersey’s economy.

Economic advice

To help assess these options, independent economic advice has been sought from
Oxera. In their report, they assess the economic impact of potential changes to the
taxation or charging o f Je rsey co mpanies owned by non -residents. They hav e
concluded that any measure to increase revenues directly from non-financial services
companies would be | ikely toresultin Jersey residents indirectly payi ng for t he
change, particularly in sectors, such as retail, where many of the largest companies
are owned from the UK. This would be due to increased prices (inflation), reduced
wages and increased unemployment. The reports states:

“... if the objective is to somehow target companies that currently do not pay
corporate profits tax, but supply goods and services into the domestic market, ... in
most cases, it will be Jersey residents who actually pay the tax or charge.” (Oxera)

Oxera advises thatif theintentiono fany reformis purelytoi ncrease S tates
revenues, and was not specifically related to non-financial services companies, there
are more economically efficient ways of doing so.

“If the objective is to raise additional government revenue then, compared to the
options considered here, there are likely to be alternative approaches which are more
economically efficient (ie create less deadweight loss in the economy) and for at least
some of these it may also be possible to target them in a way that can meet
distributional objectives (in terms of progressiveness or regressiveness) if
appropriate.” (Oxera)

The eco nomic climate has deteriorated a s this r eview has continued. Business
confidence has suffered and is not recovering as quickly as had been hoped. Profits
have decl ined, while un employment has risen. T heincomes of Jersey residents
have been i ncreasingly s queezedi nr ecenty ears, as taxes and pr ices have
increased faster than wages. This is unlikely to reverse in the immediate future.
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1.4.8
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Careful consideration should therefore be given to introducing a measure which
would be likely to increase costs for Jersey residents.

Findings

Removing the shareholder taxation rules has removed some of the concerns about
the current company tax regime..

There is no “perfect” way to increasing revenues from non-Jersey owned companies
currently paying tax at 0%. A charge would either jeopardise the compliance of the
tax regime or increase costs to Jersey residents, or both.

Discriminating be tween companies owned by J ersey and non -Jersey sh areholders
may deter inward investment.

Charging all companies that carry on an act ive trading activity in Jersey income tax
on their profits would likely not be compliant with the Code as the general rate of tax
would not be 0%.

However, more information should be co llected from companies in Jersey to allow
their pr ofits to be accu rately known. A White Paper on m ethods to i mprove the
collection o f t his information i s being i ssued along w ith t his report, w hich i nvites
comments on the best way to ensure the necessary information is collected. This will
assist the development of future tax policy.

If charges were levied on companies, the additional cost would likely be passed on to
Jersey residents in the form of increased prices (inflation) or through reduced wages
or employment. If those charges were linked to companies’ profits, they would likely
not be compliant with the Code as the general rate of tax would not be 0%.

Charges which are based on a par ticular cost of production can affect demand for
that particular element most immediately. T herefore, a ¢ harge based on property
usage would be | ess likely to affect em ployment in the I sland than other types of
charge, although there would still be an impact on the economy as a whole.

In the future, should the economic climate improve sufficiently, consideration may be
given to extending the property tax regime. P roperty in Jersey is taxed lightly, in
particular through commercial rates. A review will be undertaken to review the scope
to ch ange t he w ay pr operty i s taxed m ore gener ally. As an initial st ep, it is
considered that there is an opportunity to look at the relief that landlords, and in
particular non-resident landlords, claim in respect of interest, in order to ensure that
the ow ners of p roperty i n Je rsey pay the tax properly due. A commitment has
already been given to undertake a review of this type and that review is underway.

Jersey should continue to monitor developments in international standards in taxation
as well as changes inits key co mpetitors inordertoensure thatits tax sy stem
remains competitive.



15 Key dates in the development of the current company tax regime

Key date

1997:

1999:

2003:

June 2003:

2004:

November 2006:

2007:

2008:
June 2008:
2009:

September 2009:

May 2010:

Event

EU agrees wording of Code of Conduct on Harmful Practices in Tax
Matters

EU Code of Conduct Group issues report on harmful tax practices in
EU Member States and dependent and associated territories. Four of
Jersey’s tax measures are found to be harmful

Jersey voluntarily agrees to comply with the terms of the Code

ECOFIN confirms that the Code Group had found that none of the
measures proposed by the Crown Dependencies (i.e. 0/10) were
considered to be harmful

Publication of “Facing up to the Future” by the Finance and
Economics Committee, proposing to replace the existing company tax
regime with 0/10

The Code Group confirms that the 0/10 measures proposed by the
Crown Dependencies are in compliance with the Code

The Isle of Man introduces 0/10

Jersey’s States debate and approve the legal framework for the
introduction of 0/10

Guernsey introduces 0/10
Jersey introduces GST at 3%
Jersey introduces 0/10

Jersey, Guernsey and the Isle of Man are informed by the UK that it
does not consider that 0/10 complies with the “spirit” of the Code of
Conduct on Business Taxation. Jersey and the Isle of Man announce
plans to defend 0/10

The worsening global economic climate prompts a review of Jersey’s
finances, the Fiscal Strategy Review. At the same time, a Business
Tax Review is also started, which looks at ways of making the Island’s
company tax system more compliant with the Code of Conduct and if
possible, raising revenues

The Code Group announces its intention to formally review the 0/10
regimes in Jersey and the Isle of Man.

The consultation exercise on Jersey’s Business Tax Review begins



September 2010:

December 2010:

February 2011:

July 2011:

September 2011:

December 2011:

Jersey representatives appear before the Code Group in Brussels,
and make representations regarding the 0/10 regime

The States approves an amendment to the 2011 Budget which calls
on the Minister for Treasury and Resources to introduce measures to
raise an equivalent amount of tax from non-finance, non-Jersey
owned companies, provided that doing so does not damage Jersey’s
international competitiveness or the integrity of its tax system.

The Code Group, on advice from the High Level Working Party on Tax
Matters, finds the interaction of the deemed distribution rules with 0/10
has harmful effects.

Jersey announces intention to remove the deemed distribution rules.

The States of Jersey formally approve the removal of the shareholder
taxation rules (deemed distribution and full attribution), to take effect
from 31 December 2011

The Code Group finds that the 0/10 regime, without the shareholder
taxation rules, is compliant with the Code

ECOFIN formally approves the 0/10 regime, without the shareholder
taxation rules, as compliant with the Code



2. SCOPE OF THIS REPORT

2.1

2.2

23

24

25

This report sets out the background to the review and revisits the rationale for
developing Jersey’s tax system in its current format.

It goes on to discuss the recent pressures on the 0/10 regime from the EU and from
domestic political forces.

Next, it sets out the position that Jersey is now in, with additional clarity on so me
aspects of the Code of Conduct, a more level playing field for investors in Jersey
companies and clarification on aspects of the Code.

The options for increasing revenues from non-financial services companies are set
out in Section 8, with each analysed for its potential economic impact on the Island’s
economy and its likely compliance with the Code of Conduct.

The appendices include additional background information.



3. BACKGROUND

3.1.

3.1.1

3.1.2

3.1.3

3.1.5

3.1.7

Introduction

In 2010 t he S tates approved an am endmenttothe 2011 B udget callingont he
Minister for Treasury and Resources to introduce measures to increase revenues
from non -Jersey ow ned co mpanies paying tax at 0%, p rovided t hat any ch anges
should not jeopardise Jersey’'s business tax regime or its international
competitiveness. This report se ts outt he w ork that has been done to i dentify
potentially su itable r egimes, and considers the su itability of each int he cu rrent
economic climate.

In line with the terms of the amendment agreed by the States, this review was not
undertaken with a sp ecific figure of revenue to be raised in mind. T he strength of
Jersey’s finances is such that there is no need to increase revenues to fill a sp ecific
funding gap. Where this report refers to “increasing revenues”, this should be borne
in mind.

One of the principal objections to the introduction of the zero/ten (0/10) company tax
regimei n 2008 w as its perceived unfairness. While most commentators
acknowledged the reasons for its introduction and the need t o support the finance
sector, Jersey's key industry, there was also concern that the policy meant that many
companies trading in Jersey would benefit at the ex pense of i ndividual i slanders.
The matter was raised by Scrutiny panels over the years, but no workable solution
could be identified.

The referencet onon -locally o wned co mpanies reflected co ncerns that the
shareholder t axation r ules meant t hat t here w as no | evel pl aying field bet ween
companies owned by Jersey residents and companies owned by non-residents.

Under these rules, a Je rsey resident individual who owned an interest in a Je rsey
company would be t axed as though he had ea rned the company’s profits himself.
These rules did not apply to non-resident shareholders of Jersey companies. T he
effect of the shareholder taxation rules was that companies carrying on similar trades
could have very different cash flow models, with Jersey-owned companies potentially
under more pressure from their shareholders to distribute their profits rather than
retain or reinvest them.

Following the finding oft he E U C ode G roup on B usiness Taxationt hatt he
shareholder taxation rules represented unfair discrimination, they were abolished in
2011. Although the abolition of the rules means that companies and shareholders
are now treated i dentically f or Je rsey t ax pur poses, the per ception o f un fairness
persists, possibly in part due to a lack of understanding of the way shareholders are
taxed on the money they receive from their companies. T his is explained in further
detail in Section 7.2.

Work has been on going to i dentify and ev aluate t he di fferent op tions for r aising
revenues from companies currently paying tax at 0%. This has been informed by the
comments of the EU Code Group on the 0/10 regime. In particular, the Code Group
made it clear that tax measures aimed at company shareholders may be considered
to form part of the overall company tax regime. Therefore, any measure which could
be considered to be part of the company tax system would be deemed to be a t ax,
and may thereby jeopardise the 0% general rate of tax.

10



3.1.8

3.1.10

3.2.

3.2.1.

3.2.2.

Since this work was begun as part of the Business Tax Review in late 2009 the
economic climate has steadily worsened. C areful consideration has been given to
how t he co mpany t ax regime ca n bes t su pport t he S tates’ eco nomic growth and
inward investment strategies. In particular, the likely impact on employment of any
new measures must be taken into account.

This paper sets out the background to the introduction of the current company tax
regime, the options considered to raise additional revenues from companies and an
evaluation of each by reference to a number of key criteria i ncluding the pot ential
impact on Jersey’s economy and i nward investment strategy. It concludes with key
findings arising from the work done.

A key part of this work has involved understanding how Jersey’s economy works and
the key issues facingitat this time. A Ithough t hereis nointention toincrease
revenues from financial services companies, as for the most part they already pay
income tax on t heir profits', an unde rstanding of t he i ssues a ffecting the finance
industry is key as this sector is the most important contributor to Jersey’s economy.
A discussion of the importance of protecting the financial services industry is set out
in Section 5.

What the sectors subject to 0% tax contribute

Non-financial services companies, whether locally or non-locally owned, contribute to
Jersey’s economic well-being in a number of ways:

e Direct employment — 63% of employment is in the non-finance sector.

e Social security - Employers pay social security contributions on the salaries and
wages they pay to their staff?, monies raised from employers to fund benefits for
Jersey’s residents.

e GST — By providing the goods and services that people in Jersey want to buy,
and collecting the GST which has gone some way to making up some of the
direct tax revenues lost through the introduction of 0/10. Some companies pay
GST if they have not registered for the tax (typically, if their annual turnoveris
less than £300,000 per year).

e Providing diversity of opportunities for Jersey’s residents, who may not wish to
work in the finance industry.

Tax and social security on the wages of employees.

Producing and distributing the goods and services that Islanders use and enjoy on a
daily basis.

Government is trying to enco urage the diversification of businesses in Jersey and
this strategy has been reflected in the Council of Ministers’ Strategic Plan 2011 —

' The majority of companies considered to trade within the finance sector are subject to income tax at
10%, but a minority are taxed at 0%. These businesses would include fund management companies,
insurance companies, lawyers and accountants, although many legal and accountancy firms are
structured as partnerships and as such their partners are taxed on the profits at personal tax rates.

% From 1 January 2012, employers’ social security contributions are payable at 6.5% on earnings of
up to £3,778 per month, and at 2% on earnings of between £3,778 and £12,500.

11



3.2.3.

3.3.

3.3.1.

3.3.2.

3.3.3.

2014 and t he r ecently publ ished Economic Growth and D iversification S trategy
prepared by the Economic Development Department.

Any changes made to the way in which companies are taxed must not deter inward
investment if t he intention t o diversify the eco nomy away from traditional financial
services activities. Measures should pr otect the r evenues the S tates currently
receives directly and indirectly from the non-finance sector. Any changes should also
support the objectives of the Council of Minister to protect and increase employment
in the Island.

Principles of Jersey’s long-term tax policy

The draft Medium Term Financial Plan for the period 2013 — 2015 is to be debated by
the States in the autumn of 2012. Appendix Eleven to that document sets out a long
term tax policy for the Island. T his document (which is reproduced in Appendix )
sets out a number of principles which should be used to inform decisions on Jersey’s
tax regime.

Jersey’s tax policy should support the Council of Ministers’ economic and political
policy objectives.

In order to do this Jersey’s tax regime should have the following features:

o Stability. Je rsey has a reputation for stability in its tax regime, which is a k ey
feature of its global offering. Investors, whether financial services related or not,
considering the use of Jersey need to know how they will be taxed for the
foreseeable future.

e Certainty. This is linked to t he point on st ability. Changes should be m ade
infrequently, after careful consideration and consultation.

e Revenues. Jerseym ustr aise su fficientr evenues tom eeti ts spending
requirements.

o Flexibility. Where a ne ed is identified, w hether t 0 a ttract new business or to
defend existing business, Jersey must be able to move quickly.

e Competitiveness. In all things, Jersey must ensure that it does not damage the
Island’s ability to effectively compete for business. In this, the Island must keep
aware of events in its key competitors and in the broader world which may affect
it.

o Efficiency. Any tax changes should distort taxpayer behaviour as little as
possible, unless that is one of the reasons for introducing the tax in the first place.

e Cost effective. The Fiscal Strategy Review, and resulting decisions by the States
to increase GST and social se curity and r etain a m aximum i ncome taxr ate,
suggest that in addition to the factors noted above, taxes should be cost effective
for both the States and for taxpayers.

e Fairness and equity. These are extremely difficult to define and m ean different
things to different people. R ecent decisions on introducing “20 means 20", the
desire to modernise an d si mplify t he t ax r egime and t he i ntroduction of G ST
“protection measures” indicate that fairness and equity includes ensuring that the

12



3.3.4.

wealthiest pay a gr eater pr oportion o f t heirincome in t ax w hile those ont he
lowest incomes are protected. It has also been recognised in recent d ecisions
that the introduction of a competitive tax regime to encourage wealthy individuals
and their businesses to Jersey is beneficial to the economy. In the absence of
the direct and i ndirect revenues raised and t he eco nomic activity derived from
this inward migration, the burden in taxpayers would be greater.

With the above in mind, the following principles were recommended:

Taxation must be necessary, justifiable and sustainable.

Taxes should be low, broad and simple. This follows the OECD’s best practice
guidelines regarding how countries should set their taxation regimes.

Everyone sh ould m ake an appropriate contribution to the co sto f providing
services, while those on the lowest incomes are protected.

Taxes must be internationally competitive.

Taxation sh ould su pport eco nomic development and, w here possi ble, so cial
policy.

13



4. OBJECTIVES OF THE REVIEW

4.1

411

4.2

4.2.1

422

Supporting the inward investment and growth strategy

While Je rsey co ntinues to experience the effects of the global dow nturn, and w ith
unemployment still high (though stabilising in recent months), in particular in the non-
finance sector, any changes to the tax regime must promote conditions for economic
growth by encouraging existing businesses to grow and at tracting new business to
Jersey.

Given the difficulties posed by the current economic climate and the high level of
unemployment it will be important to limit economic distortions as far as possible and
understand the economic impact locally of any changes.

Stability of and ce rtainty in the tax regime is important in building and maintaining
business confidence.

Protecting the company tax regime

The B usiness Tax R eview found that 0/10 is still overwhelmingly f avoured by the
majority of Island businesses as the consequences of not being able to provide tax
neutrality in a transparent and simple way to the clients of the finance sector would
be significant, and make Jersey uncompetitive for the supply of a major part of the
current m arket. Any changes to the tax system should protect the international
acceptability of the 0/10 structure, which at present is driven by compliance with the
Code. Key to this is the ability to demonstrate that the general company tax rate in
Jersey is 0%, i.e. this is the rate of tax paid by the majority of companies in Jersey,
on the majority of profits earned in Jersey, by the majority of employers in Jersey and
by t he m ajority o f busi nesses actively ca rried oni nJersey. This last point has
recently emerged, based on t he European Commission’s review of 0/10 as part of
the Code Group review. This will significantly limit Jersey's scope to change the
current regime while maintaining its Code compliance.

For 2009, the most recent year for which complete information is available, the split
between Jersey incorporated companies subject to the three rates of tax is analysed
as follows:

Category Companies Total profits Employees
0% 29,960 96.5% 1,530m 68% 33,000 75%
10% 1,000 3% 670m 30% 9,000 20%
20%*° 40 0.5% 40m 2% 2,000 5%
Total 31,000 100% £ 2,240m (100%) 44,000 (100%)

4.2.3 These figures include so me estimates particularly in respect of total profits as full
detailed information is not available. They are however based on k nown data from

earlier years.

® This includes 15 utilities companies and 25 property development and investment companies.

14
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428

4.2.9

4.2.10

4.3

4.3.1

4.3.2

Jersey taxes companies and individuals on a r esidence basis, so that residents of
Jersey are liable to tax in Jersey on all their income, wherever in the world it arises.
A non-resident is not generally liable to Jersey tax, apart from on income earned in
connection w ith r enting or dev eloping | and o r buildings in Je rsey, e mployment
income earned in the Island, or from a trade carried on in Jersey.

A co mpany will be co nsideredto ber esidentin Jersey for tax purposes ifitis
incorporated in the Island, or if itis centrally managed and controlled from Jersey.
The place of ownership of a company does not determine whether that company is
resident or not in Jersey. This is an approach which is common to most jurisdictions.
There is an exception for companies which are incorporated here but managed and
controlled in another territory, if the company is considered to be resident in that
other jurisdiction and if a tax rate of at least 20% could apply.

“Central management and control” is a concept which refers to the highest decision
making function of a ¢ ompany, t ypically t he pl ace w here t he di rectors m ake t he
highest decisions relating to matters like mergers, acquisitions or the declaration of
dividends. This would ordinarily be ex pected to take place at board meetings but is
not confined to them.

A company that is resident in Jersey is therefore subject to Jersey tax, albeit that the
rate of tax applied in most cases is 0%.

This table abov e does not include f oreign i ncorporated but Je rsey t ax r esident
companies taxed at 0%. C ommonly companies are incorporated overseas but are
tax resident in Jersey. A lthough some information is provided annually to the tax
authorities, su ch as the num bers, nam es and addr esses of su ch co mpanies, no
information i s currently routinely collected on t heirl evels of pr ofitability ift he
companies are subject to tax at the 0% rate, as such information is not required for
tax purposes. The Comptroller of Taxes has the power to obtain further information
where it is relevant to a Jersey tax liability or to enable him to respond to a request
for information from the tax authorities of another jurisdiction with which Jersey has
signed a Tax Information E xchange Agreement, for example. C ompanies are also
required to maintain this information.

One of the key findings of this review is that measures should be putin place to
ensure that sufficient information is routinely collected by the States in order for it to
formulate future tax policy and to demonstrate that 0% continues to be the general
rate of company tax.

A co nsultation has been | aunched w ith t his report to se ek views ont he m ost
appropriate method of collecting this data.

Creating a sustainable tax regime

Stability of and certainty in the tax system is important in building business
confidence and hen ce supporting growth. Jersey has been t hrough si gnificant
changes in its tax regime in recent years and a period of stability would be beneficial.
Undertaking a fundamental change in the tax regime so shortly after introducing the

current company tax regime would be destabilising and create uncertainty. Even
making small changes could adversely affect confidence.

15



4.3.3 Any changes made must be sustainable in the medium to long term. T herefore it is

434

important that any changes are compliant with international standards to avoid the
risk of challenge.

If the b roader busi ness co mmunity co nsidered t hat Je rsey’s tax r egime w as not
sustainable in the medium to long term, it would adversely affect the Island’s ability to
attract new businesses or employment. Businesses will be r eluctant to invest new
funds if they have doubts about the tax environment in which they will be operating.

16



5 THE INTERNATIONAL FINANCIAL SERVICES INDUSTRY IN JERSEY
5.1 The role of Jersey in international finance

5.1.1 Jersey services the financial needs of many UK nationals living abroad and provides
a tax neutral pathway for funds into other financial centres, mainly the City of London.

5.1.2 Jersey, together with the other Crown Dependencies, therefore makes a significant
contribution to the liquidity of the UK market through the “up streaming” of funds,
thereby substantially benefiting the UK banks and the UK exchequer. Up streaming
enables deposits to be gathered by subsidiaries or branches in a number of different
jurisdictions and then concentrated in one centre, such as the City of London, where
the bank has the nece ssary infrastructure to manage and i nvest these funds. A
recent independent report for HM Treasury* has demonstrated that the stock of net
financing provided by the Crown Dependencies to UK banks was $332.5 billion in the
second quarter of calendar year 2009, largely accounted for by the up-streaming to
the UK head office of deposits collected by UK banks in the Crown Dependencies.

5.1.3 Jersey’s financial se rvices industry pr ovides services to t hese cl ients, who need
administrators, bank accounts, legal advice, accountancy services and a range of
other specialist services. Much of this is carried on in Jersey and all of this creates
employment and eco nomic advantage for t he | sland, i ncluding but not |imited t o
direct tax revenues.

5.1.4 Jersey’s robust regulatory regime and reputation as a centre for excellence gives
clients the confidence to entrust their assets to service providers in the Island.

5.1.5 The profits of this industry funded the growth and development of Jersey’s economy
and tax paid on those profits funded the high standard of public services that Jersey
residents came to expect from the mid-1970s to the present day. However, there is
no room for complacency as new financial centres, particularly in the Middle East and
Asia, are rapidly developing the range of specialist skills required in order to compete
for international financial services business.

5.2 What aspects of Jersey’s tax regime make it attractive to the international
financial services industry?

5.2.1 Jersey’s tax system has a number of features which make it an attractive location for
the international financial services industry.

5.2.2 Simplicity. Jersey, in common with many other international finance centres, offers a
simple tax regime which is easy for outside investors to understand and administer.

5.2.3 Certainty. When deciding where to invest in or operate from, it is important that the
investor can have a reasonable degree of certainty regarding the tax treatment likely
to apply for, if not the life of the operation, at least a number of years into the future.

5.2.4 Competitive rate. Jersey offers providers of financial services a competitive tax rate
of 10% or in some cases 0%°. A lthough the scope of financial se rvices activities

* “Final report of the independent review of British offshore financial centres”, M. Foot, October 2009
http://webarchive.nationalarchives.gov.uk/+/http:/www.hm-
treasury.gov.uk/indreview_brit_offshore_fin_centres.htm

®*The majority of companies considered to trade within the finance sector are subject to income tax at
10%, but a minority are taxed at 0%. These businesses would include fund management companies,
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5.2.5

5.2.6

5.2.7

5.2.8

5.2.9

5.2.10

5.3

5.3.1

subject to tax at 10% in Jersey is slightly wider than in Guernsey or the Isle of Man, it
compares well with other financial centres. It must be noted that the headline rates
of t ax di splayed i n ons hore t erritories can mask the true tax co ntribution m ade;
companies that are subject to tax at a seemingly high headline rate of tax may, after
use of deductions and exemptions, in fact pay a much lower effective rate.

Supports development of crucial support services/infrastructure. In order to provide
high quality services, the Island must also educate, house and provide an adequate
health se rvice i nfrastructure for t he workforce. T here should b e ade quate r oads,
housing, telecommunications infrastructure. Sufficient public revenues should exist
to support this, and Jersey’s current broad tax regime provides this.

Neutrality for clients. Most international finance centres offer their clients tax
neutrality, in a v ariety of ways. While this is not the only reason why a particular
centre will be ch osen, the absence of the neutrality will limit the scope of services it
can provide.

The trust and company administration sector, which is fundamental to the rest of the
financial services activities undertaken in Jersey, relies in particular on the availability
of tax neutrality forits clients. Without this, itis likely thatt he m ajority o f t rust
business would | eave t he | sland, w ith a co rresponding i mpact onj obs in ot her
financial services sectors and the wider economy as a whole.

The m aintenance o f the abi lity t o o ffer t ax n eutrality t o i nternational i nvestment
vehicles is a cornerstone of Jersey’s existence as an international financial services
centre.

Tax neutrality can, and is, provided in a number of ways, for example through Double
Tax Agreements between governments to prevent income earned in one territory by
a resident of another being taxed in both jurisdictions. Other ways of achieving tax
neutrality include EU directives on the treatment of intra-EU flows of income and
capital, and some jurisdictions achieve neutrality t hrough unpublished practice and
negotiation w ith t he r evenue aut horities. A 0% co mpany tax r ate i s si mple and
transparent. There is no international standard which determines tax rates.

Although arguably not critical to the continuing success of all non-financial services
sectors, many other sectors benefit substantially from the existence of tax neutrality
and at ax neutral platform is a k ey feature i n at tracting new non-finance related
industries, particularly in the absence of a comprehensive double tax treaty network.
The geographical limitations of many international financial centres means that they
compete t o at tract | ow-footprint but high v alue industries. Je rsey co mpetes with
other | ow-tax j urisdictions in attracting more of this type of business in the future.
Non-financial services sectors also benefit indirectly from the success of the financial
services industry, which itself is reliant on tax neutrality.

What is tax neutrality?

Jersey competes globally with other international finance centres and tax neutrality,
particularly for highly mobile capital such as investment funds, is an important feature
of these jurisdictions. All international finance centres offer a form of tax neutrality —
that is, a regime that does not subject companies to additional taxation, recognising
that underlying profits should be subject to tax where the assets that give rise to

insurance companies, lawyers and accountants, although many legal and accountancy firms are
structured as partnerships and as such their partners are taxed on the profits at personal tax rates.
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5.3.2

5.3.3

5.3.4

those pr ofits are | ocated and i nvestors are t axed ont heir r eturns in t heir hom e
jurisdictions. Many other countries achieve tax neutrality with sp ecific exemptions
particularly for hi ghly m obile ca pital andi n ways which ar e of ten complex and
opaque.

Tax neutrality is an important feature of Jersey’s tax system which underpins much of
the provision of international financial services from Jersey and to remain competitive
access to tax neutral s tructures should be maintained. A Ithough ce rtain f inance
companies pay tax at no less than 10% on the profits they generate, the majority of
international clients rely on the availability of tax neutrality. Tax neutrality is also
important to non-financial services businesses and can influence developments in
other parts of the economy.

Tax neutrality prevents unnecessary additional layers of taxation, provides certainty
in tax treatment and allows fiscally efficient cross border investment which facilitates
global ca pital flows. Double t axation ag reements ( DTAs) ar e u sed by m any
jurisdictions to ensure that income generated in one jurisdiction and remitted to
another is, rightly, only taxed once. In the absence as yet of an extensive double tax
treaty net work, Jersey can only prevent unnece ssary addi tional | ayers of t axation
through the provision of a domestic tax neutral regime.

Tax neutrality also maximises the return to investors and hence, potentially, the tax
revenues in their home jurisdiction. This is particularly important for structures that
are set up to achieve a specific purpose, where it is desirable not to incur an
unnecessary additional tax liability. Take, for example, a fund that is investing in a
particular asse t cl ass such as emerging m arket eq uities and w ants t o at tract
investment from partiesbasedintheUK, theU Sandt heEU. | fthis fundis
established in a jurisdiction that does not provide tax neutrality, investors in that fund
may be subject to tax at the fund level in addition to their tax liability in their home
country, potentially resulting in doubl e taxation of the same income. Fu rthermore,
such a fund may create different liabilities for investors depending on their location.
By precluding additional layers of tax, a tax-neutral regime is efficient and creates a
level playing field for multinational investors.

Returns taxed
US investor UK investor EU investor in home
jurisdiction
A under domestic
\ ! ) tax rules
]
Distributions 1 i
N N . rd
Se o Jersey Fund L---~ Distribution taxed at
,7 0% in Jersey
II
Distribution :
\
\
AN 4 Investment Profits taxed in home
jurisdiction
Similar tax treatment is achieved by other higher tax jurisdictions using
DTAs or specific exemptions and reliefs.
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5.5.1

5.5.2

5.5.3

As a consequence jurisdictions offering tax neutrality provide an i deal platform for
conducting business related to international finance and trade, structuring investment
deals or infrastructure projects that involve participants across a number of countries
and establishing structures that can be used for a variety of other purposes, such as
securitisation or the protection of assets. These legitimate activities will be primarily
motivated by real economic concerns — such as the raising of finance — rather than
purely f or t ax pur poses, but | ocating theminat ax neut ralj urisdiction, w hether
onshore or offshore, can avoid unnecessary extra taxation.

What the finance industry contributes to Jersey

The financial services sector is clearly the most economically significant in the Island,
not justin terms of its direct impact (25% of private se ctor employment, 40.5% of
GVA) but also because of the support it provides to other industries including:

e Tourism (business travel and conferences)

e Maintenance of vital air links and routes

e Construction (offices and accommodation)

¢ Retail (finance workers and business tourism)

e E-commerce (fulfilment and software providers)
e Agriculture (finance workers and hospitality)

As such, it is important not to underestimate the extent of the interaction between all
sectors of Jersey’s business communities.

What losing the finance industry would mean to Jersey

In 2004 the Finance and Economics Committee, the precursor to the Treasury and
Resources Department, published a paper entitled “Facing up to the future: reforming
spending and t axation to su stain a pr osperous and co mpetitive eco nomy”®. This
paper included a reflection on the potential consequences for Jersey of losing the
finance industry, part of which is reproduced in Appendix Il. Although this analysis
was undertaken in 2004, the key findings remain valid.

That paper considered how the Island economy might look in the absence of the
international financial services industry at its then level. It considered that this might
have been t he outcome if t he S tates failed t o i ntroduce m easures to reform t he
corporate tax structure in response to the pressures then being applied and w hich
are discussed in more detail in Section 6. In particular, it looked closely at that part
of financial se rvices industry t hat p rovides services tot he i nternational m arkets
including those serving non-resident clients.

It found that this part of the industry is highly mobile and i t would probably be t he
most pr ofitable par ts that would | eave firstif the | sland’s corporate t ax st ructure
became unco mpetitive and unstable. T here could be a su bstantial change in the
structure of t he financial se rvices industry within a r elatively sh ort period. There

6 http://www.statesassembly.gov.je/ScrutinyReviewResearches/2004/20513-38936-
2552006.pdf#tsearch=facing up to the future
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5.5.5

5.5.6

would be a major shock to the Island economy during the first few years after
companies had gone, although they would be unlikely to leave the Island at the same
time. Thel oss of so me co mpanies could h ave a bi gger e ffect on t he ov erall
economy than others.

In the first few years after the shock of the emigration of these key companies:

e Employment in financial se rvices would fall from the 12,000 then employed to
around 1,200 — 1,500 jobs. Employment outside the finance sector would also
fall as demand for goods and services fell.

¢ This would be accompanied by a considerable fall in total population, possibly by
20,000 - 22,000, with the working population falling by 14,000 — 16,000. The age
structure o f the | sland w ould ch ange as younger peopl e would be |ikelyto
dominate the leavers, or those who no longer chose to come to Jersey as they
sought employment elsewhere. This would have a knock-on effect on supporting
an aging population.

e States revenues could decline by 55% - 67% per annum, but States spending
could decline by much less because it would tend to be older people who would
remain in the Island and the immediate liability for pensions would hardly fall at
all.

o Meeting any shortfall in public revenues through tax increases or service level
reductions would require higher tax rates, or deeper cuts, than meeting a similar
shortfall would require from the current tax base, because the population of
individuals and businesses would be lower, as would their incomes.

The Island would probably begin to recover after the initial shock, but the economy
would look very different from the way it does now.

In conclusion, protecting the position of the financial services industry is key to
Jersey’s ongoing economic well-being. T he responses to the Business Tax Review
identified the current company tax regime as important to the industry and as such, it
should be continued and protected into the future. No action should be taken to
jeopardise the existing regime.
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6.

6.1

6.1.1

6.2

6.2.1

6.2.2

DEVELOPMENT OF ZERO/TEN

Jersey’s previous company tax regime
Until 2008 Jersey’s company tax system included the following features:

e Exempt company status was available to any company owned by non-residents
and which, broadly, did not carry on a business activity in Jersey. Exempt
companies were exempted from tax on all income earned outside Jersey and
interest arising from Jersey bank accounts. An annual fee of £600 was payable.

Exempt companies were typically used by clients of the finance industry to act as
tax-neutral vehicles for the holding of investments outside of Jersey. A s such,
they were ani mportant part of Jersey’s ability to attract private client, f unds,
insurance, se curitisation, t rust and financing bu siness to Jersey, i.e.the core
businesses of Jersey’s financial services industry. The trust and fund industries
alone employed just over a q uarter of those employed in the financial services
industry in 2011, and 6.4% of all Islanders in work”.

e International Business Company (IBC) st atus was also onl y a vailablet o
companies owned by non-residents. Tax was charged at 30% on Jersey-source
income and at rates between 0.5% and 20% on international income. The
average annual effective tax rate (the percentage of profits before adjustments
paid in tax) payable by IBCs was approximately 14%.

Typically, | BCs were b anks, group service co mpanies and o ther bus inesses
which had a presence in Jersey but whose work was “international” in nature; i.e.
derived from clients based outside of the Island. The banking industry is the
single largest e mployer in Jersey, with 5,270 e mployees in 2011, representing
nearly 10% of total employment?®.

e All other companies were liable to income tax at 20% on their worldwide profits.
The Code of Conduct on Business Taxation

The European U nion has no jurisdiction over direct taxation matters and therefore
individual Member States retain the right to set their own tax rules, including their
own tax rates. However, during the 1990s there was a concern that Member States
were using their tax regimes to unfairly attract business away from other Member
States.

A set of principles was devised (the Code) to which all Member States agreed to
adhere. The C ode r equires Member S tates to r efrain from i ntroducing any new
harmful t ax m easures (standstill) andt o am end any laws or pr actices thatar e
deemed t o be har mful under t he principles of the C ode (rollback). 1t covers tax
measures (including laws, regulations and administrative practices) which have, or
may have, a significant impact on the location of business in the EU. The Code sets
out criteria for identifying potentially harmful measures:

¢ An effective level of taxation which is significantly lower than the general level of
taxation in the country concerned

! “Jersey Labour Market at December 2011”, States of Jersey Statistics Unit, 28 March 2012.

8 Ibid.
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e Tax benefits reserved for non-residents

e Tax incentives for activities which are isolated from the domestic economy and
therefore have no impact on the national tax base

e Granting of tax advantages even in the absence of any real economic activity

o The basis of profit determination for companies in a multinational group departs
from internationally accepted rules, in particularly those approved by the OECD

e Lack of transparency
When determining whether a tax measure is harmful, the Code asks whether:

e Advantages are acco rded only to non -residents orinrespect o f t ransactions
carried out with non-residents

e Advantages are ring-fenced from the domestic market, so they do not affect the
national tax base

e Advantages are granted even without any real economic activity and substantial
economic presence within the territory offering such tax advantages

e The rules for profit de termination in respect of activities within a m ultinational
group of companies depart from internationally acce pted principles, notably the
rules agreed upon within the OECD

e The tax measures lack transparency, including where legal provisions are relaxed
at administrative level in a non-transparent way

Having agreed on the principles of the Code, the EU Member States formed the
Code Group, whose role is to assess tax measures against the Code principles. The
Code Group then makes recommendations to ECOFIN, the European Union’s
Economic and Financial Affairs Council, made up of the finance ministers of the 27
EU Member S tates. Ultimately, it is ECOFIN’s responsibility t o co nsider t hese
recommendations and determine whether or not to endorse them.

Between 1997 and 199 9, the Code Group undertook an i n-depth review of the tax
regimes of every EU Member State and their associated and dependent territories.
This review i dentified si xty-six t ax m easures w ith har mful features, of which forty
were in EU Member States, three were in Gibraltar and twenty-three in dependent or
associated territories of Member States®. In response, EU Member States agreed to
stand still and to roll back harmful tax policies and practices identified.

As part of the its commitment to the Code process, the UK committed that its
overseas and dependant t erritories would a Iso co mply with t he C ode. Je rsey
voluntarily agreed to comply with the terms of the Code.

The measures identified in Jersey as being harmful were:

o Exempt companies

9http://ec.europa.eu/taxation_customs/taxation/com pany_tax/harmful_tax_practices/index_en.htm#co
de_conduct
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6.2.8

6.2.9

6.2.10

6.2.11

6.2.12

¢ International Business Companies

e Specific rules for international treasury operations carried on through the Jersey
branch of an international bank

e Specific rules regarding the treatment of captive insurance companies.

Further details of these regimes and the Code Group’s rationale for finding them
harmful are included in Appendix Ill.

By the time the EU came to review the measures, the measures applying to captive
insurance companies and to international treasury operations had either already
been closed to new entrants or were not used in practice. However, this was
irrelevant to the Code Group, which looks at how measures could be used rather
than how they are or have been used.

As part o f Je rsey’s voluntarily co mmitmentt ot he C ode, Je rsey ag reed not t o
introduce new har mful tax m easures and to t ake s teps to unw ind t hose har mful
measures that then existed. As part of that process, it was agreed that having closed
the | BC r egime to new ent rants from 1 Ja nuary 2004, ex isting | BCs could be
“grandfathered” and continue to benefit from the regime until 31 December 2011.
The exempt company regime was to be permitted to continue until the end of 2008.
0/10 came into force for all companies from 1 January 2009, and all formerly exempt
companies were then subject to the general company income tax rate of 0%.

Tax regimes which had similar effect in Guernsey and the Isle of Man were also
identified as harmful. Inresponse, thel sle of M an announce dits intention o f
abolishing the then current sy stem of co mpany taxation and introducing a form of
0/10 to apply from 2007 onwards. The scope of the 10% rate of tax was relatively
limited, applying to certain income of banks and to income derived from property in
the Isle of Man.

Following Jersey’s decision to follow the Isle of Man’s lead and introduce a form of
0/10 al beit with a g reater sco pe o f a ctivities taxable at a posi tive r ate, G uernsey
followed suit shortly afterwards, although Guernsey introduced its new regime slightly
earlier than Jersey. See Appendix IV for a comparison of the scope of the 0%, 10%
and 20% tax rates in Jersey, Guernsey and the Isle of Man.

The Code was one of a package of measures w hich were i ntended to al ign tax
treatments across the EU members. Another feature of the so-called “tax package”
was the EU Savings Directive, which was intended to discourage tax evasion and
which has led to information on cr oss-border interest payments made to individuals
being shared with tax authorities in other EU members. Jersey committed to comply
with the EU Savings Directive but did so, along with the Isle of Man and Guernsey,
on the same basis as Luxembourg, Austria and, at the time, Belgium. As a result,
interest paid from Jersey financial institutions to EU resident individuals is subject to
withholding t ax ( currently at the rate of 35% ) which is then paidtotherevenue
authorities in the territory i n w hich t he i ndividual i s resident. A lternatively, t he
individual can choose for his information to be shared with the tax authorities in his
home territory and i n that case, interest payments will not be subject to withholding
tax. Jersey has committed t o abolishing the w ithholding t ax option w hen ce rtain
conditions are met, including that all EU Member States also do so.
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6.2.13 Comment on the subsequent review of Jersey’s zero/ten regime by the Code Group
between 2009 and 2011 is set out in Section 6.5.

6.3 International competition

6.3.1 The early 2000s saw a general reduction in company tax rates across the EU and
further afield. Former Eastern Block countries like E stonia and H ungary introduced
low r ates in an ef fort to m ake t hemselves more at tractive t o foreign i nvestment.
Ireland dropped its company tax rate to 12.5% and Cyprus to 10%.

6.3.2 Closer to home, the Isle of Man announced its intention to introduce a 0/10 company
tax regime, with a g eneral rate of company tax of 0% for the majority of companies
and a higher rate of 10% for certain financial services profits.

6.3.3 Faced with these pressures, it was clear that Jersey’s top rate of company tax of
20% w as nol ongerat tractivei nani ncreasingly co mpetitive i nternational
environment. After much consideration and public consultation, the decision was
taken that Jersey should also introduce a form of 0/10.

6.3.4 International competition continues to be a factor in assessing the suitability of any
tax regime for Jersey. The years leading up to the global financial crisis saw
sustained downward pressure on company tax rates worldwide'®, and although the
rate of this trend has slowed in recent years, countries are still reducing company tax
rates. The UK for example, is in the process of gradually reducing its highest rate of
corporation tax from 30% in 2008 to 22% by 2014. The current UK government, in its
Coalition Agreement, has set its aim to “create the most co mpetitive co rporate tax
regime in the G20.”"" This theme has been further developed: “the primary aim of
the tax system is to raise revenue, and therefore provide the fiscal stability that is a
precondition for business success. Atthe same time, the Government believes that
the co rporate t ax sy stem can and should be an asset for the UK, i mproving the
business environment and helping to attract multinational businesses and investment
to the UK to support the recovery.”'?

6.3.5 The average rate of company tax in the EU in 2012 is 23.5% and in the Eurozone,
26.1%. Between 1995 and 2012, company tax rates were reduced 113 times across
the current EU members, and only increased 16 times, despite more than one
economic downturn in that time. Declining company tax rates would appear to be a
continuing trend.

6.3.6 The EU is not Jersey’s only competitor, but it is significant, particularly when Jersey
is so often competing for business with financial centres such as Luxembourg, Malta
and Cyprus which can offer the advantages of EU membership to their businesses,
together with competitive company tax regimes.

10 . . .
fram A A Fe e Sl S B, 10695 e L e M e Res et caned
European Union, Data for the EU Member States, Iceland and Norway”, Eurostat/European
Commission, 2012 edition
(http://ec.europa.eu/taxation_customs/taxation/gen_info/economic_analysis/tax_structures/index_en.h
tm)

1 iy
HM Government, “The Coaljtion: our programme for government”, May 2010:
http:Wwww.cabinetofﬂce.gov.uk/newsl)c aﬁgon-documeﬁts y

2 HM Treasury 8”8 HM Revenue and Customs, “Corporate tax reform: delivering a more competitive
system”, June2010:

http://webarchive.nationalarchives.gov.uk/20130129110402/http.//www.hm-treasury.gov.uk/d/|
[corporate tax reform partia roadmap.pdf]
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Designing the current company tax regime
0/10 was designed to meet the following key objectives:

e To ensu re co mpliance w ith t he C ode of C onduct on B usiness Taxationb 'y
removing discrimination between companies based on the place of residence of
their shareholders.

e To maintain the ability of Jersey to offer at ax-neutral vehicle to clients of the
finance industry.

e Toensure that Jersey could offer a co mpetitive rate of company income tax to
the Island’s financial services sector, recognising that this industry is the largest
employer in Jersey.

e To protect States’ revenues as much as possible, recognising that the finance
sector was the single largest contributor to States’ revenues.

Following its commitment to comply with the EU Code of Conduct, Jersey decided to
abolish its existing co mpany tax regime andt oreplaceit with a generalrate of
company income tax of 0%. This applies to over 95% of the companies in the Island.

Under t he pr evious taxr egime, the generalr ate o f tax was 20% and sp ecial
treatment was given to some companies allowing them to be taxed at lower rates, or
to pay no tax at all. Under the replacement regime, the majority of companies pay at
the 0% rate and a minority of companies are in effect “discriminated against”, which
is permissible under the Code.

The financial services sector was chosen for the higher rate of tax on the basis that it
was the single industry with the highest profits and therefore the greatest scope to
generate tax contributions. Also, charging this industry so me tax would not affect
Jersey’s competitive position provided the rate charged was not too high. The
industry had previously paid tax at rates of up to 20% but, as set out in Section 6.3,
the competitiveness of this rate was under increasing pressure due to the general
downward trend of company tax rates globally.

Companies which are regulated by the Jersey Financial Services Commission as
follows are subject to income tax at the rate of 10% on all of their profits:

o Registered unde rt he Financial S ervices (Jersey)Law 1998t o ca rry out
investment business, trust company business or fund services business, as an
administrator or custodian in relation to an uncl assified fund or an unr egulated
fund;

o Registered unde r the Banking B usiness ( Jersey) Law 1991, ot hert han a
company registered for business continuity under that Law, pursuant to Article 9A
of the Banking Business (General Provisions) (Jersey) Order 2002; or

¢ Holds a per mit under the C ollective | nvestment Funds (Jersey) Law 1998 by
virtue of being a functionary who is an administrator or custodian mentioned in
Part 2 of the Schedule to that Law.

These co mpanies are co llectively referred toas “financial services companies”
although not all companies considered to be i n the financial services industry are
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taxed at the 10% rate. In particular, many fund managers and insurance companies
are subject to tax at 0%.

Because the Code is mostly concerned with harmful competition in internationally
mobile se ctors, itis possible t o hav e anot her t ax r ate w hich appl ies to i mmobile
activities. As aresult, a third tax rate of 20% applies to utility companies, to profits
derived from the importation and distribution of hydrocarbons, and from income
arising from t he ex ploitation of | and and bui Idings in Je rsey, i ncluding pr operty
development and extractive activities.

Although Guernsey and the Isle of Man have also adopted similar tax regimes, the
scope of the 10% rate, and therefore the tax collected, is much wider in Jersey than
in either of the other islands. The UK indicated informally when 0/10 was being
designed that the width of the 10% band put Jersey’s regime closer to the edge of
acceptability, although in the event the Code Group determined that it was compliant
(see Section 6.5). The scope for widening the 10% band further may therefore be
limited.

The introduction of 0/10 led to a reduction in company tax receipts, as profits were
not taxable until they were paid to their shareholders. In an effort to discourage
Jersey r esidents from deferring the pay ment of at ax| iability, andi norderto
discourage abuse o f the 0% taxr ate, sp ecific sh areholder t axation r ules were
introduced at the same time as 0/10. T wo different types of shareholder t axation
rules were introduced:

o Deemed distribution appliedt o Je rsey r esident i ndividual sh areholders of
Jersey r esident t rading co mpanies. | fthe co mpany had not paid a dividend
equivalent to 60% of profits within 12 months of the end of its financial year, the
Jersey resident shareholder was deemed to have received a dividend equivalent
to that amount, and taxed on that notional income. The remaining 40% of profits
were deemed to be distributed on one of a number of trigger events, including the
death or migration of the shareholder or disposal of the shares.

Cash di vidends paid subsequently wouldca rryat axcr edit,so t hatt he
shareholder was not taxed more than once on the same profits.

e Full attribution appliedt o Je rsey r esident i ndividual sh areholders of Jersey
resident i nvestment co mpanies or pe rsonal s ervice co mpanies. A  personal
service company acts as an intermediary to provide the services of its owner to
clients, in circumstances in which the shareholder would have been an employee
of the client if it had contracted directly with him.

Under the full attribution rules, the Jersey resident shareholder was deemed to
have received a di vidend e quivalent to 100 % of t he undistributed p rofits of the
company. The co mpany’s income w as effectively t reated as income o ft he
shareholder. Again, cash dividends subsequently received were subject to a tax
credit so no further tax would ordinarily be due.

Code Group review of the company tax system

In 2003 and 2006 assu rance had been given to the Crown D ependencies that the
proposed 0/10 regimes were not considered to be harmful. In June 2003 ECOFIN
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6.5.2

6.5.3

6.5.4

6.5.5

6.5.6

6.5.7

issued a press release’ confirming that the Code Group had found that none of the
replacement measures proposed by the Crown Dependencies were considered to be
harmful and t hat E COFIN agr eed that the pr oposed r eplacement m easures were
adequate to achieve rollback of all of the harmful features previously identified by the
Code Group. Further, in its report to ECOFIN dated 28 November 2006, the Code
Group stated:

“The UK delegation, recalling the Code Group report dated 26 November 2002,
explained that with the introduction of a standard rate of tax for all Isle of Man
companies of 0% and a higher rate of 10% on two closely defined types of
business...the Isle of Man'’s six harmful measures were all repealed or revoked. This
was accepted as constituting the rollback of the harmful regimes.”

The Code Group has the authority to review company tax measures that are brought
before it, but will not do so until a measure has been brought into law and is being
applied in practice. The 0/10 regime came into widespread effect on 1 January 2009
and in 2010 the Code Group announced its intention to formally review the regime for
compliance with the Code of Conduct, having previously confirmed, as noted above,
that the concept of 0/10 in itself had no harmful effects.

Although it w as Jersey’s contention t hat the sh areholder t axation r ules were a
personal tax anti-avoidance measure and not a part of the company tax regime, the
Code Group ultimately considered that measures which affected shareholders could
also be considered to be a part of the company tax system, in certain circumstances.

This point was referred to the EU’s high level working party on tax issues, who were
asked to review the scope of the Code. The working party decided that because the
shareholder was deemed to be taxed on the profits earned by a company, not just
those distributed, then this was not a personal tax anti-avoidance measure but a way
of taxing company profits.

The Code Group found that the 0/10 parts of the 0/10 regime were compliant with the
Code, but that the sh areholder t axation m easures taken t ogether w ith t he 0/ 10
company tax rates were a way of discriminating against Jersey resident shareholders
in favour of non-residents.

The outcome of the Code Group assessment means that measures which affect the
tax treatment of shareholders must be taken into consideration when considering the
tax treatment of companies in certain circumstances. The shareholder taxation rules,
then, when taken together with the 0/10 regime, were considered to have the impact
of imposing a different tax treatment on Jersey companies than that which applied to
companies owned by non-residents. The C ode G roup consideredt hat the
combination of the 0/10 and shareholder taxation rules meant that the regime as a
whole di scriminated i n favour o f co mpanies owned b y non -residents and w as
therefore harmful.

However, the concept of 0/10 on a s tand-alone basis was not harmful and did not
discriminate unfairly between companies. This was consistent with the Code Group’s
findings in 2003 and 2006.

'3 EU Council of Economic and Finance Ministers; Press release 9844/03 (Presse 149) dated 3 June

2003

'* EU Code of Conduct Group (Business Taxation), Report to ECOFIN Council 15472/06 LIMITE
FISC 145 dated 28 November 2006
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6.5.8

6.5.9

6.6

6.6.1

6.6.2

6.6.3

6.6.4

Because only EU Member States can sit on the Code Group, Jersey cannot
participate in their discussions. As a result, it can be difficult for non-members such
as Jersey to understand how particular tax measures will be judged under the Code.

The States decided to abolish the shareholder taxation rules in order to remove the
elements of the regime which the Code Group found objectionable in order to ensure
that 0/10 was compliant. T his was done in July 2011, and the shareholder taxation
rules ceased to apply with effect from 1 January 2012.

Business Tax Review

Atthe same time that the C ode G roup was reviewing 0/ 10, a review of Jersey’s
business tax regime was undertaken by Treasury and Resources. This review
examined the way in which Jersey taxes the p rofits of companies and ex amined
potential alternatives to 0/10 in the event that 0/10 was found to be non-compliant
with the Code. Part of this review involved a public consultation on the merits of the
different types of alternative tax regime that could be possible, while still permitting
Jersey to maintain a co mpetitive rate of tax and t he ability to offer tax neutrality to
clients of the financial services industry.

The aims of the review were:

e Tounderstand the nature and focus o ft he i nternational pr essure t hen bei ng
applied to change Jersey’s corporate tax system;

e To protect existing corporate tax revenues; and

e To determine whether an al ternative regime or changes to the existing regime
could result in an increase in tax.

When the Business Tax Review began, Jersey had been adv ised that the EU Code
Group considered that 0/10 did not comply with the spirit of the Code of Conduct, but
before the decision was taken to formally review it. The focus of much of the early
work done w as on i dentifying pot ential al ternative t ax r egimes w hich w ould be
suitable for the Island. By the time it was announced that the Code Group intended
to formally review 0/10 it had become clear that it was not 0/10 that was the problem,
so much as its interaction with the shareholder taxation rules. It was decided at that
stage, and based on early indications from the Business Tax Review that 0/10 was
the preferred tax regime, to focus on defending the 0/10 regime, which was ultimately
successful. The scope of the Business Tax Review was then extended to this review
following the States approval of the amendment to the 2011 B udget to review ways
to i ncrease r evenues from non-financial services companies, as co veredin this
report.

The findings of the Business Tax Review were as follows:

e The clear outcome of the Code Group’s assessment was that the personal tax
anti-avoidance rules, the deemed distribution and attribution provisions, fell within
the scope of the Code and gave rise to harmful effects.

e There was nothing in the Code Group’s findings to indicate that the concept of

0/10 in itself would give rise to harmful effects. This was further supported by the
findings of the Code Group in 2003, confirmed by E COFIN at that time, which
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6.6.5

concluded that 0/ 10 did not give rise to harmful e ffects. This was prior to the
introduction of the deemed distribution and attribution provisions.

The ov erwhelmingr esponset ot he publ ic consultationw as thatbe fore
considering any changes to the regime, the Government should fully understand
the focus of the international pressures to change.

The majority of responses to the consultation also stated that 0/10 was preferable
to any of the other options and should be maintained, amended if necessary to
ensure it is compliant with the Code.

The majority of respondents to the consultation supported the principles set out in
the co nsultation docu ment, par ticularly t hose o f si mplicity, ce rtainty andt he
provision of tax neutrality.

A review of the alternative corporate tax regimes, including the economic impact
analysis, co ncluded t hat m oving t o an al ternative r egime, w hen Je rsey’s key
competitors were not movingt o asi milar regime, w ould not i ncrease t ax
revenues. In most cases, it would reduce tax revenues, and in some cases this
would be s ignificant, ei ther duet ot he co mplexity of t he r egime, per ceived
instability in the tax regime or the uncertainty in providing tax neutrality in some
key sectors.

In respect o f non-financial services companies, di stinguishing bet ween | ocally
and non-locally owned companies would likely have an adverse economic impact
and could be seen as discriminatory.

Introducing a charge instead of a tax for companies currently subject to tax at 0%
would have an ad verse economic impact, particularly in terms of Jersey’s ability
to attract new business, and i s not an e fficient or e ffective m ethod o f r aising
revenues. This would be a cost to business and would not be based on ability to

pay.

Subjecting all companies to corporate tax at 10% is also, in some circumstances
and particularly for UK-owned co mpanies, an a dditional co st of doing b usiness
although it would be based on profits and therefore the ability to pay.

In order to protect the current tax regime from future challenge by the EU Code
Groupitis critical t hatt he generalr ate o f tax for co mpanies inJ erseyis
demonstrably 0%.

The m ost r ecent busi ness tendency su rvey' suggests thatw hile f inancial
services companies are optimistic about the future and seeing signs of recovery,
the same does not apply to companies outside the financial services sector, for
which 9 out of 10 of the indicators were negative. In addition, there is a risk that
increasing the cost of doing business in Jersey through either charges or
corporate tax would result in increased prices of goods and services for Jersey
companies.

The cl ear co nclusion o f t he B usiness Tax R eview w as thatthe 0/10 tax r egime
should be maintained, and that measures should be taken to ensure its survival.

'° Jersey Business Tendency Survey June 2011:
http://www.gov.je/Government/Pages/StatesReports.aspx?ReportID=601
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7

7.1

7.1.1

7.1.2

7.2

7.2.1

7.2.2

WHERE JERSEY IS NOW

Clarity on the company tax system

The findings of the C ode Group’s review of 0/ 10, endor sed by E COFIN in 2011,
mean that there can be certainty that the 0/10 regime complies with the C ode of
Conduct on Business Taxation.

The Business Tax Review also highlighted the importance of the regime to the
Island’s business community, which strongly endorsed it as the most suitable tax
system for Jersey.

Having arrived at that conclusion, it is important that the 0/10 regime is protected.
A more level playing field

One of the principal objections to the 0/10 regime was the perception that it was
unfair in the way that it treated Jersey-owned businesses compared to foreign-owned
businesses. This has been called at times the “Boots problem”, referring to the UK-
owned ch emists and t heir t reatment co mpared w ith co mpeting but | ocally-owned
chemists.

Before the abolition of the shareholder taxation rules, there was some justification in
that argument. U ntil t hat point, a Je rsey resident individual who held shares in a
Jersey company was taxed on the company’s profits even if they were not distributed
to him. A UK-resident shareholder was not taxed in the same way. This had the
potential t o force di fferent co mpanies int he sa me i ndustry t o oper ate di fferent
business models, with Jersey-owned companies potentially under more pressure to
distribute profits to shareholders as they arose, instead of retaining and reinvesting
profits.

Example: Operation of the shareholder taxation rules: comparison of the tax
positions of a UK and Jersey resident individual shareholder in a Jersey company,
assuming no distribution of profits

UK shareholder  Jersey shareholder

£ £
Company profits 100 100
Deemed dividend @ 60% of profits 0 60
Jersey income tax @ 20% 0 12

Note: if no cash distributions were made, the sale of the shares, death or emigration
of the shareholder or any other “trigger event” would also cause the deemed
distribution of the remaining 40% of the company’s profits, to be assessed on the
Jersey resident shareholder.

No UK tax arises in this example because UK tax only applies to actual
distributions, not deemed distributions.

7.2.3 Jersey has a residence system of taxation, which means that it applies tax based on

the place in which a taxpayer is resident. This is not unlike many other jurisdictions.
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7.24

7.2.5

7.2.6

7.2.7

7.2.8

7.2.9

A Jersey residentis liable totax on al | theirincome, whereveritis earnedinthe
world.

A non-resident is not generally liable to Jersey tax, apart from on income earned in
connection w ith r enting or dev eloping | and o r buildings in Je rsey, e mployment
income earned in the Island, or from a trade carried on in Jersey.

This “territorial basis” of taxation for non-residents is a commonly-used system of
taxation. It is applied, for example, throughout most of the EU and in particular in the
UK.

The U Kis important b ecause t he majority o f Je rsey’s foreign di rect i nvestment
comes from there. Therefore,i ti s importantt o co nsider how U Kr esident
shareholders will be af fected by ch anges to Jersey’s taxr ules. | tw ould be
undesirable t o do any thing w hich would m ake i t| ess attractive f or UK r esident
companies and individuals to invest in Jersey as it is our main trading partner.

However, significant though the UK is to the Island’s economy, it must also be borne
in mind that Jersey is an international finance centre, and as a small open economy
welcomes investment from any reputable so urce. E very country has its own tax
rules. Itis not possible to predict with any degree of accuracy how a change to the
Jersey tax treatment of an item will affect investors in every country. However, an
individual resident in a j urisdiction which applies a residence basis of taxation will
normally be charged tax on dividends received from overseas.

Example: Tax position of a UK resident individual liable to tax at the highest rate on
receipt of a dividend from a Jersey company subject to the 0% rate of tax

UK shareholder
£
Dividend received 100
UK income tax @ 50%?2® 50

When a Jersey resident shareholder received a dividend from a company in respect
of which he had previously been su bject to the shareholder taxation rules, a c redit
was given for tax previously paid. No such credit would be available to a UK resident
individual shareholder, who would be taxed in full on the amount received.

Despite t he dee med distribution r ules not applyingt o the ov erseas resident
shareholder, any advantage given was a matter of the timing of when the tax fell due
for payment only. | ndeed, as many territories apply higher personal tax rates that
Jersey does, in many cases the tax eventually payable by the overseas resident
shareholder would be significantly higher than the tax paid in Jersey by a Jersey
resident shareholder.

'® The top rate of personal income tax in the UK is 50% until April 2013.
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Example: Tax position of a UK and Jersey resident individual shareholder in a
Jersey company under the shareholder taxation rules, on payment of a dividend

UK shareholder  Jersey shareholder

£ £
Year 1
Company profits 100 100
Deemed dividend @ 60% of profits 0 60
Jersey income tax @ 20% 0 12
Year 3
Dividend received 60 60
Jersey income tax @ 20% 0 12
Less credit for Jersey tax previously paid 0 (12)
Jersey tax due 0 0
UK income tax @ 50% 30 0
Total tax paid 30 12

7.2.10 Following the abolition of the shareholder taxation rules with effect from 1 Ja nuary

7.2.11

2012, this differential treatment has been removed. Jersey resident shareholders are
not taxed unless and until t hey receive a di stribution from t heir co mpanies. T he
same is true for non-Jersey shareholders, subject to the tax rules in place in their
country of residence. Companies involved in the same business are therefore now
able to operate the same business model if required, whereby the pressure from
shareholders to distribute is not influenced by tax considerations.

The removal of the sh areholder t axation rules has had the e ffect of | evelling t he
playing field so that companies owned by Jersey residents and non-residents are
taxed in the same way, and their shareholders are also taxed in the same way, that
is, on the distribution of profits from the company. The effect of this can be illustrated
as follows:

Example: Tax position of a Jersey company owned by UK and Jersey resident
individual shareholders

UK shareholder Jersey shareholder
£ £
Company taxed at 0%
Company profits 100 100
Jersey tax @ 0% 0 0
No distribution of profits No tax due No tax due
Company taxed at 10%
Company profits 100 100
Jersey tax @ 10% 10 10

No distribution of profits No further tax due No further tax due
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7.2.12

7.2.13

7.2.14

7.3

7.3.1

7.3.2

The profits of a co mpany taxable at 0% will not be t axed until they are paid toits
shareholders. Since the rates of tax applying in other territories are often higher than
the Jersey rate of 20%, a higher rate of tax may ultimately be payable on the profits
of a Jersey company owned by non-residents than for a company owned by Jersey
residents.

Example: Tax position of UK and Jersey resident individual shareholders receiving
distribution from a Jersey company taxed at 0%, following removal of shareholder
taxation rules

UK shareholder  Jersey shareholder

£ £
Company profits 100 100
Jersey company income tax @ 0% 0 0
Distribution received 100 100
Jersey personal income tax @ 20% 0 20
UK personal income tax @ 50% 50 0
Total tax due 50 20

It can be se en from the example above that under the rules as they currently are,
companies are su bject totaxat 0% and not axis payable unl ess and until an
individual receives a distribution of profits from the company. If a company opts to
reinvest its profits, perhaps to acquire new machinery to expand its business, rather
than pay a distribution, no tax will be payable. However, at some point shareholders
may require f unds to be distributed and t his may trigger a t ax lia bility in t heir
jurisdiction of residence.

The abov e i llustrations sh ow t he si mple ex ample o f co mpanies with asi ngle
shareholder. The non -Jersey t ax si tuation will vary depending ont he country of
residence and nature of the direct shareholder (i.e. individual, company, fund etc).
These examples are used to illustrate the removal of part of the perceived unfairness
in the tax system i.e. the impact of the removal of the shareholder taxation rules.

Clarification on aspects of the Code — the Gibraltar State aid case

Gibraltar's company tax regime was reviewed by the Code Group in 1999 at the
same time as Jersey’s. Aspects of that regime were found to have harmful features
and in response Gibraltar announced a wholesale reform of its company tax system
in 2002. T his regime was immediately challenged by the European Commission as
breaching the EU’s State aid rules, which prevent EU Member States from using
state resources to distort competition and trade inside the EU.

State aid is defined as an advantage in any form whatsoever conferred on a selective
basis to undertakings by national public authorities. Therefore, subsidies granted to
individuals or general measures open to all enterprises do not constitute State aid. In
some circumstances, government interventions are necessary for a well-functioning
and equitable economy. Therefore itis permissible to provide State aid if itis done
with the intention of achieving one of a number of policy objectives considered
compatible w ith t he o verall ai ms of the E U, su chas promotingt he eco nomic
development of areas where the standard of living is abnormally low.
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7.3.3

7.3.4

7.3.5

7.3.6

Gibraltar’s constitutional relationship with the EU is different from than that of Jersey,
so Jersey is not affected by State aid rules. However, the case is of interest because
it could have easily been taken under the Code process (as subsequent changes to
Gibraltar’s tax regime have been, and are currently undergoing review) and as such it
provides some guidance on how the European Courts may interpret the provisions of
the Code if they were ever asked to do so.

Gibraltar pr oposed to replace t he p revious company i ncome tax r egime with t wo
main taxes: a payroll tax based on the number of employees and a business property
occupation tax based on floor space occupied. Companies would only be liable to
tax if they made a pr ofit, and t he total combined liability would not e xceed 15% of
profits.

In order to demonstrate unlawful State aid, the European Commission needed to
argue that the proposed Gibraltar tax regime met the following tests:

o Transfer of State resources. | norder for a S tate to provide State aid, it must
transfer some of its resources to the affected party. This can be done directly,
through a direct grant of funds for example, or indirectly, by waiving a fee or
charge properly payable to the State. The European Commission contended that
because Gibraltar proposed waiving tax for certain types of companies, this
represented a transfer of State resources and therefore State aid.

o Material selectivity. A measure which is available to all, or to all affected persons,
is not State aid. E xamples of this might include universal tax reliefs for capital
investment, or the waiving of company registration fees for all companies for a
period of time. The European Commission contended that the combined impact
of the di fferent taxes and ch arges pr oposed by G ibraltar w as that offshore
companies, which do not generally employ staff or occupy premises, would not
be subject to tax in Gibraltar, at the expense of companies carrying on an active
business there, which would be subject to the charges.

¢ Economic advantage. In order to prove the existence of State aid, there must be
a m easurable adv antage t ot he par ty obt ainingt heaid. | nthis case,t he
advantage was available to those companies which were not charged the taxes
and charges.

o Effect on competition and trade withinthe EU. Itis a given that tax measures
affect competition and trade within the EU, as tax advantages may be d esigned
to enco urage i nvestment aw ay f rom ot her E U m embers andt owards the
jurisdiction conferring the advantage.

The case proceeded through the European courts, finally being decided by the
European Court of Justice (ECJ) in late 2011. The court held that:

e All the fees and charges to be included in a tax system were to be considered as
a whole in order to identify whether any advantage was available

e The effect of the combination of all the fees and charges proposed in Gibraltar
was that offshore companies with no real presence in Gibraltar were not taxed.

e This conferred an advantage on this type of company which represented unlawful
State aid.
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7.3.7 The ECJ held that the regime was materially selective on three grounds:
e The requirement that a company should make a profit before it became liable to
tax favoured companies without profits;

e The tax cap favoured companies with | ow profits in relation to the number of
employees and property occupied; and

e The inherent nature of the payroll tax and property occupation tax favoured
offshore co mpanies with nor eal phy sical pr esence i n G ibraltar an d w hich
therefore did not incur a corporate tax liability.

7.3.8 The reasoning behind the finding of State aid is relevant to Jersey to the extent that
the European Commission appears to have used the principle of material selectivity
as one of the measures to assess whether 0/10 fell foul of the Code of C onduct
during its assessment in 2010.

7.3.9 Thus itis important that Jersey can demonstrate that not only is the 0% tax rate the
standard r ate, i mposed ont he maijority o f Je rsey co mpanies, butal sothatthe
majority of companies which do business in Jersey are taxed at the 0% rate. Any
potential option for taxing or charging non-financial services companies will need to
be assessed in this light"’.

' A discussion of why raising charges on companies may fall within the scope of the Code is included
in Section 8.5.5 below.
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8.1

8.1.1

8.1.2

8.1.3

8.1.4

8.1.5

ANALYSIS OF OPTIONS

Scope of work

The Tax Policy Unit has reviewed the main options available for changing the regime
thatr elates to non-locallyo wned companies payingt axat 0 %. T he
following methods of increasing revenues have been considered in detail:

o Extending the scope of the 10% or 20% band. The focus of public comment
on the perceived unfairness of the 0/10 regime has been on the retail sector, as
the most visible example of non-Jersey owned companies trading in Jersey, but
this could apply to any sector which is currently taxed at 0%.

e Introducing a charge on all companies, for example based on head count or
property occu pied. The effect of any non -profit based ch arge has broadly t he
same economic effect, and so this is considered as one option.

e Restricting input GST recovery for all companies.

e Other options which had previously been advanced have been reconsidered.
These are the deemed rental tax and some form of community charge. The first
proposal had been ex amined i n so me det ail during the 2000s and had ev en
progressed to the point where draft legislation had been lodged with the States
for debate, before being withdrawn in the face of concerns from Scrutiny and
industry that it was unworkable in the form then presented. The second option
was suggested by a member of the public during the Business Tax Review, who
proposed the introduction of a form of community charge on larger companies.

The Business Tax Review carried out in 2010 and 2011 considered different types of
corporate tax regimes, including for example, introducing a low rate of tax in place of
the 0% rate. These have not been reconsidered given the overwhelming conclusion
of that review that 0/10 was the preferred option to protect Jersey’s economy.

External economic advice has been sought from Oxera on the options considered in
this review and is included in Appendix V.

Each option has been considered against the requirements to maintain 0/10 and their
likely impact on the wider economy as a whole. Consideration has also been given
to the extent to which each of the options may impact on employment, inflation and, if
necessary, competition within Jersey’s business community.

Having t hen r eviewed t he options, it was then nece ssary t o revisit ol der opt ions
which had been pr  eviously ad vanced f or ex tending taxr evenues, n amely t he
deemed rent proposal and the introduction of some form of community charge.
These have been r econsidered in light of new developments in the Code Group’s
interpretation of the Code, of developments in international tax ( particularly UK tax
rules regarding the treatment of profits earned overseas) and any changes that would
be necessary to bring them up to date.

Within the scope of the review, there was a degree of recognition that no “perfect”
solution exists; it has not seemed likely that whatever option adopted would balance
perfectly between the many requirements of the review, namely:

e Maintaining the 0% general rate of company income tax
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8.2

8.2.1

8.2.2

8.2.3

8.2.4

¢ Not harming the economy

o Not adversely affecting employment

¢ Not adversely affecting inflation

e Not damaging Jersey’s international competitiveness
¢ Resolving the question of “fairness”

Changes to the UK tax treatment of overseas income

One important change which has happened since 0/10 was developed is the change
in the UK treatment of overseas profits of companies. Until recently, a UK company
was taxed on its worldwide income, so that if a company had a branch overseas it
was taxed in the UK on the profits of the branch with relief for overseas tax suffered if
appropriate.  Dividends received from foreign subsidiaries were also taxed.
However, in the past few years the UK’s thinking on the treatment of foreign profits
has evolved and f rom 2009 some companies can claim an exemption from
corporation tax on dividends paid from foreign subsidiaries. An exemption for profits
of branches of UK companies located overseas has been available since 2011. The
UK is moving towards a more “territorial” basis of tax.

Not every company will be able to avail of these exemptions, and they do not apply to
individual i nvestors who continue to be t axable ont hese pr ofits as and when
received. UK companies whose holdings in overseas companies is less than 10% of
the t otal sh ares may not av ail of t he ex emptions, and nei ther ar e they a vailable
where t he ov erseas company carries on an a ctivity which is “financial” i n nat ure.
However, the introduction of the exemptions does represent a step change in the
way the UK treats foreign income.

This makes a difference to the tax treatment of Jersey co mpanies because in the
past a key consideration when looking at alternative revenue raising measures was
whether doubl e t ax r elief w ould be av ailable i nthe UK a gainstt he J ersey “ tax”
charged. This was particularly relevant where the amount charged was not a “tax”
based ont he co mpany’s profits, but was a ch arge base d on so me ot her factor.
Relief is only available in the UK against an equivalent tax based on profits, and if no
relief is available, the cost to the UK company of doing business in Jersey increases
because both the Jersey charge and the UK tax is payable on those profits arising in
the Jersey company.

The introduction of the exemptions for foreign dividends and branch profits has
removed some of the concern about ensuring that alternative Jersey revenue raising
measures would result in additional tax being charged. However the issue has not
gone away co mpletely as the exemptions are notav ailable in all ca ses for
companies, and not at all for individuals. | n addition, any tax or charge levied in
Jersey since the introduction of the UK exemption will now be considered an extra
cost of doing business in Jersey, as neither a tax nor a charge can be offset against
UK tax.
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8.2.5

8.2.6

8.3

8.3.1

8.3.2

8.3.3

8.3.4

Example: Impact of increasing Jersey tax on a UK-owned group which benefits from
the exemption from UK tax on profits earned overseas

Jersey company Jersey company

taxed at 0% taxed at 10%
£ £

Jersey company
Profits 100 100
Jersey tax @ 0%/10% 0 10
Distribution paid to UK company shareholder 100 90
UK tax @ 24% Exempt Exempt
UK tax payable 0 0
Net tax payable 0 10

It ca nbe se en thatincreasing ther ate o ft ax pa yable i n Je rsey b ecomes an
increased cost to the group of doing business in the Island.

In addi tion, al though U K g overnment pol icy has changed i n relation to f oreign
sources of income, UK tax policy has shown itself to be highly fluid in recent years
and the possi bility cannot be r uled out that the foreign profits exemptions may be
withdrawn at some point. Should that happen, the question of the creditability of
Jersey tax against UK corporation tax will again become of prime importance.

Interaction with States economic growth plan and Council of Ministers’
Strategic Plan

The Council of Ministers has identified the protection and promotion of employment
as ak ey st rategic priority f ori ts term. The S tates Economic Growth and
Diversification Strategy says in relation to tax policy:

“As a global financial services centre, Jersey must remain competitive and deliver the
stability that provides local and international investors or businesses, confidence to
invest in the Island. Fiscal stability is therefore crucial, to future economic growth
and an essential priority for the Jersey government.”

Any tax po licy co nsidered should be r eviewed against t hese pol icies which were
adopted by the States in May and July 2012 respectively.

Fiscal st ability and ce rtainty bui lds confidence i n t he busi ness community, w hich
facilitates growth. Making frequent changes to the tax law or introducing temporary
measures will create uncertainty and so damage confidence. That is not to say,
however, that changes should not be m ade from time to time, when a co nvincing
case can be made in order to ensure that the Island maintains sufficient revenues.

The i ndependent eco nomic advice from Oxera, as setout inthis sectionandi n
Appendix V, would appear to be that to levy a significant charge on businesses in the
current eco nomic climate w ould have a detrimental effect on e mployment and
investment in Jersey, which also does not meet the criteria adopted by the States. In
summary, the economic advice is that:

“The appropriate tax structure will depend on the objectives being pursued. If the

objective is to raise additional government revenue then, compared to the options
considered here, there are likely to be alternative approaches which are more
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economically efficient (i.e. create less deadweight loss in the economy) and for at
least some of these it may also be possible to target them in a way that can meet
distributional objectives (in terms of progressiveness or regressiveness) if
appropriate.

“However, if the objective is to somehow target companies that currently do not pay
corporate profits tax, but supply goods and services into the domestic market, these
three approaches have limited effectiveness and, in most cases, it will be Jersey
residents who actually pay the tax or charge. This is particularly the case in relation
to charges and non recoverable GST where both Jersey owned and non-Jersey
owned suppliers are subject to the additional tax or charge in the same way, resulting
in the additional tax or charge applying to all of the Jersey based suppliers in that
particular market.”

Extending the scope of the 10% or 20% band

Under the current tax regime, the general rate of company income (profits) tax is 0%.
Financial se rvices companies are taxed at a hi gher rate o f 10% , while ut ility
companies are taxed at 20% on their profits, as are any profits derived from land or
buildings in Jersey or from the importation and distribution of hydrocarbons.

Although Guernsey and the Isle of Man have also adopted 0/10 tax regimes, the
scope (interms of the activities covered) of the 10% rate, and t herefore t he t ax
collected, is wider in Jersey than in either of the otherislands. T he UK indicated
informally when 0/ 10 was being desi gned t hat t he br eadth of the 10% band put

Jersey’s regime close to the edge of acce ptability, although in the event the Code
Group determined that it was compliant. T he scope for widening the 10% or 20%
band further may therefore be limited if 0/10 is to remain compliant.

In addition, introducing a profits tax at 10% or 20% that differentiated between
businesses with an active trading presence on the Island (such as all retailers,
restaurants, hotels and other non-financial service providers) and those that did not,
may result in 0/10 being considered harmful by the Code Group. It would likely no
longer be the case that the general rate of tax in the Island was considered to be 0%,
because the 0% rate would effectively be ring-fenced for companies with no active
trade in the Island, particularly in light of the EU C ommission’s comments in their
review of 0/10 in 2010/11.

At best, therefore, if the 10% or 20% band was to be extended, it could only be
extended to include one extra sector. Even then, it is not certain that such a limited
change would not adversely affect the 0% general rate of tax. The focus of this
review has been on the retail sector, as the most visible example of non-
Jersey owned companies trading in Jersey, but this could apply to any sector which
is currently taxed at 0%.

When the current company tax regime was being designed in the mid-2000s a key
factor was the ability of companies owned by non-residents to offset any company
tax suffered in Jersey against their domestic tax liabilities in the country of residence.
Of par ticular focus was the U K, as the m ajority of Je rsey’s overseas direct
investment co mes from there. A tthetime, t he UK only per mitted ov erseas tax
suffered to be offset against a company’s income if the tax was a similar tax on
profits to those operated in the UK. Jersey company income tax is such a similar tax,
so a UK-owned group would be able to credit Jersey tax suffered against its UK
liability on an y Jersey profits repatriated to the UK. A's the UK tax rate was much
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higher than Jersey rates, Jersey tax may not, in certain circumstances, have been an
additional cost for UK-headquartered groups.

Since the current company tax regime was introduced the UK has changed the way it
taxes companies with income arising overseas. T his is setoutin more detailin
Section 8.2. In many cases, that income will now not be taxed further in the UK. As
a result, any profits tax suffered in Jersey will be an additional cost of doing business
for that group. On the other hand, the overall tax rate on Jersey income would still be
lower than in the past. The extent to which this change in UK tax policy will affect
groups making decisions about setting up, or continuing, business in Jersey remains
to be seen. These new rules do not apply to all companies, and do not apply to UK
resident individuals who ar e still taxed on i ncome from Je rsey co mpanies inthe
normal way.

Other co untries will ha ve di fferent t ax r ules, and m ay t ax pr ofits derived by t heir
residents from Jersey differently. However, as a general principle, profits earned in
Jersey and pai d to a r esident of another country would normally be t axable in that
other country.

Extending the scope of the 10% or 20% bands may risk appearing like “scope creep”,
raising the spectre of further changes in the future. This would cause uncertainty for
businesses subject to the 0% rate but uncertain of whether they would come to be
taxed at a higher rate at some point. This uncertainty could be esp ecially damaging
where it affected businesses considering whether to come to Jersey and which felt
they could not accurately calculate the tax cost of doing business in the Island.

Affected population

The ch ange would be bet ter applied t o al | co mpanies in w hichever se ctor w as
identified a s appropriate for t he addi tional t ax, r egardless of ow nership, f or a
number of reasons.

Discrimination creates uncertainty and complexity in the tax law. It would also have
the effect of deterring inward investment by non -resident businesses affected by
any changes, as they would be uncompetitive compared to Jersey businesses.

The tax charged in Jersey would represent an additional cost of doing business in
Jersey for overseas shareholders of Jersey companies if they were unable to
obtain a domestic tax credit for Jersey tax suffered.

Dividends paid to Jersey resident shareholders would carry a tax credit equivalent
to the amount of Je rsey tax paid by t he co mpany, which would then be of fset
against the shareholder’s tax payable on receipt of the dividend. As a result there
would be no increase in the tax cost to locally owned businesses. However, cash
flow would be affected as under the current tax regime companies taxed at 0% can
choose to roll up profits in order to reinvest them. Since no tax is charged until the
profits are distributed, it is possible to defer the resulting tax liability for a short time,
thereby maximising the funds available for reinvestment. This deferral would no
longer be available if the company was taxed on its profits immediately.

Compliance with the Code of Conduct

8.4.10.1 Itis possible that a careful expansion of the 10% or 20% tax band may not affect

the compliance of the current company tax system with the Code of Conduct, as it
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would not involve the introduction of a new tax regime, merely the expansion of the
existing one.

However, it must be possible to demonstrate that the majority of companies doing
business in the Island are subject to the 0% rate.

At this time however, there is insufficient i nformation av ailable to be ce rtain t hat
extending the 10% or 20% bands would maintain the 0% general rate.

8.4.11 Economic impact

8.4.11.1

8.4.11.2

8.4.11.3

8.4.11.4

8.4.11.5

8.4.12

8.4.12.1

8.4.12.2

From an economic perspective, taxes on company income (i.e. profits) are normally
considered t o have ar elatively low level of distortion, as only co mpanies with
profits are subject to the tax. However in the short term, the retail sector is
currently under a great deal of pressure in the current economic climate and it must
be expected that increasing outgoings would have an i mpact on deci sions about
location and prices.

It se ems most | ikely t hat i ntroducing a posi tive r ate of taxont he pr ofits of
companies providing goods and services to the Jersey market would lead to those
companies increasing the prices they charge to Jersey residents. An increase in
inflation would be likely to follow, at least in the short term.

Although for some companies, decisions on pricing are taken on the basis of the
company’s level of pre-tax profits, an increase in the tax rate charged may be used
as a reason to increase prices, and thereby profits.

Many non-financial services se ctors h ave su ffered a decl ine in p rofitability. As a
result, the immediate potential revenue increase from introducing a t ax on profits
will not be significant. For example, taxing the retail sector at 10% could raise
additional revenue of approximately £5 million per annum (based on the most up to
date data available, the tax calculations for the 2008 year of assessment, based on
profits earned in 2007 a nd 2008). H owever, it should be not ed that profits have
declined acr oss all se ctors since 2007 /08 and therefore the likely t ax r evenues
could be substantially lower.

The potential for additional revenue would have to be weighed against the potential
impact on i nflation and em ploymentinthe currentclimate. Taxis acostto
business which business may seek to recover in some way, either from its
customers through i ncreasing its prices, or fromits employees through cu tting
wages or jobs.

Cost and complexity of administration

Extending t he sco pe oft he 10 % or20% taxbands would r equire affected
companies to prepare and file tax computations for the first time since 2010. In the
first year, this would require some additional work to calculate opening balances for
capital allowances, losses and provisions. However, the basis for calculating the
tax should be familiar to companies, having been operated by them until 2008.

Currently, it is very clear into what tax band companies fall. The 10% band
depends on the regulatory status of the company, enforced by the JFSC. U tility
companies in the 20% tax rate are again either named in the Income Tax Law or
regulated under various laws to carry on their activity, again with an enforcement
body, i nt his case the C hannel | slands Competition and R egulatory A uthority
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(CICRA), which has assumed the duties of the Jersey Competition and Regulatory
Authority (JCRA). C ompanies earning income from t he ex ploitation of land and
property in Jersey are also taxable at 20%, and it is quite clear what activities fall
within the scope of tax.

Extending the scope ofthe 10% or 20% bands to add another industry, and in
particular r estricting t hat to non-locally o wned co mpanies, would be m uch | ess
straightforward. Ta king t he r etail se ctor as an ex ample, m erely def ining t he
activities giving rise to the tax charge would be difficult. Many businesses whose
principal activity is the provision of services also sell goods, such as hairdressers,
garages and hotels. In order to ensure that companies which made only ancillary
supplies of goods were not affected by the change, the definition would have to be
complex. S ome of the simplicity of the tax sy stem which Jersey prides itself on
would thereby be lost as a result. This would be further complicated if local and
non-locally owned business were to be treated differently, not least in determining
what constitutes non-locally owned.

Some additional resource would be required by the Taxes Office in order to review
and administer the tax charged to a new industry.

Introducing a charge on all companies

If the aim is simply to raise revenues from a targeted portion of the taxpayer base,
this may be achieved through levying charges on companies based on the amount
of Island resources consumed, such as employees, floor space or value of property
occupied.

In t heory, t hese factors sh ould be ani ndicator o f the r elative st rength o f t he
companies affected — if all other factors were equal, a m ore pr ofitable business
might be ex pected to hire more staff or occupy more expensive premises than a
less profitable o ne — but i n practice, and par ticularly when co mparing di fferent
types of business, it is difficult to make this case. A start-up business may have no
choice but to invest in premises and staff in the expectation of operating at a loss
for some time before the business develops sufficiently to make a profit. Previously
profitable companies may become loss making for a period f or m any r easons.
Different types of business will have differing resource requirements, so a fulfiiment
company m ay need | arge s taff num bers and floor sp ace, w hile a m anagement
consultancy may require small premises and low numbers of staff to generate the
same return.

A more profitable business may use less inputs per unit of output. Anincrease in
the cost of those inputs is likely to be reflected in one or more of prices, wages or
businesses exiting from the market.

Affected population

Given t hat t he focus of t his review is on companies that do no t cu rrently pay
company income tax, it would appear reasonable that financial services companies
paying tax at 10% on their profits would be exempted from any additional charge.
However, as the finance sector employs the largest number of staff and occupies
some of the highest value property, excluding it must limit the amount of revenue
that could reasonably be expected to be raised through a charge.
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Similarly, utility companies and property development companies which are
already taxed at 20% on their profits would be expected to be excluded from the
charge, as would importers and distributors of hydrocarbons.

It could be possible to levy the charge on all companies and come up with a
mechanism for crediting it ag ainst t he i ncome tax | iability of those co mpanies
which pay tax at 10% or 20%, but this would be complex, and an unusual feature
of a normal tax regime. Itis considered preferable to keep a system like this as
simple as possible in order to minimise cost and administrative complexity.
This means that t he ad ditional r evenue would have t o be co ntributed by t he
remainder of businesses in Jersey.
Total private sector employment in June 2012 was 49,610, of whom 39,130 were
employed on a full-time basis and 10,480 part-time®;

Sector % of total private sector employment

Finance 25%

Wholesale and retail 17%

Hotels, restaurants and bars 13%

Construction 10%

Transport, storage and 6%

communication

Agriculture 5%

Manufacturing 2%

Electricity, gas and water 1%

Other business activities 22%

Private sector total 100%

Other bus iness ac tivities i nclude ed ucation, heal th and other s ervices ( private s ector) ( 13%),

computer and related activities (1%) and miscellaneous business activities (8%).

Gross value added per full time equivalent (FTE) employee by sector, excluding
public administration, f or 2010 (the m ost up t o dat e figures publ ished) was

estimated as follows':

18 “Jersey Labour Market at June 2012”, States of Jersey Statistics Unit, 3 October 2012:
http://www.gov.je/Government/Pages/StatesReports.aspx?ReportID=817
19 “Jersey Economic Trends 2011”, States of Jersey Statistics Unit, 14 December 2011:

http://www.gov.je/Government/JerseyWorld/StatisticsUnit/FactsFigures/Pages/JerseyEconomicTrend

sbooklet.aspx




8.5.4.7

Sector GVA per FTE employee | % of average across
£000 all sectors

Finance 118 186%
Electricity, gas and water 80 125%
Transport, storage and 68 108%
communication

Construction 51 80%
Manufacturing 47 74%
Wholesale and retail 36 56%
Agriculture 34 53%
Hotels, restaurants and bars 27 43%
Other business activities 46 73%
Average across all sectors 64 100%

Stripping out those sectors which are currently predominantly subject to tax at the
rate of either 10% or 20% leaves the following:
Sector GVA per FTE % of average % of total
employee GVA across all | private sector
£000 sectors employment
Transport, storage and 68 108% 6%
communication
Manufacturing 47 74% 3%
Wholesale and retail 36 56% 17%
Agriculture 34 53% 5%
Hotels, restaurants and 27 43% 13%
bars
Other business activities 46 73% 22%
Other activities taxed at 9%
00/020
Total n/a n/a 75%

% Some activities classed within the financial services and construction sectors will be subject to tax

at the rate of 0%, such as legal, accountancy and building trades. However, in many cases legal and
accountancy firms are established as partnerships and as such, their individual partners will be taxed
on their share of profits as part of their personal tax assessment.
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The transport, storage and communication category has been included because although it includes
States-owned ut ility pr oviders, t axed at 20 %, i ta Iso c ontains a pr oportion of pr ivate sector
undertakings subject to the 0% tax rate.

Excluding the sectors which currently pay tax from the scope of any charge would
restrict the tax base — the number of businesses subject to the charge — and the
amount of revenue which may be expected to be raised, even if it was considered
possible to charge all companies identically.

The charge would be applied to the less profitable sectors of Jersey’s economy.

Finally, it may not be desirable to increase the cost of production for exporters, so
the agriculture and tourism sectors may be removed from the scope of the charge.
This leaves the wholesale and retail sector. Levying charges on both wholesalers
and retailers would effectively mean that the charges would be felt more than once
through t he su pply ch ain and, for any level of charge, more revenue would be
raised. However, raising more revenue is likely to have a greater inflationary effect.
This may leave the retail sector as the most ap propriate sector to charge, if only
one sector was to be chosen.

Retail is the supply of goods to the public, as distinct from the wholesale se ctor
which supplies goods to other businesses, including retailers. However, a business
such as a hairdresser, garage or hotel may often sell goods to the public, but that
supply is ancillary to their main trade, which is providing services to the public. Any
attempt to come up with a narrow definition is likely to prove complex, and it may
not be i mmediately clear to certain types of business whether they fall within the
scope of the charge or not.

A key differentiating factor between charges and taxes is that charges are payable
regardless of whether a business makes a profit. As such, a charge is an absolute
fixed cost of doing business. This could act as a deterrent to new businesses
starting up in Jersey or those with low profits, where can result in the new or less
profitable businesses paying a higher price for each unit it produces or sells than its
competitors. The economic impact of this is explored in more detail below.

In order to minimise the disincentive for new businesses, it may be desirable to
incorporate a temporary exemption for new businesses, potentially phasing the full
effect of the charge in over a period of 3-5 years. T his would support the States’
economic policy to enco urage new business inthe | sland, but would havethe
downside of enco uraging “ churn”, w hereby thereis anincentiveto setupa
company, unwind it after a few years, then set up a new company to carry on
essentially the same business, with the intention of repeating the actionin a few
years’ time. Anti-avoidance rules would be required in order to prevent companies
from a ttempting to avoid the charge in this way. Again, this would addt o the
complexity of the system.

Compliance with the EU Code of Conduct

A charge is not a tax and therefore in theory should not be subject to the provisions
of the EU Code of Conduct on Business Taxation.

The deliberations of the Code Group are generally private so it can be difficult to
estimate how they will react to new proposals. However, some illumination is shed
by t he | ong-running co urt pr oceedings regarding t he tax r egime p roposed by
Gibraltar in the early 2000s and which has been discussed in more detail in Section
7.3 above. Because State aid proceedings are processed through the European
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court system, the arguments advanced are publicly available and can provide some
indication of the Commission’s thinking on the interpretation of the Code of
Conduct.

In light of that process, it is increasingly clear that the Code Group will look at all
elements of a tax system as a whole in order to assess whether the cumulative
effect of all taxes and charges in operation serves to advantage any one group of
businesses. This argument was advanced during the Code Group’s review of 0/10
during 2010/11.

In the Gibraltar case, the Gibraltar authorities had proposed to introduce a series of
taxes and ch arges, i ncluding ch arges based o n num bers of e mployees and a
charge calculated on the property occupied by businesses. They would not apply if
a co mpany did not m ake a p rofit and w ere al so su bjectto an upper capifa
company’s profits exceeded a certain level.

The courts held that the connection between the charges payable and a company’s
profits meant that the charges were in fact taxes on profits. They also found that
the cumulative effect of the charges was that only companies which carried on an
active business in Gibraltar were subject to those charges. The tax system as a
whole was therefore designed to give an advantage to offshore companies which
did not employ staff or occupy premises. As a result, the regime did not comply
with EU rules.

In order for a charge not to be considered to form part of the tax system therefore,
it cannot have any features of a tax. |t therefore cannot be linked to the level of a
company'’s profits.

A charge should not be seen to support the tax system or to form part of the tax
system. This can be achieved more easily if there is a policy objective behind the
charge other than a desire to selectively increase general revenues, it is not linked
to profitability and also if the level of the charge is low.

Economic impact

Each option considered has a different economic effect and these are discussed in
more det ail below. H owever, so me common messages arise. Firstly, a charge
which is not linked to profitability would be an absolute cost to business. If the level
ofthechargewas tobesetat suchar ate as toraise significant a mounts of
revenue, there is a strong risk that the charge would affect business decisions.

The charge would be likely to be passed on to Jersey residents in the form of
increased prices, thus creating inflationary pressures, or by depressing wages or
affecting employment.

The introduction of a new fixed cost of carrying on business in Jersey could be a
deterrent to new business in the Island.

Charges at low rates could be imposed without causing excessive damage, but the
amount of revenue collected may not justify the additional investment required in
order to establish and administer the charge.

A low charge may have less impact, but would not raise significant revenues.

Responsibility for collection and enforcement
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8.5.7.1 As any kind of charge would not be a tax, consideration would have to be given to
what ag ency would be most app ropriate to collectit. The Taxes Office is not
currently equipped to do so, and does not have the necessary knowledge to review
property or employment issues at this time. It may be that another body should
administer the charge, or that additional investment in the Taxes Office staff and
software would be required in order to administer the charge appropriately.

8.5.8 Specific types of charge considered:
8.5.9 Charge based on employment

8.5.9.1 Charging companies a fee based on the numbers employed has been considered
in the past, and one v ariation, the Regulation of U ndertakings and D evelopment
charge (RUDL charge) was originally put forward as part of the potential package
of measures to fill the “black hole” in public finances arising from the introduction of
0/10. Employers would be charged a fixed fee based on the number of staff they
employ.

8.5.9.2 Any business intending to carry on an activity in Jersey must currently apply to be
regulated under the Regulation of Undertakings Law 1973, and m ust also obtain
consent to employ staff. In practice, companies tend to apply for a greater number
of em ployment co nsents than they may have staffatany onet imeinorderto
ensure they have the flexibility to make hiring decisions without having to make a
new application every time.

8.5.9.3 Currently, no fees are payable for housing and employment consents issued under
the Regulation of Undertakings Law. However, this law is shortly to be replaced by
the new Control of Housing and Work Law 201-, which is intended to help to control
population | evels and to se cure housi ngan d w ork for peopl e w ith st rong
connections to Jersey. It is intended that the cost of administering that law will not
be met by taxpayers as at present, but through the introduction of a “user pays” fee
structure. | nadv ance of the new | aw co minginto force, the C hief Minister’s
Department has undertaken a review of what fees may be appropriate to charge in
respect of the people who come to live and work in Jersey?'.

8.5.9.4 Although this work has yet to be concluded, as at the time of writing (September
2012), the proposals relating to employment are as follows:

e To charge businesses that employ “licensed” employees (equivalent to a 1(1)(j)
housing co nsent under the current | aw) an annual fee of £200 per |icensed
employee

e No other changes are proposed for businesses on the basis that this co uld
affect the profitability and viability of some businesses, especially those with
smaller profit margins, or w here additional co sts could be passe don tothe
consumer resulting in inflation

e To charge individuals newly arriving in the Island a fee of £75, apart from those

who ar e “entitled” ( the eq uivalent of r esidentially q ualified under t he cu rrent

21 “R.70/2012 Population Office: Consultation on fees — fees that may be levied under the new Control
of Housing and Work (Jersey) Law 201-“, Chief Minister's Department, presented to the States 7 June
2012. http://www.gov.je/Government/Consultations/Pages/ImmigrationControlsLevyingFees.aspx
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rules) or “entitled to work” (equivalent to being locally qualified for work
purposes through having 5 years of residence in the Island).

To charge visiting contractors, traders and hawkers a licence fee that is to be
determined.

8.5.9.5 The White Paper acknowledges that “very modest” charges are unlikely to have a
material ef fect, w hich is al so t he finding o f t his review, al though t he m erits of
introducing a sm all charge and deal ing with the administrative i ssues associated
with collection of that charge are unclear.

8.5.9.6

8.5.9.7

Different ways of assessing the tax base exist. Employers could be charged on the
basis of any of the following:

RUDL licences. An early proposal was to charge companies based on the
number o fe mployment co nsents they hel dunder t he R egulation of
Undertakings Law 1973. This could g ive rise to ov erpayments because as
noted, companies may have permission to employ more individuals than they
have staff at any point in time. Notwithstanding that, this basis of charging
would beco me i mpractical following t he coming i nto force of the C ontrol o f
Housing and Work (Jersey) Law in the near future, as employers will no longer
be required to obtain permission to employ locally qualified staff.

Headcount. Under this basis, an employee who works for any length of time,
even for one hour per week, would be counted. It does not appear equitable to
charge a full fee in respect of a part-time employee. In addition, the nature of
the retail sectoris such thatitrelies heavily on the use of part-time staff, to
reflect the cyclical nature o fits trade. O ver one third o f the individuals
employed in the retail sector are employed on a part-time basis. Assessing the
charge on a headco unt basis would unduly punish this sector for its working
practices.

Full time equivalent (FTE) employees. This basis requires employers to
identify the number of full-time employees that could have been employed if the
total number of hours worked by part-time employees had been worked by full-
time employees as well. For example, if a busi ness has a standard working
week of 40 hour s, two employees each working twenty hours per week would
equal one f ull-time e quivalent em ployee. T his basis would appear to more
accurately r eflect the b enefit ob tained by an employer fromits staff, a nd
therefore would appear the most equitable basis for calculating an employment
charge.

It is difficult to suggest that a charge based on employment is anything less than a
tax on employment. This was one of the reasons why the original RUDL charge
was not pursued. Particularly given the current unemployment rates in Jersey, it
may be difficult to justify making it more expensive to hire staff. Care must also be
taken that any fees charged do not undermine the States strategic priorities.
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Example of revenues which could be raised through introducing a charge based on
numbers of full-time equivalent employees in the retail sector

Approximately 4,300 full-time equivalent employees work in the retail sector.
Assuming employment numbers did not change due to the introduction of the
charge, a fee at the following rates would raise the following revenues.

The five largest employers in the retail sector employ an average of 464 FTE
employees. The potential average revenue from these employers is as follows,
although for those with significantly higher numbers of employees than the average,
the cost to that company would be substantially higher.

Level of fee per Potential Potential average
employee revenue raised revenue from 5 largest
(retail only) retail sector employers
£50 £215,000 £23,200
£100 £430,000 £46,400
£500 £2,150,000 £232,000

8.5.10

8.5.10.1

8.5.10.2

8.5.10.3

8.5.10.4

Charge based on property occupied

Companies could be charged based on the amount of property they occupy. Under
this type of charge, companies would be charged a fixed amount based on the area
of property they occupied.

This would include:

e The retail space itself

e Any storage or administrative areas such as warehouses or offices

o Staff recreational spaces such as break rooms or designated smoking areas

e Inthe caseofapr opertyinm ultiple occu pation, sh ared facilities such as
staircases or entrance areas

e Car parking spaces for customer or staff use

e Any other land or premises controlled by the company.

For the most part, identifying the amount of space occupied by a company should
not present undue difficulty as the space occupied by most businesses would not
change often, although there may be a minor degree of complexity initially in

establishing the correct treatment of shared areas.

Companies would be e xpected t o pr ovide e vidence of the am ount o f pr operty
occupied. Inm ostcases itwould be ex pected t hatt his would be r easonably
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straight forward and companies could provide copies of lease agreements or title
deeds showing the area of the property. In cases of complexity or dispute, it may
be necessary to engage an independent surveyor.

There would be some requirement for the Taxes Office (or whatever agency was
responsible for enforcement of the charge) to ensure that the charge was being
correctly declared, but this would not be considered to require excessive resource.

A charge based on floor space cannot take into account the value of that property.
Retail companies in particular are limited in the extent to which they can reduce the
size of their premises to reflect changes in business activity. T he nature of much
retail act ivity will di ctatet he size of p remises required — asu permarket’s
requirements will be very different from those of a jeweller, for example and may be
disproportionate to profitability.

The charge would therefore be a fixed cost to the companies affected, which would
be likely to be passed on to Jersey residents in the form of increased prices or to
employees through dep ressing e mployment or wages. T he ar guments ag ainst
introducing a charge have been made above and are similar in this case.

No records are held which would allow any accurate assessment of the amount of
revenue that could be collected from charging retailers a fee based on the amount
of property occupied, as no authority in Jersey currently keeps that detailed level of
information.

Property value

Companies could be charged a fee based on the value of the property they occupy.
This would be similar to the current parish and Island rates system.

The economic impact would be similar to the other charges above.

No current valuation has been undertaken of Island properties for some time and
this would present difficulties with asse ssing and collecting the charge. Seethe
section on the deemed rental charge below for a further discussion of this.

However it is clear that this option would have a limited capacity to raise revenues.
Doubling the non-domestic element of the Island rate for example would only raise
approximately an additional £2 million, but since the intention would be to exclude
the finance sector which is likely to occupy some of the more valuable property in
the Island due toits concentration in St Helier, itis likely that the amount raised
would be far lower.

A full review of the way in which land and property is taxed in Jersey is due to be
undertaken over the next two to three years, which will review whether there are
other ways to raise revenues in this area. See Section 9 for more details.

Restricting input GST recovery
GST is ultimately a tax on the end consumers of goods and services. Although tax
is charged at each stage of production, suppliers of taxable goods and services are

entitled to reclaim any GST they incur in the course of producing or acquiring the
output they eventually sell on.
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Example: Flow-through of GST for registered businesses

A GST-registered carpenter buys wood for £10,500 (£10,000 plus £500 GST) and
uses it to build furniture which he then sells for £12,600 (£12,000 plus £600 GST).
The amount of GST which he must pass on to the States is as follows:

Output tax (GST charged on sales) £600
Input tax (GST paid on purchases) £500
Net tax payable £100

Ignoring other costs, the carpenter’s profit is therefore:

Sales (excluding GST) £12,000
Raw materials (excluding GST) £10,000
Net profit £2,000

GST has been designed in this way so as to minimise the inflationary effect of the
tax. B ecause GST can be r eclaimed at every stage of the production process, it
does not become a cost of production. Thus, the tax only “sticks” when it reaches
the ultimate consumer.

GST has also been designed so that domestic producers and suppliers are not at a
competitive disadvantage when selling to the Jersey consumer, when compared to
imported goods and services. G ST atthe same rate is payable when goods and
services are supplied in Jersey, and when they are imported from overseas.

Not all businesses are entitled to recover the input tax they suffer and are therefore
themselves treated as the end consumer for the purposes of GST. The GST “sticks”
with that business and cannot be passed on any further. In practice, additional cost
is rarely suffered by a business in the long term but passed on to customers through
increased prices, to employees through lower wages and t o shareholders as lower
dividends or other returns on their investment.

A busi ness which is not r egistered for GST ca nnot r ecoverinputtax. N orcan
businesses which ca rry on ce rtaint ypes of activities and ar e pr evented from
recovering the input tax su ffered in connection with that activity. T hese so-called
“‘exempt” activities include the provision of insurance, postal services and many
financial services activities.

A business which makes a mixture of exempt and taxable supplies may register for
GST. If so, it may recover input tax connected with the taxable supplies only (subject
to a de minimis), and none incurred in connection with its exempt activities.

Consideration has been given to extending this restriction of input tax recovery to all
GST-registered companies, thereby effectively applying a charge to the business. A
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fixed per centage of all i nput tax related to taxable act ivities would be t reated as
irrecoverable.

Example: The impact of restricting recovery of input GST

A GST-registered carpenter buys wood for £10,500 (£10,000 plus £500 GST) and
uses it to build furniture which he then sells for £12,600 (£12,000 plus £600 GST).
Assuming he may recover 80% of input tax, the amount of GST which he must pass
on to the States is as follows:

Output tax (GST charged on sales) £600
Input tax recovered (GST paid on purchases) (£500 @ 80%) £400
Net tax payable £200
Of which:

Irrecoverable input tax (£500 - £400) £100

Ignoring other costs, the carpenter’s profit is therefore:

Sales (excluding GST) £12,000
Raw materials (excluding GST) £10,000
Irrecoverable input tax suffered £100
Net profit £1,900

In order to achieve the same level of profit, the carpenter must either increase his
prices or reduce costs in other ways.

Affected population

Only busi nesses which are r egistered for GST ar e entitled to recover the G ST
which they incurin the course of their business. N on-registered businesses are
treated in the same way as any other consumer, i.e. as the “end user” of the goods
or services involved and unable to directly pass the tax on any further. In practice,
non-registered businesses will typically seek to pass the cost of the GST they incur
on to their customers through increased prices.

Businesses which are not registered for GST would not be directly affected by the
proposal to limit the recovery of input tax. A business may be in this position either
because it does not make taxable supplies and is therefore unable to register, or
because the value of the supplies it does make is below the £300,000 threshold
above which busi nesses arer equiredt or egister,andi tha s notv oluntarily
registered.

However, non-registered businesses would see their cost base increase, as their
own suppliers increased prices to reflect their reduced ability to recover GST. This
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increase would most likely be passed on to Jersey customers in the form of higher
prices.

Economic impact

The impact of restricting the ability to recover input GST paid would be very similar
to that of increasing the rate of GST. Jersey producers and suppliers would
experience an increase in their cost of production. This increased cost would be
passed on to customers, most likely in the form of increased prices. An increase in
inflation would be likely, at least in the short term.

The second impact would be that suppliers which were able to provide a number of
steps in the supply chain “in house” would be at a competitive advantage to
suppliers who wereno t. Few erlinks inasu pplych ain would r educet he
opportunities for G ST to be | ost. B usinesses which were not inap ositionto
undertake more than one activity could therefore see their costs increasing more
than those with the ability to perform multiple activities. This could also act as a
disincentive to new businesses to enter the market, restricting competition.

Impact on exporters and international competitiveness, including financial services
providers

Much of Je rsey’s economy, andi n par ticulart hat parto fitderivedfromthe
provision of financial services, is derived from non-residents. While designing the
GST sy stem, it was considered i mportant to p rotect ex port industries from the
effect of GST, so that Jersey’s ability to sell goods and services outside the Island
was unaffected. For most business sectors, this has been achieved through the
inclusion in the GST (Jersey) Law 2007 of a provision which ensures that goods or
services sold outside the Island are treated as taxable but are not subject to GST.

For the financial services industry, although many of their customers are outside
Jersey, the services provided are generally provided in Jersey and often in respect
of an entity which “belongs” (in the GST sense) in Jersey, such as a Jersey trust,
company or foundation. In that circumstance, the general provision for exported
services does not apply, because the immediate “user” of the services is in Jersey,
albeit that the beneficial owner has no connection with the Island. The desire not to
impose addi tional co st on ex ported se rvices| edt ot he dev elopmento f the
International S ervices Company ( ISE) r egime, w hereby a co mpany which is
involved in the financial services sector may opt to pay a single annual fee in return
for not having to pay GST on its purchases. This also reflects the desire that the
financial services industry should contribute to overall GST revenues.

As ISEs do not su ffer input G ST, t hey w ould not be di rectly af fected by t he
proposal to restrict recovery of GST, although their suppliers would be expected to
increase t heirch argesi nr esponse to their owni nput G ST r ecovery bei ng
restricted.

ISEs can be di vided into three broad categories. The overwhelming m ajority of
ISEs (approximately 30,000 out of a total of 32,000) are clients of the financial
services industry. These pay a relatively low fee (£200 per annum), which reflects
the limited connection these companies have with the Island, although cumulatively
this sector makes the greatest single contribution to overall ISE revenues. These
clients form the basis of the financial services industry in the Island. This is an
extremely competitive area, one in which Jersey has many competitors both close
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at hand and , i ncreasingly, m ore geographically distant. |tis importantthattax
measures do not inhibit the ability of Jersey businesses to compete in this key
area. The level of the basic ISE fee has been set in an attempt to ensure that the
fixed costs of being established in Jersey are set at a similar level, or just below our
key competitors. One of the principal aims of this review, and of the 0/10 regime in
general, w as the p rotection of this vital part of Je rsey’s economy. It therefore
follows that measures intended to raise additional revenues from non-financial
services companies are not intended to apply to the client sector.

The se cond br oad class of ISE are the providers of financial se rvices such as
banks, t rust co mpanies and f und ad ministrators. M ost of these co mpanies are
subject to income tax at the 10% rate applicable to financial services companies.
Given that these companies are already contributing directly to Jersey’s revenues,
it is considered desirable that they would not be affected by an additional revenue-
raising measure at this time. On that basis, the restriction of input GST would
partly meet this goal, though the businesses could see an increase in the cost of
their own purchases as their suppliers increased their costs to reflect the reduced
recoverability of their own GST.

While ex ported se rvices provided b y t he f inancial se rvices industry would be
somewhat protected from the impact of the overall restriction in input GST, through
the operation of the ISE regime, other exporters of goods or services would not be
in the sa me position. R estricting i nput t ax r ecovery would m ake ex ports more
expensive as their cost of production rose, which is not the intention of this review.

Increasing the tax burden on businesses, particularly export businesses, will make
it more difficult to diversify the Island’s economy away from its traditional financial
services base.

It could be possi ble to provide that export activities were protected from the new

measure, but this could become complicated to administer for both businesses and
government.
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Example: impact of protecting export activities from the GST recovery restriction

A farming business sells 80% of its produce to wholesalers in the UK and 20% to
customers in Jersey. The business incurs costs of £25,000 (£25,000 plus £1,250
GST).

Currently the business can recover the entire £1,250 input tax as all of the supplies
it makes are subject to GST (albeit at the rate of 0% in respect of the exported
products).

If the percentage of input tax recovery is limited to 80%, the business can recover
£1,000 and the remaining £250 is an additional cost.

If the percentage of input tax recovery is limited to 80% but supplies made in Jersey
are excluded, the business may recover:

Input GST attributable to supplies in Jersey only (£1,250 x 20%) £250
Limited to 80% recovery £200
Input GST attributable to exported supplies (£1,250 x 80%) £1,000
Net GST recoverable £1,200
Irrecoverable GST £50
8.6.10.9 The third broad class of ISE is very much in the minority, making up less than a

third of one percent of the total number of ISEs. These are non-financial services
businesses which are predominantly or exclusively exporters of goods or
services, or which only make supplies to other ISEs, or which act as passive
asset holding vehicles and make no supplies. They may be used by providers of
services to broader groups, such as back-office accounting and payroll functions.
Although there may be some scope to increase the overall contribution to States’
revenues from so me o f these companies, the ISEr egime is not suitedt o
achieving this. This does mean that companies which were not originally
intended to benefit from the ISE regime will continue to benefit, while also being
able to use the ISE regime to avoid making the additional contribution expected
from other businesses. Although currently the number of companies availing of
this treatment is low, there is a risk that restricting input tax recovery more
generally will result in more companies which meet the qualifying criteria for ISE
status obtaining it, and thereby reducing the efficacy of the reform.

8.6.10.10 This is considered to be a si gnificant di sadvantage t o the i ntroduction o f a

8.6.11

8.6.11.1

restriction on the recovery of input GST by registered businesses in general.
Cost and complexity of administration
Another argument against this system is that it would be co mplicated to set up

and administer for both businesses and for the Taxes Office. The complexity of
the VAT system is frequently flagged as the single biggest difficulty for small and
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medium businesses in the UK. The designers of Jersey’'s GST were keen to
protect sm all busi nesses from t his as much as possible, t hrough se tting t he
threshold above which a business must register for GST as one of the highest in
the world (at £300,000 of taxable supplies in a year compared with £77,000 in the
UK for 2012) and minimising the number of exemptions and reliefs available, all
of which add complexity for the retailer or service provider.

Currently, the GST-registered business acts as the collection agent for GST on
behalf of the Taxes Office. Although the onus of collecting the tax rests with the
business, the liability is not that of the business (with the exception of partially
exempt businesses registered for GST). There is little incentive for a business to
incorrectly complete its GST return, but this position changes where a c ompany
is required t o e ffectively assess howm ucht ax itsh ould payon its own
expenditure.

When G ST w as introduced, g overnment w as anxious to ensu re t hat Je rsey
businesses should not be put at a competitive disadvantage. The concern was
that busi nesses might c hoose to buy their goods and se rvices from o verseas
rather than from Jersey providers, and t hereby both avoid GST and put Jersey
businesses ataco mpetitive di sadvantage. T he GST (Jersey) Law 2007

therefore includes a provision which requires businesses to account for GST on
the purchase of imported services as though the business had both provided and
acquired the item.

Example: Impact of the self-supply rules

XYZ Limited, a GST-registered company which makes fully taxable supplies,
buys online IT support services from a UK company for £20,000. Its GST
account is as follows:

Notional output tax on sales (£20,000 @ 5%) £1,000
Notional input tax on purchases (£20,000 @ 5%) £1,000
Net tax payable £0

For most G ST-registered businesses, the self-supply rules (also referred to as
the reverse charge rules) have little impact. A business that makes 100% taxable
supplies may recover 100% of any input tax it suffers, so the entry is a booking
keeping one only and does not have any financial implications.

Partially exempt businesses however may not recover all the input tax they
suffer, and therefore these businesses must account for GST on the purchases
they make outside Jersey. Under a partial recovery system of input tax, all GST-
registered businesses would be in this position and their costs would increase in
relation to imported purchases as well as though supplied in Jersey.
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Example: Interaction of the partial recovery and self-supply rules

In the previous example, assuming that the rate of input tax recovery was limited
to 90%, XYZ Limited's GST account would be as follows:

Notional output tax on sales (£20,000 @ 5%) £1,000
Notional input tax on purchases (£20,000 @ 5%) restricted to 90% £900
Net tax payable £100

One of the aims of the GST regime is for it to be as simple as possible in order to
minimise t he e ffort i nvolved i n adm inistering it. C reating ano ther | evel of
complication w ould un derminet his principle. T his is not,i ni tself, an
insurmountable obstacle. However, once this step has been taken it will be very
difficult to resist making further changes to the GST system in response to future
calls to do so.

The rate of compliance with the GST rules is exceptionally high in Jersey, in part
due t o co nscious decisions made du ring the designofthe tax toensureits
simplicity in order to encourage compliance. H owever, restricting the ability of
companies to recover input tax will act as a greater incentive to under- or miss-
declare the true extent of activity. The Taxes Office would require more
manpower and resources in order to police the regime effectively and to ensure
compliance.

GST as a medium for achieving social policy aims

Finally, consideration must be given to the importance of maintaining the integrity
and internal logic of the GST system. GST is a tax on the consumption of goods
and services in Jersey. The States has consciously attempted not to use it for
other purposes, such as for example achieving social aims — in the UK for
example, some products are subject to lower rates of tax on the basis that
reducing the tax rate might encourage consumers to make healthier choices, or
that some choices are more expensive which will encourage consumers to make
the more efficient choice. The extent to which the tax system is an efficient way
of ach ieving so cial aims is at best debatable, and m odern eco nomic thinking
suggests that it is both more equitable and more efficient to give targeted relief
for example through the benefits system to those who would best benefit, rather
than providing a blanket exemption across the board.

Although it is not the place of this report to debate the relative merits of charging
GST on food, itis an example of where government policies differ. E veryone
buying basic foodstuffs in the UK benefits from the fact that food is not subject to
VAT there, regardless of whether they could afford to pay that VAT. In Jersey,
the revenue earned through taxing food is passed to those who can least afford
the tax through income support and the GST food allowance, and those who can
pay do so.

This is relevant to a discussion of the relative merits of using the GST system to
achieve another social aim, namely collecting more revenue from companies.
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The extent to which the States is content to use the GST system to achieve an
aim outside its original intention is one which must be settled by them alone.
However, it is clear from the experience of other countries and other tax systems
that once the internal logic of a tax regime has been muddied, it is inevitable that
the regime will become more complicated to administer, that future changes will
be more | ikely t o hav e uni ntended co nsequences, and there willbe al oss of
flexibility.

Revenue raising

It is considered that it would be impossible to quantify the amount of revenue that
could be raised from this measure, because the amount of revenue raised would
depend to a large extent on the number of transactions in a supply chain before
the good or service reached the end customer. Businesses that could do so
would be enco uraged to reduce the number of steps in their supply chains, and
thereby reduce the input GST lost.

Estimates of revenue raising ability are also imprecise because, currently, fully
taxable businesses are not required to disclose details of imported goods and
services they acquire, as this does not affect their GST liability.

Additionally, i tis not cu rrently possi ble t o i dentify w hatinputtaxis linked to
supplies of exported goods and services, and therefore estimate how exempting
that activity from the input tax restriction would affect revenues.

In any GST or VAT system, there is a certain amount of incentive for businesses
not to declare all of the sales they make and to keep the tax they collect instead
of paying itto the Taxes Office. | ncreasing the complexity of the GST system
may increase the temptation for a minority of businesses to engage in abusive
behaviour. Withar eductiono fr ecoverable G ST on pur chases butt he
expectationo f full G STonsa les, t hei nclination for busi nesses toom it
purchases, and as a consequence sales from their records would increase. If
unchecked, the effect of such behaviour would overall reduce the GST declared
by these businesses and necessitate the deployment of additional resources and
counter measures.

Finally, penalising GST-registered businesses in this way would be expected to
reduce the number of businesses which have voluntarily registered for GST
despite their taxable turnover being below the £300,000 compulsory registration
threshold, and this would have an impact on revenue capacity.

Compliance with the Code of Conduct

The Code applies to taxes on business profits. GST is a tax on the consumption
of goods and services and as such, would normally be ex pected to fall outside
the scope of the Code. However, the Code does look at the effect of all taxes in
a territory in order to establish whether the combined effect of the regime as a
whole can be considered to give rise to harmful effects.

Currently, GST operates ina way which is very similar to the way that the UK
VAT regime does. GST is not generally suffered by businesses, only those which
carry on exempt or partially exempt activities, or those which are not registered
for the tax. The role of business is technically that of agent of the Taxes Office,
rather than taxpayer in its own right.
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Restricting t he abi lity of busi nesses to recover input G ST would i ncrease t he
range of companies which are subject to GST. If GST became a mechanism for
raising revenues from companies, it could be subject to the same scrutiny as any
other measure to raise taxes from companies.

Because the Code Group has never reviewed an indirect tax measure under the
Code, it is difficult to say with any certainty what the result of a review would be.

Other measures previously advanced and reconsidered
Tax on deemed rental income

This measure was originally proposed by Jurat P.G. Blampied during the initial
design process of 0/10. Recognising that companies which rent the properties
through which they trade are making a tax contribution (in that the rental income
is taxable at 20% in the hands of the landlords), the proposal was for companies
which occu pied pr operties which t hey t hemselves ownedto bet axed onthe
notional rental value of those properties; i.e. the rent which they would have to
pay in order to occupy the premises.

Atthe time when t he deemed r ental t ax w as bei ng co nsidered, the deemed
distribution rules were also in force, meaning that Jersey resident individuals who
owned shares in Jersey companies would be taxed on undistributed profits of the
company. | twas considered that this gave an un fair advantage to companies
owned by non-residents, as their shareholders would not be taxed on profits as
they arose, but only when they were distributed and then according to the rules in
force in their home jurisdictions.

The deviser of the deemed rental tax considered that taxing companies owned by
non-residents would remove some of the inequity caused by the operation of the
deemed di stribution r ules, bec ause so me co mpanies owned b y non -residents
would contribute directly to Jersey’s company tax revenues.

In light of concerns that the deemed rental tax could be economically damaging,
it was deci ded that t he m aximum amount of tax payable by any co mpany in
respect of any one year of asse ssment would be capped at the | evel of the
company’s profits in the same period.

The proposal was considered in some detail in the early and mid-2000’s.
Economic analysis was under taken by O xera®?, a public consultation ex ercise
was undertaken, draft legislation was lodged with the States and a review was
undertaken by the Corporate Services Scrutiny Panel. In part due to the findings
of the Scrutiny Panel, a decision was taken not to pursue the law at that time. As
a result, the draft legislation which would have created the deemed rental tax was
withdrawn and not debated by the States.

The findings of the Scrutiny panel®®, together with the response of the Minister for
Treasury and Resources® were as follows:

2 “What is the economic and distributional impact of an owner-occupied immovable property tax?”,
Oxera, 22 May 2007

3 “SR2/2009: Deemed rent (P. 161/2008)”, Corporate Services Scrutiny Panel, 23 March 2009,
http://www.scrutiny.gov.je/Pages/Review.aspx?Reviewld=67

24 “Corporate Services Scrutiny Panel: Deemed rent (P.161/2008) (S.R.2/2009) — Response of the
Minister for Treasury and Resources”, 13 July 2009
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No.

Scrutiny panel key finding

Original ministerial response

Proposal i ncreases
administrative bur den o n so me
companies.

This is acce pted. The co mpanies
affected will have to obtain valuations
on a three yearly basis and submit
these t o t he C omptroller of | ncome
Tax, al ongw itht rading a ccounts,
although that is balanced by the fact
that they w illnol| onger pay t ax at
20% on these trading profits.

The D epartment appears not to
have ar obustr ecord of
companies toappl yt he
‘Deemed Rent'.

This is also accepted. T here are no
requirements for the companies that
will be affected by the ‘Deemed Rent’
to cu rrently m ake a formal r eturn of
the properties they ownin Jerseyto
the Department. However,
preliminaryi ndications of the
properties owned by these
companies was obtainedt hrough
some r esearch under takena tS t.
Helier Town Hall.

Parish R ates are unsu itable t o
obtain ownership information.

It is agreed that the Parish Rates
records are out of date insofar as
obtaining cu rrentand upt oda te
records o fr ental market v alue ar e
concerned. They also appear to be
unreliablei ndet erminingw hat
properties are act uallyo wned in
Jersey by these non-finance non
Jersey owned companies.

There have been insufficiently
robust investigations to establish
yield.

This is an unjust criticism as there are
no r eliable r ecords availablet ot he
Department to establish yield. Indeed,
the Department has no legal means
to obtain evidence as to which of the
companies that may be affected owns
what properties in Jersey.

Without a robust estimate of the
likely yield, we do not know how
far the legislation goes to satisfy
equity obj ectives between | ocal
companies and f oreign
companies. The legislation will
also create new inequities
between f oreign co mpanies
themselves but without evidence
as to what proportion own their
own premises we do n ot know
how widespread those inequities
will be.

This is accepted.

The di fficulty i n obt aining an

This is accepted as there are no
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8.7.1.7

8.7.1.8

8.7.1.9

8.7.1.10

offset against UK tax could be a | means available to the Department to
significant disincentive to trading | obtain this evidence.

in Jersey. The Treasury has not
obtained evidence of how many
companies wouldhav et o
reorganise their groups to obtain
ano ffset,orwhatthecostof
doing so would be.

7. Anti-avoidance measures are | Whilst therea rest rongan ti-
contained w ithint he d raft | aw | avoidance provisions in the Law itis

but several commentators still | the co nsidered opi nionof t he
believe that it will be possible to | COMPtroller ~of ~Income Tax that

. professionals andot hers  will
avoid the tax.

challenge him and that there is likely
to be considerable administrative and
compliance bur dens ont he | ncome
Tax office in arguing and attempting
tor ebuff these ch allenges. On
balance, itis likelyt hatt he ov erall
cost of compliance will be
considerable and may outweigh the
additional tax collected.

8. Evasionof t axi s a criminal | This is correct. Tax ev asion no w
activity dealt with by the Income | carries a maximum prison sentence
Tax (Jersey) Law. of 15 years.

[Key findings 9 — 12 relate to a separate matter and have not been reproduced]

13. There ar e manpower and co st | This is accepted.
implications to this proposal.

14. Therei s noM inisterial | It is accepted that there are concerns
confidence in this proposition. about this proposition.

As part of this exercise, the original deem ed rental tax proposals have been r e-
examined in light of the developed understanding of the criteria of the EU Code of
Conduct Group in that time.

The following issues were identified:

A non-Jersey resident shareholder (company or individual) would be unlikely to be
able to obtain relief for tax on deemed rental income paid in Jersey when they
received t he i ncome i n t heir ho me territory. The tax pay able i n Je rsey w ould
therefore become an additional cost of doing business in the Island.

In order to mitigate the economic damage from introducing a deemed rental tax, it
was proposed that the level of the tax should be linked to profitability. A company
would pay based on the lower of its deemed rental income or its profitability, so if a
company had deem ed rental income of £50,000 and pr ofits of £30,000, it would
pay its deemed rental tax based on the profits of £30,000. A company making a
loss would not be liable to the tax. Gibraltar had announced a similar tax regime in
the early 2000s as part of a package of measures intended to respond to criticisms
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8.7.1.12

8.7.1.13

8.7.1.14

8.7.1.15

8.7.1.16

8.7.1.17

of its company tax regime by the EU Code Group. T his was challenged by the
European C ommission albeit under the State aid r ules rather t han t hrough the
Code Group process. A final ruling has now been handed dow n by the European
Court of Justice?® which makes it clear that a tax on property occupation which is
linked to profitability is a tax on pr ofits. This is relevant because increasing the
numbers of companies subject to tax in Jersey will raise questions over w hether
0% is the general rate of tax applied in the Island. T his in turn makes it more
difficult to i dentify the a ppropriate rate of tax and def end the basis on which the
Island carries out tax reform.

One concern raised when the deemed rental tax was first proposed, and identified
as such by the Scrutiny review in 2009, was that the deemed rental tax would not
be considered to be an “equivalent tax” by the UK tax authorities. Double tax relief
for ov erseas tax sufferedis only given bythe UK aut horities wherethe taxis
considered to be equivalent to a UK tax on income. Despite linking the tax to
profits, it is unlikely that the deemed rental tax would be considered to be
sufficiently similar to a tax on profits to be acceptable for UK purposes.

The economic advice obtained from when the deemed rental provisions were being
developed indicated that this lack of creditability meant that the deemed rental tax
would be an absolute cost for companies looking to do business in Jersey. This
risked damaging Jersey’s competitiveness and ability to attract new business.

As previously mentioned, since the original law was lodged in 2009, the UK has
changed the way in which it taxes UK companies on profits arising overseas. T his
means that in certain circumstances a UK company will no longer pay tax in the UK
on dividends itreceives from an overseas subsidiary, or on profits earned by a
branch in another jurisdiction. T he position for individuals is unchanged, so a UK
resident individual who owns shares in a Jersey company will not receive any relief
for ov erseas tax su ffered and will be | iabletotaxinfull onan y distributions
received.

Despite the change in the UK practice regarding overseas profits, the economic
analysis that the deemed rental tax would be economically damaging remains true.
It would add an additional layer of cost to operating in Jersey which has the
potential to deter new investment, and to act as a br ake on existing businesses,
although less so than a charge not linked to profits.

Discriminating between local and non-locally owned companies could affect inward
investment.

In addition, many of the original concerns with the deemed rental proposal continue
to be relevant.

It was originally intended that the dee med rental provisions should only apply to
companies not subject to tax at 10% as financial services companies or 20% as
utility companies. This was meant to ensure that companies which were already
paying a positive rate of tax on t heir profits would not be s ubject to additional tax,

?® Joined Cases C-109/09 P and C-107/09 P; European Commission v Government of Gibraltar,
United Kingdom of Great Britain and Northern Ireland, Kingdom of Spain, Kingdom of Spain v
European Commission, Government of Gibraltar, United Kingdom of Great Britain and Northern
Ireland [unreported decision of the ECJ, 23 November 2011]. The judgement may be accessed at:
http://curia.europa.eul/juris/document/document.jsf?docid=114241&mode=req&pagelndex=1&dir=&oc
c=firstpart=1&text=&doclang=EN&cid=504575
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and in particular, additional tax not based on profitability. The deemed rental tax
was only based on pr ofitability to the extent that the company’s profits were lower
than the tax; where profits were higher, the dee med rental tax would b ecome a
fixed cost of operation for that business.

Concerns were r aised regarding t he m ethod o f est ablishing an app ropriate tax
base for the deemed rental tax, i.e. identifying the market rental value of an owner-
occupied property. T hereis currently no ce ntral r egister o f pr operty v alues in
Jersey. The closest to this is the information held by each of the parishes and used
bythemto setand collectr ates annually. H owever, t his informationi s not
frequently updated and valuations are performed by volunteer rates assessors
who, w hile e xceedingly conscientious, ar e not pr ofessional v aluers and did not
welcome the responsibility of establishing notional rental values for the purposes of
calculating the deemed rental tax. In order to facilitate this, the original deemed
rental proposition proposed that owner/occupiers should be required to obtain a
professional v aluation of t heir pr operty be fore the deem ed rental tax c ame into
effect, and then at intervals of three years obtain an updated valuation.

In turn, industry representatives were co ncerned that the cost of obtaining
professional valuations every three years would be excessive. Companies would
also be required to prepare and submit calculations of their taxable income
because of t he co nnection with t he co mpany’s profitability. T his in turn would
require resourcing from the Taxes Office to review and potentially investigate the
tax di sclosure made. The S crutiny r eport su ggested that the a mount o f ef fort
involved would be disproportionate to the amount of revenue likely to be raised
from the measure.

The amount of revenue likely to be r aised through the adoption of this m easure
continues to be difficult to quantify, as insufficient records of property ownership are
held by the States. A Ithough some details are held by the parishes in order to
assess rates, it is acknowledged that these are not guaranteed to be up to date.

In conclusion, many of the points raised by the Scrutiny panel in its review in 2008
remain v alid today, particularly those relating to the difficulties in assessing and
collecting the tax. Since then, other factors have become clearer which make this
option less attractive. The economic impact of imposing a tax based on property
values would be likely to translate to a reduction in property prices in the long term,
and in the shorter term to a reduction in wages or employment, or increased prices
for consumers. For all of these reasons, a tax based on deem ed rental values is
not recommended at this time.

8.7.2 Community charge

8.7.2.1

8.7.2.2

8.7.2.3

Some form of “community charge” has been proposed in the past. This would be a
tax on the profits of companies which employ staff and occupy premises in Jersey,
and could be desi gned in such a w ay that the charge only applied to companies
with a certain level of profits, staff or premises.

Although described as a charge, this would be considered a tax as it would be
calculated based on the amount of a company’s profits. Introducing another tax on
companies to run alongside 0/10 would be unlikely to be acceptable to the EU
Code Group.

The 0/10 regime has been designed in such a way that the general rate of tax paid
by the m ajority of companies inthe Islandis 0%. T his includes the majority of
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companies carrying on active businesses here. |f some of these companies were
to be subject to a higher rate of tax due to the operation of the community charge, it
would become more difficult to defend 0% as the general rate.
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9. PROPERTY TAXES
9.1 The principles

9.1.1 Inrecent years, as tax rates have generally fallen, focus has moved away from taxing
income in favour of taxing consumption. In that environment, renewed consideration
has been given to the options for raising revenues through the taxation of land and
property.

9.1.2 Onthe positive side, itis considered difficult to avoid tax on | and, as unlike other
assets, it is not possible to remove land from a jurisdiction in order to avoid paying
tax on it there.

9.1.3 Thereis also an ar gument that | and r epresents a sca rce resource, and ch arging
taxes on it is another form of consumption tax.

9.1.4 On the other hand, a tax based on the value of an asset instead of income cannot
reflect t he abi lity of the owners to pay the tax. There are many reasons why a
particular taxpayer may have a valuable asset but without a substantial income

9.1.5 The introduction of taxes or charges based on property usage is also likely to affect
the value of those properties, at least in the short term. This is discussed in more
detail in the section on i ntroducing a ch arge based on pr operty value or usage in
Section 8 above.

9.2 The Mirlees Review

9.2.1 In 2011, the Institute for Fiscal Studies published the results of a long-running review
into the UK tax system, known as the Mirlees Review after its chair, the economist
Professor Sir James Mirlees.

9.2.2 The Mirlees Review considered the characteristics that would make for a good tax
system in an open economy in the twenty-first century. It also made suggestions for
how the British tax system in particular might be reformed to move closer to the ideal.
The intention of the review was to examine the tax system more broadly and from a
global perspective as well as a British one?.

9.2.3 Mirlees considered that the question of the taxation of land should be re-examined.
He felt that there were economic arguments in favour:

e Taxing land ownership is equivalent to taxing an economic rent — to do so does
not discourage any desirable activity.

e Land is not a produced input; its supply is fixed and cannot be affected by the
introduction of a tax. With the same amount of land available, people would not
be willing to pay any more for it than before, so (the present value of) a land
value tax (LVT) would be reflected one-for-one in a lower price of land.

e Owners of land on the day such a tax is announced would suffer a windfall loss
as the value of their asset was reduced. But this windfall loss is the only effect of

the tax: the incentive to buy, develop, or use land would not change. Economic
activity that was previously worthwhile remains worthwhile.

% hitp://www.ifs.org.uk/mirrleesReview/about
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e Moreover, a tax on land value would also capture the benefits accruing to
landowners from external developments rather than their own efforts?’.

9.3 Property usage in Jersey

9.3.1 Property is lightly taxed in Jersey. Taxis due onincome from property ownership
and property is subject to domestic and commercial rates. Given the focus towards
consumption tax and the relative efficiency of property tax, further work will be done
on this area.

9.3.2 The review will focus on the different types of property use and exploitation in Jersey.
9.3.3 Rental activity

9.3.3.1Income earned from renting out property in Jersey is subject to tax at 20%,
regardless of whether the landlord is an individual or a co mpany, resident or non-
resident.

9.3.3.2 However, there are a number of reliefs that are available to landlords, which can be
used to reduce the tax liability arising. T hese reliefs include the ability to claim a
deduction f or interest p aid i n co nnection with loans taken out t o pu rchaset he
property, and capital allowances on fixed assets provided with the property.

9.3.3.3 It is intended to undertake a review of the scale of the reliefs available to landlords, in
particular in relation to the av ailability of interest relief as itis felt that thereis an
opportunity for landlords, particularly corporate landlords, to claim relief for excessive
amounts of interest paid.

9.3.3.4 This review is intended to ensure that landlords pay the tax that is properly due.
9.3.4 Property development activity

9.3.4.1 Profits from the commercial development of land and buildings in Jersey is taxed at
the rate of 20%. This rate applies equally to companies and to individuals.

9.3.4.2 However, where a land owner does not directly develop the property, but merely sells
it f or dev elopment, tax does not always arise. T his is because Je rsey does not
currently oper ate a sy stem of taxing ca pital gains, i.e. gains that arise from t he
increase in value of an asset. If a farmer for example sells a field for development,
then in some circumstances, the gain on the increase in the value of that land may
not be subject to income tax.

9.3.4.3 As committed in the response to P. 147/2011 “Land development tax or equivalent
mechanisms”, further work is to be done on considering ways of taxing landowners
on increases in value of land sold for development purposes.

9.3.4.4 However, merely taxing landowners on the increase in the potential value of their
property — before itis sold — could put landowners in a di fficult financial position if
they do not have the funds to pay a tax charge on an unrealised gain.

9.3.4.5 An initial review undertaken by Oxera in 2008 indicated that the extra cost of the tax
would be likelyt o be borne by | andowners and not passedoni ntheformof

T hitp://www.ifs.org.uk/mirrleesReview/design
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9.35

increased property prices. H owever, other factors will al so i nfluence the eventual
price of new properties released to the public.

Property usage

9.3.5.1 There may be scope for taxes on property usage. This is discussed in more detail in

Section 8.

9.3.5.2 Since the taxation of property is developing, innovative ways of taxing property may

9.4

9.4.1

9.4.2

9.4.3

also emerge. These will also be considered.
The planned review

A review of this nature must be undertaken with care. Oxera pointed out in 2008 that
it would be important that if any changes were introduced, it would be important that
landowners considered they were credible and likely to be in place for a long time, as
otherwise the market in properties could be affected as landowners delayed making
property available for sale.

Any changes will be made following full consultation.

This review has commenced and will take time to complete. The full review will tax 2
— 3 years although the initial focus will be on r eviewing the relief for interest paid by
landlords, measures for which will be included in the 2014 Budget. Given that any
property tax or charge will effect the economy to some extent, any changes should
only be made when the economic conditions are right.
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10. KEY FINDINGS

10.1

10.1.1

Improved fairness of the Jersey tax system for shareholders

Removing the shareholder taxation rules (deemed distribution and full attribution)
has removed much of the perceived inequity in the current tax regime. Now, all
shareholders of Jersey companies are not taxed on t he profits of the company
unless and until t hey a re di stributed. | ndeed, sh areholders residentin ot her
jurisdictions with hi ghert axr ates than Jersey m ay pay m ore t ax on pr ofits
distributed from Je rsey co mpanies, dependi ng on how t hey ar e taxed on
dividends received from overseas companies.

Key finding 1: Efforts should be made to address the misconception that there is inequity for
companies owned by Jersey residents and their shareholders in the current tax regime.

10.2

10.2.1

10.2.2

The importance of the financial services industry to Jersey

The financial services industry is key to Jersey’s economic well-being. The 0/10
tax regime was developed to support the industry, in particular by providing the
ability to offer a tax neutral vehicle in Jersey for clients of the finance industry.

Protecting the position of the financial services industry is key to Jersey’s on-
going eco nomic well-being. T her esponses tot he Business T ax Review
undertaken in 2010 i dentified the 0/10 company tax regime as important to the
industry and as such, it should be continued and protected into the future.

Key finding 2: No action should be t aken which could jeopardise the current company tax

regime.

10.3 Data availability

10.3.1 Insufficient information is currently available regarding the profitability of Jersey
companies. This makes it difficult to assess how much revenue would be raised
if it were decided to extend the scope of the 10% or 20% tax bands to particular
industries.

10.3.2 In addition, it is important that Jersey can demonstrate that 0% is the general rate

of company tax, paid by the majority of companies in Jersey and on t he majority
of their profits. Currently, the information available on the profits earned by many
clients of financial services industry is limited, which may make it more difficult to
demonstrate that 0% is the general rate of tax, were the scope of the 10% or 20%
bands to be increased.

Key finding 3: More information should be collected from companies in Jersey to allow their
profits to be accurately known. A White Paper on methods to improve the collection of this
information is being issued along with this report, which invites comments on the best way to
ensure the necessary information is collected.
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10.4

10.4.1

10.4.3

10.4.4

10.4.5

Summary of the tax and economic impact of introducing a tax or charge, or
limiting recovery of GST for non-financial services companies

The i ndependent eco nomic advice i s t hat se eking t o i ncrease r evenues from
companies owned by non-residents will be an increase in the cost of doing
business in Jersey. |nindustries such as the retail sector, where the majority of
the largest companies are owned by non-residents, this increase will be passed
on to Jersey residents and not absorbed by the companies themselves.

Therefore, any move to increase costs for non-locally owned companies will see
an increase in inflation, a reduction in wages for staff employed in the relevant
sectors or a reduction in overall employment, or a combination of all three.
Measures which make it more difficult for new businesses to enter the Jersey
market will neg atively affect the I sland’s attempt to diversify its economy away
from its traditional financial services activities.

In m any r espects, i ncreasing tax r evenues from t he r etail se ctor i n p articular
would have a similar impact on the consumer as increasing the rate of GST.

Since the start of the global economic downturn, Jersey residents have seen their
real incomes squeezed, as taxes and prices have risen but wages have not kept
pace with inflation?®. In the short term, this seems unlikely to reverse?.

Key finding 4: While there is no immediate need to increase States revenues, tax measures
should not be introduced which are likely to negatively affect Jersey residents.

10.4.6

10.4.6.1

10.4.6.2

10.4.6.3

Extending the scope of the 10% or 20% bands

Introducing a profits tax on all businesses with a presence on the island (such as
all retail, restaurants, hotels and other non-financial service providers) would
likely result in 0/10 being considered harmful by the Code Group as it may be
argued that zerois not the general rate oftax, particularly inlightof the EU
Commission’s comments in their review of 0/10 in 2010/11.

It could be possi ble to expand the scope slightly of the 10% or 20% tax band
without jeopardising the C ode compliance of 0/10. H owever, it would be likely
that only one industry could be added, but only if there was sufficient data to
support the fact that 0% remained the general rate of company tax. Identifying
that one sector in the tax law would be likely to cause complexity and uncertainty
for business and the tax administration.

The additional tax revenues raised from this would be likely to be relatively minor,
as the m ost pr ofitable co mpanies in Jersey — financial se rvices companies —
already pay income tax at 10%. As an illustration, taxing the retail sector at 10%
may raise up to £5 million per annum although in the current economic climate it
is likely to be significantly less.

8 See for example the most recent “Index of Average Earnings 2012”, August 2012, States of Jersey
Statistics Unit (http://www.gov.je/Government/Pages/StatesReports.aspx?ReportID=796) which says
that earnings have risen at a lower rate than prices for the third consecutive year.

29 “Economic Outlook August 2012”, August 2012, States of Jersey Economics Unit
(http://www.gov.je/Government/Pages/StatesReports.aspx?ReportID=796)
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10.4.6.4

10.4.6.5

10.4.7

10.4.71

10.4.7.2

10.4.7.3

10.4.7.4

10.4.7.5

10.4.8

10.4.8.1

10.4.8.2

From an economic perspective, taxing profits is generally considered not to be as
economically dam aging as imposing charges or the ot her op tions explored.
However, since a change in the UK treatment of profits earned overseas, many
UK-owned groups will no longer pay UK corporation tax on profits distributed by
their Jersey subsidiaries. This means that any tax payable in Jersey would be an
additional cost of doing business in the Island. It is likely that this additional cost
would be r ecouped from Je rsey r esidents, pa rticularly i n se ctors where t he
majority of companies are owned outside the Island, such as retail.

Changing the Jersey tax system again, so soon after the introduction of 0/10 and
the unce rtainty ca used by the E U C ode G roup’s review of 0/10, co uld se nd
worrying si gnals tot he wider busi ness community r egarding t he st ability of
Jersey’s tax regime. This in turn could undermine Jersey’s attempts to diversify
its economy aw ay f romits current de gree o fr eliance on financial se rvices
activities. B usinesses which cannot be ce rtain what tax rate will apply to them
may find this a disincentive to invest in the Island.

Introducing a charge based on employment or property occupied

Introducing a charge which is linked to profitability would be likely to fall foul of
the Code as it could be considered a tax rather than a charge and hence destroy
the concept that 0% is the general rate of tax.

Any measure that might raise any significant level of taxes/revenues would need
tobese tatsuchal evelas toimpose unw elcome addi tional co st o n new
businesses and would create uncertainty about the future tax treatment of
businesses inthe Island. This is counterto the inward i nvestment/economic
growth st rategy bei ng formulated by E DD and su pported by t he C ouncil of
Ministers.

While a small charge would be less damaging, the amount of revenue raised as a
result would be low and may not sufficiently outweigh the costs of setting up and
administering the charge.

From an economic perspective, levying charges is more economically distortive
because it can deter new entrants into a market (and hence depress competition)
and encourages businesses not to invest in the item which attracts the charge.
For ex ample, ifa ch arge was based on the num bers employed, bu sinesses
would be more reluctant to increase the number of employees.

Measures that di scriminated bet ween | ocal and non -locally o wned co mpanies
could deter inward investment.

Restricting input GST recovery for all companies

Restricting co mpanies’ ability to r ecover so me of the GST they pay ontheir
purchases would increase the effective rate of GST in the Island.

This would hav e a si milar e ffect toi ncreasingthe rateof GST,inthatthe
increased cost of production would be likely to be passe d on to cu stomers in
Jersey through increased costs. This would make imported goods and services
more attractive, to the possible detriment of Jersey businesses.
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10.4.8.3 The complexity of administering this system would make it the least desirable of
the three main options explored.

Key finding 5: There is no “perfect” solution to increasing revenues from non-locally owned
companies that will not make Jersey a more expensive place in which to do business. This
additional cost would b e passedont o Jersey residents in the form of i ncreased prices
(inflation) or through reduced wages or employment. Discriminating b etween companies
owned by Jersey and non-Jersey shareholders could deter inward investment. In the current
economic climate, measures which would increase prices or reduce wages or employment,
or stall economic growth, should not be adopted.

10.5 Property taxes

10.5.1 Property is lightly taxed in Jersey. Recent thinking in tax policy has focussed on
ways of taxing property, which is in line with the current move towards greater
taxes on consumption and lower taxes on income and profits. Property taxes are
also co nsidered r elatively ef ficient from an eco nomic perspective, in that t hey
may distort people’s activity less than other types of tax.

10.5.2 A review of property taxes should be undertaken with care. Oxera pointed out in
2008 that if any changes were introduced, it would be important that landowners
considered they were credible and likely to be in place for a long time, as
otherwise the market in properties could be affected as landowners delayed
making property available for sale.

Key finding 6: In future, should the economic climate improve sufficiently, consideration may
be given to extending the property tax regime. Property in Jersey is taxed lightly, in
particular through commercial rates. A review should be undertaken to review the scope to
change the way property is taxed more generally. A's aninitial step, itis considered that
there is an opportunity to | ook at the relief t hat | andlords, and i n par ticular non -resident
landlords, claim inrespect ofinterest, in orderto ensure thatthe owners of propertyin
Jersey pay the tax properly due.

10.6 International developments

10.6.1 Jersey does notope ratei na v acuum, an di ts tax pol icies reflect that.
International standards in taxation will continue to develop in the future, some of
which may affect the Island and its policies.

10.6.2 Jersey could also be affected by changes made by its key competitors which
could affect Jersey’s international competitive position.

Key finding 7: Jersey should continue to monitor developments in international standards in
taxation as well as changes inits key co mpetitors in order to ensure thatits tax sy stem
remains competitive.
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Appendix Eleven -
Long Term Tax Policy for Jersey

Introduction

1453. The Tax Policy Unit has been asked to consider Jersey’s long-term tax policy. In this
case, “long-term” is taken to mean longer than five years. Advice from the Fiscal Policy
Panel is that fiscal policy needs to be focussed on the medium term. The same should
apply to tax policy, which forms part of the overall fiscal policy.

1454. It is difficult to be certain about Jersey’s long term economic needs and hence tax
policy, particularly in such an unstable economic environment. Further, tax policy should
be designed to support rather than drive economic and political policy. This paper is
therefore based on the current economic and political desires, further details of which
are set out in the background section.

1455. It is not the place of a long-term tax policy in itself to be highly prescriptive about the
types and proportions of taxes applied. Even in less economically uncertain times, it
would be impossible to be able to determine precisely what taxes Jersey should apply in
a decade’s time. As such, it would be unhelpful to stipulate, for example, the percentage
of States revenues which should come from different types of taxes. The policy should
set out the principles and objectives on which future tax reform, if any, should be based
to achieve the economic and political aims. The policy must also be flexible enough to
deal with unexpected future changes.

1456. This paper looks at the recommended principles and objectives of Jersey’s long term
tax policy, as shaped by economic and political policy objectives. It also goes further to
recommend the way forward based on those principles and objectives.

Background

1457. Jersey is a small island economy on the periphery of a large economic power, the
European Union. Traditional industries have been agriculture and tourism, and since
the mid-1960s, the provision of financial services. As both agriculture and tourism are
relatively low value added, successive States have decided that the Island’s economic
well-being is best served by focussing resources on the financial services industry,
on the basis that this is one of the few industries which is high value added with a low
requirement for geographical resources. As such, it is suited to a small island with a
small population.

1458. In the immediate future it seems unlikely that the balance of industries in the Island
will shift dramatically away from finance as it currently exists. This is of course barring
any external events which caused the industry to leave, but in such case the Island’s
economic base would be so fundamentally altered as to render current policy obsolete.

1459. Although Jersey’s tax system was, until the zero/ten reform, stable and unchanged over
a long period of time, this is unusual. Economic theory on tax has evolved over time
— for example the gradual, but inexorable, move away from taxes on income only, to
taxes on income and capital including inheritance and capital gains taxes (direct taxes).
More recently, globally, states are moving away from a reliance on taxes on income and
capital towards taxes on consumption (value added taxes such as GST) and immovable
resources (such as taxes on land), known as indirect taxes. Tax bases are broadening
rather than narrowing and having a mix of direct and indirect taxes is now considered to
make revenues more stable.
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1460.

1461.

1462.

Indirect taxes are generally considered to be more efficient for a number of reasons:

* Difficulty of avoidance. Indirect taxes are more difficult to avoid than taxes on income
because they are charged at the point of transaction. There is no onus on the taxpayer
to record and report the taxable event.

» Ease of collection. Revenue is assessed on and collected by a small number of
businesses and not from the population as a whole. There is no onus on the taxpayer
fo record and report the taxable event.

» Broad tax base. Indirect taxes are paid by the whole population, unlike other taxes.
As such, rates can be lower because they are more broadly applied. However, where
territories exempt a wide range of goods or services, then the tax base shrinks and the
rate applied may have to increase in order to raise sufficient revenues.

* Less distortionary. Indirect taxes are considered to be less distorting than direct taxes
in that they have less of an impact on taxpayer behaviour.

However, indirect taxes may be considered by some to be less equitable than direct
taxes, as those on lower incomes may spend more of their annual income on taxed
items and may pay a similar or slightly greater proportion of that income in tax than those
on higher incomes. Indirect taxes tend not to contain the progressive element that is
contained in most income tax structures. This was a factor Jersey was aware of when
introducing GST and as a result the States took steps to minimise the impact on those

on lower incomes through increases in Income Support and the introduction of the GST
Food Bonus for those on lower incomes but not in receipt of Income Support.

Recent reforms in Jersey have changed the mix of taxes away from reliance on direct
taxes following the introduction of GST. Given the generally accepted view that a broad
based tax regime which includes a mix of direct and indirect taxes is more efficient,
stable and sustainable, GST, income tax and social security are likely to remain key to
Jersey'’s revenues into the future. It should be noted that not all taxes in every category
are necessarily required or desirable for every jurisdiction and economic model.

What is tax for?

1463.

1464.

At its most basic, the purpose of tax is to raise sufficient revenues to meet government
spending commitments. (A discussion of the relative merits of meeting spending
commitments through tax, borrowing or disposal of capital assets is outside the scope
of this paper, as is any discussion of how government should spend its revenues.)
Governments of developed countries provide policing, a legal system, health, education,
basic infrastructure such as roads and sewerage systems, social housing, a social
welfare system etc. Different governments will have different priorities but some or all of
the above will typically be provided.

Taxes can also be used for other purposes:

* Fostering a sense of communal identity. There is an argument that making a financial
contribution to the society in which one lives helps individuals to feel more connected
to that community, and to hold their government to account.

* Redistributing wealth. Taxation is a basic method of taking money from the wealthy
and distributing it to the less-well off, whether directly through payments of pensions,
child allowances, income support etc, or indirectly through the provision of public
services which the wealthier tend to make less use of, such as public health services.

* Influencing taxpayer behaviour. Taxes can be used to encourage certain actions or
discourage undesirable actions. Examples are duties on health-damaging products
such as alcohol or tobacco products or environmental taxes. However, tax is a blunt
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instrument and its effects are unpredictable. Higher taxes which make, for example,
imported goods more expensive than their domestically-produced counterparts can
make the imports appear of a higher cachet and therefore more desirable.

 Discouraging avoidance of other taxes. Some taxes are introduced not so much
to raise revenue as to discourage avoidance of others. For example, Capital Gains
Tax was introduced in the UK to discourage taxpayers from avoiding income tax by
converting taxable income into untaxed capital, although in itself raises comparatively
little revenue.

» Supporting government fiscal policy. Tax policy does have a role, in conjunction with
other fiscal policies, in helping getting the balance right for the economic conditions,
support counter cyclical policy and possibly to strengthen automatic fiscal stabilisers.

» Supporting government social policy. Tax policy can have a role in supporting social
policy such as through the provision of tax reliefs and incentives. As with influencing
tax behaviour, this can be a blunt instrument unless properly and effectively targeted.

Jersey’s long term economic and political policies

1465. As a small island economy, Jersey’s tax policy should support the economic and
political aims of the States.

1466. There is no single comprehensive statement which sets out the long term economic and
political aims and so these have had to be drawn from a number of sources. Reference
has been made to the following in determining the current long term economic and
political aims:

* Recommendations of the Fiscal Policy Panel on Jersey'’s fiscal policy.

» The States approved Strategic Plan 2012 entitled ‘Inspiring Confidence in Jersey’s
Future’.

* The draft States Economic Growth and Diversification Strategy.
» The States decisions in recent months and years on tax reform including:
— Introduction and defence of the zero/ten tax regime for companies.

— Introduction and retention of a low and broad GST regime, with limited exemptions
but with direct measures to protect those on the lowest incomes.

- Introduction of °20 means 20’ ensuring those on the highest incomes pay tax at the
highest rate

— Retention of the 20% personal tax rate.

- Introduction of a new tax regime to encourage inward migration of wealthy
individuals and their businesses.

- Introduction of enhanced child care relief to support working families.

- A desire, as indicated in States debates, to modernise and simplify the personal
tax regime, for example through independent taxation and other measures
described in recent Budget Statements.

» The outcomes of the Fiscal Strategy and Business Tax reviews undertaken in 2010.
» Jersey’s commitment to comply with international standards on tax matters.
* Current financial forecasts.
Jersey’s tax policy must support these aims.
1467. The policy objectives indicated by each of these sources are summarised below.
1468. The key message from the Fiscal Policy Panel relating to tax policy, based on the
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current state of the Island’s finances and the economic climate, is that any change which
permanently reduces taxation or increases spending should be accompanied by a
compensating measure.

The most urgent priority of the Strategic Plan is getting people into work. This will require
economic growth to assist job creation and continued inward investment. It is important
that the tax regime encourages economic growth and inward investment and also does
not create disincentives for people to take up work when it is available, for example
through high marginal rates and in particular where income tax interacts with income
support.

The recently published draft States Economic Growth and Diversification Strategy
contains the following strategic aims:

» Encourage innovation and improve Jersey’s international competitiveness.
* Grow and diversify the financial services sector, capacity and profitability.
» Create new businesses and employment in high value sectors.

* Raise the productivity of the whole economy.

The States decided some time ago to focus on the provision of financial services as the
Island’s main economic activity. Tax reform since then has supported that, through the
existence of “corporation tax” companies in the 1970s, the development of the exempt
company in the 1980s, International Business Company in the 1990s and currently the
zero/ten (0/10) company tax regime.

Until the introduction of 0/10 Jersey was in the fortunate position that a high proportion
of its tax revenues came directly from taxes paid by companies. The decision to comply
with the European Union’s Code of Conduct on Business Taxation, abolish the exempt
company and International Business Company regimes and introduce 0/10 has meant
that position has had to change. Individual Islanders have been required to contribute
more of Jersey’s tax revenues, though the introduction of “20 means 20” and GST.

ITIS was also introduced which, among other things, allowed tax to be collected from
individuals who came to live and work in Jersey for short periods of time and so ensure
that more taxpayers paid the tax that was due.

The alternative to introducing 0/10 was either to maintain the former ‘non-compliant’
regime and face the international consequences or to introduce a single, positive rate
of tax for all companies in Jersey. Advice obtained at the time, and subsequently in the
2009 Business Tax Review, concluded that moving to a single, positive rate of tax would
have a devastating effect on Jersey’s ability to offer a tax neutral vehicle to clients of
the finance industry, with a knock-on effect on the industry itself. Maintaining a ‘non-
compliant’ regime would likely have resulted in unilateral action from other jurisdictions
which could also have damaged the finance industry. It was estimated that introducing
a positive rate of income tax for corporate “clients” of finance industry would result in
the loss of up to 12,000 jobs. The financial burden on residents, whether individual or
corporate, would have been significantly greater in that circumstance.

This reform has inevitably changed the proportion of revenues raised from the taxation
of individuals and the taxation of corporates. As highlighted above, there is a significant
risk to the ongoing success of the finance industry, as well as other sectors, and hence
a risk to economic activity and employment if there is a shift back in favour of taxation
of corporates. Further information on this will be given in the forthcoming report on the
taxation of non financial service companies.

The more recent Fiscal Strategy and Business Tax review clearly demonstrated
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continued strong support to protect the financial industry.

1476. This support for the continued existence of the finance industry in Jersey has appeared
to pay dividends. While the finance industry has been adversely affected by the ongoing
global economic crisis, its existence still provides the greatest contribution, either
directly or indirectly, to Jersey’s economy.

1477. However, the risks of being highly reliant on one industry have also been felt. There may
be benefit in diversifying the economy but there is also a need to balance diversification
with the ability to raise revenues. A strong finance industry which contributes
significantly to tax revenues will allow the Island to invest more in diversification.

1478. Current financial forecasts indicate that expenditure can be met from existing revenue
sources but without substantial surpluses. This suggests that there is no need to raise
any taxes but also there is little, if any, scope to reduce existing taxes. Further, based on
the advice from the Fiscal Policy Panel, future surpluses should be used to rebuild the
Stabilisation Fund.

What should Jersey’s tax policy deliver

1479. Jersey’s tax policy must support the economic and political policy objectives noted in
the previous section.

1480. In order to do this Jersey’s tax regime should have the following features:

Stability. Jersey has a reputation for stability in its tax regime, which is a key feature of
its global offering. Investors, whether financial services related or not, considering the
use of Jersey need to know how they will be taxed for the foreseeable future.

Certainty. This is linked to the point on stability. Changes should be made
infrequently, after careful consideration and consultation.

Revenues. Jersey must raise sufficient revenues to meet its spending requirements.

Flexibility. Where a need is identified, whether to attract new business or to defend
existing business, Jersey must be able to move quickly.

Competitiveness. In all things, Jersey must ensure that it does not damage the
Island’s ability to effectively compete for business. In this, the Island must keep aware
of events in its key competitors and in the broader world which may affect it.

Efficiency. Any tax changes should distort taxpayer behaviour as little as possible,
unless that is one of the reasons for introducing the tax in the first place.

Cost effective. The Fiscal Strategy Review, and resulting decisions by the States to
increase GST and social security and retain a maximum income tax rate, suggest
that in addition to the factors noted above, taxes should be cost effective for both the
States and for taxpayers.

Fairness and equity. These are extremely difficult to define and mean different

things to different people. Recent decisions on introducing ‘20 means 20’, the desire
to modernise and simplify the tax regime and the introduction of GST ‘protection
measures’ indicate that fairness and equity includes ensuring that the wealthiest pay

a greater proportion of their income in tax while those on the lowest incomes are
protected. It has also been recognised in recent decisions that the introduction of

a competitive tax regime to encourage wealthy individuals and their businesses to
Jersey is beneficial to the economy. In the absence of the direct and indirect revenues
raised and economic activity derived from this inward migration the burden on
taxpayers would be greater.
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Key tax policy principles

1481. With the above in mind, the following principles are recommended:

» Taxation must be necessary, justifiable and sustainable.
» Taxes should be low, broad and simple.

» Everyone should make an appropriate contribution to the cost of providing services,
while those on the lowest incomes are protected.

» Taxes must be internationally competitive.
 Taxation should support economic development and, where possible, social policy.

Taxation must be necessary, justifiable and sustainable.

1482.

1483.

1484.

Taxes should not be raised for the sake of raising taxes, but with an identifiable spending
need in mind. For example if a potential new source of revenues is identified, it should
not automatically be adopted without considering whether the States has a specific
requirement for more revenues, or if existing taxes should be reduced in response.

It should be clear why any new tax is being introduced, and if any one sector or type of
taxpayer is more affected, the reasons behind that should be made clear. Where the tax
system discriminates between taxpayers, the rationale behind that should be clear.

Taxes should also be sustainable in the long term. As such, it should be clear that
revenues can be projected forward with a reasonable degree of certainty. Taxes should
also not affect taxpayer behaviour such that the revenue stream dries up, unless that is
the intention of introducing that tax to change behaviour, for example where a decision is
made to intentionally increase the cost of unhealthy items like alcohol or tobacco.

Taxes should be low, broad and simple.

1485.

1486.

1487.

PAGE

Much of the output of Jersey’s main industries (finance, tourism and agriculture) is
exported. As a result, most businesses in the Island depend directly or indirectly

on their ability to sell into the global market place. Jersey faces a high degree of
competition in all of these sectors, and must remain competitive in order to continue to
attract business. Low rates of tax are a feature of this.

Simplicity is also a key selling point for international business, though this is more
important for finance than for other sectors. Where a low or zero rate of tax can be
obtained in a competitor jurisdiction with relative ease, international business will not be
prepared to achieve the same result in Jersey through a number of complicated steps.
Complexity adds cost and risk to a transaction, and business may not be prepared to
accept either.

Taxes should also be broad; an economy which relies too heavily on one particular
sector or type of taxpayer or tax base for revenues will be at risk if that sector, taxpayer
group or tax base falters. A broader based tax system, where as many sectors and
individuals as possible contribute over a wider taxable base, is a more stable one.
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1488. A broader tax base also supports the principle that tax rates should be low, as the
greater the number contributing to revenues, the lower the rate of tax that each will be
required to pay.

1489. Everyone should make an appropriate contribution to the cost of providing services,
while those on the lowest incomes are protected.

1490. The people who live in Jersey should contribute to the cost of the services they receive
to the best of their ability. There have been many debates by the States in recent
months, including those relating to the rate of income tax, the tax regime for wealthy
individuals and the GST regime. The outcome of those debates suggests that the States
broadly supports the current structure.

1491. This principle can be viewed from another equally relevant angle i.e. that all taxpayers
should pay the tax which is rightly and properly due. To do this both the tax law and the
application of that law must be robust.

Taxes must be internationally competitive.

1492. Jersey’s tax system must enable it to compete with its key competitors to attract and
retain business. This must apply not only to the types of business which currently use
Jersey, but also to new business which the Island would wish to attract.

1493. It is important to monitor developments in competitor onshore and offshore jurisdictions
and to ensure that there is good communication between government and industry on
the best way to ensure Jersey’s continued competitiveness.

1494. Compliance with international standards may be needed to ensure that international
competitiveness is maintained as to do so can reduce the risk of action being taken
against Jersey to deter investment. This is not the only reason for complying with
international standards but is an important one.

1495. Taxation should support economic development and, where possible, social policy.

1496. While the tax regime cannot create economic growth in itself, it can work to support
economic growth and it is important that it does not hinder it.

1497. Tax policy can support economic growth by reducing distortions in taxpayer behaviour,
thereby improving economic efficiency. It can act to encourage economic activity to
flourish thereby encouraging growth in employment.

1498. Taxes should not serve to deter investment, employment or diversification or act as a
barrier to economic development. For example, the tax treatment of new businesses
and start ups should not impose an unnecessary cost which again could act to stifle
business growth. In this respect, taxes on income, rather than flat fees or charges, may
be less economically damaging.

1499. Tax reforms can also remove incentives to act in a way which is not intended or desired.
For example, the interaction of the income support system and the personal tax system
should not act to deter people from taking up employment.

1500. Similarly the tax system cannot, and arguably should not, define social policy but where
there is a clearly defined objective, and where it can be objectively demonstrated that
the tax regime can affect taxpayer behaviour, then it may be appropriate to set taxes
accordingly. One example of this may be environmental taxes, where taxes are set to
encourage or deter a specific type of environmentally damaging behaviour, and the
revenue collected is used to further encourage taxpayers to make “good” choices.
Another may be the linking of increases in impots to the States strategy on deterring
alcohol abuse.
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The way forward

1501. A direct comparison of Jersey to other jurisdictions such as the UK or other large
jurisdictions is not necessarily appropriate in all cases. Being a small island, Jersey does
not have the ability to develop a highly diversified economy which includes sectors with
substantial geographical resource requirements such as manufacturing. As such Jersey
needs a tax policy suited to the economic activity which it can support. Not all taxes
will therefore be suitable for or relevant to Jersey and while global trends should be
considered, the relevance and suitability of each should be determined by reference to
Jersey’s economy.

1502. This section takes the tax policy principles, together with the economic and political
policy objectives to develop tax policy objectives and a recommended way forward.

1503. Based on the principles set out above, and taking into account the economic and
political objectives, the recommended key tax policy objectives are:

» Supporting economic growth, and hence employment growth, through providing a
simple, stable and certain tax regime.

* Further supporting growth in employment by ensuring there are no barriers to people
taking up employment.

» Maintaining international competitiveness through providing a low, broad and simple
tax regime which complies with international standards.

» Ensuring taxpayers pay the taxes properly and rightly due to ensure that the current
tax regime is sustainable and meets the Island’s fiscal requirements. This may
require simplification of the personal tax regime, enhancing the robustness of the tax
legislation and improving enforcement.

1504. This is not intended to be an exhaustive list of the objectives but those of primary
importance.

1505. To meet these objectives the recommended focus of tax policy development in the
medium to longer term, in the absence of any substantial factors which change the
current policy objectives, is as follows:

» No fundamental reform of key aspects of the tax regime. In the absence of any
unexpected event, whether external or internal, there should be no fundamental
changes to the key aspects of Jersey'’s tax regime being 0/10, a low, broad and simple
GST regime and a stable personal tax rate. Fiscal certainty and stability are critical to
encouraging economic growth.

» Continuing protection of 0/10 for the foreseeable future. This will include not only
ensuring that it remains compliant with international standards but also ensuring that
tax revenues are safeguarded so that the provision of a tax neutral environment, which
is so important to the success of the finance industry, can be sustained.

» Ensuring the tax law applies as it is intended. To ensure that all taxpayers pay the
amount of tax rightly and properly due, the tax law has to be robust and be drafted to
achieve the policy intention.

» Consideration of the relationship between tax and social security contributions and
benefits to ensure there are no barriers to people returning to work.

» Simplifying the personal tax system. Individuals need to understand their tax affairs
in order to understand what they are being asked to pay. As Jersey considers the
introduction of self assessment for personal tax, it will be necessary to simplify the
current complicated regime. This will also help to safeguard tax revenues which in turn

PAGE 397 APPENDIX ELEVEN: LONG TERM TAX POLICY FOR JERSEY

82



=
Sj[?lt@S ] Medium Term Financial Plan 2013 - 2015
of Jersey

will assist in achieving a number of the economic and political objectives.

* Ongoing monitoring of international developments. Jersey does not exist in a vacuum
and does not have complete control over the direction its economy takes. International
pressures, both governmental and regulatory, will continue to affect the Island and it
will be important that these are prepared for, identified and responded to appropriately.

Removal of barriers to competitiveness. Where these are identified, they should
be removed. This will continue to be monitored and opportunities to improve
competitiveness will be assessed on a regular basis. Flexibility is key. Where
opportunities and threats exist, the Island must be alert to identify them and to act
quickly in response.

Consideration of the potential to widen the tax base. This would not be undertaken
to raise a specific amount of additional revenues but to determine whether there

is scope to make Jersey’s tax regime more efficient and effective. There may also
be opportunities to enhance competitiveness and ensure that everyone makes an
appropriate contribution. This will initially focus on the way in which Jersey taxes
property as taxes on property are coming under increasing focus globally and is an
area which has not been fully explored.

» Changes to future tax revenues and States expenditure. The implications of the aging
population on Jersey’s future revenue and expenditure requirements are an important
factor on which a substantial amount of work has already been done. The Tax Policy
Unit, as part of Treasury, is linked in to this process and will, if necessary, consider the
extent to which tax reform can or should be used to address the funding needs.
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Annex 1

The Potential Impact of Failing to Implement Corporate Tax Changes:
Jersey without an International Financial Services Industry

In considering its options, the Committee has
looked at how the Island economy might look in
the absence of the international financial services
industry at its present level.

This might be the outcome if the States failed to
introduce measures to reform the corporate
structure in response to the changes which are
taking place in competitor jurisdictions.

It looked particularly closely at that part of the
financial services industry that provides services
to the international markets including those
serving non-resident clients.

This industry is highly mobile and it would
probably be the most profitable parts that would
leave first if the Island’s corporate tax structure
became uncompetitive. There could be a
substantial change in the structure of the financial
services industry in the Island within a relatively
short period.

There would be a major shock to the Island
economy during the first few years after
companies had gone, though they would be
unlikely to leave the Island at the same time. The
loss of some companies could have a bigger effect
on the overall economy than others.

The following effects would be likely to be felt in
the Island during the first few years after the shock
of the emigration of these key companies:

| Employment in financial services would fall
dramatically from today’s level of 12,000
jobs to a level of 1,200-1,500 jobs

| Alarge fall in demand for goods and
services (for example in the shops) since
employees in the financial services industry
generally have the highest disposable
incomes and spending power

| Employment outside the financial services
sector would also fall. Significant
unemployment outside the financial
services sector would be likely

| Property prices would fall and the age
structure would alter as younger people
would be likely to dominate the leavers, or
those who no longer chose to come to the
Island

| Total population would fall, and the fall
could be considerable - possibly by 20-
22,000 with the working population falling
by 14-16,000

| Under the current tax structure, States
revenue could decline by £250-£300 million
perannum compared to the present total of
f450 million

| If current levels of services were
maintained, States spending could fall by
much less (perhaps only by £100 million or
less) because it would tend to be older
residents who would remain in the Island
and the immediate liability for pensions
would hardly fall at all

| The potential deficit in the States Budget
could amount to £200 million in each and
every year

| The potential tax base on which to make up
this shortfall would be much smaller than it
is now

| To meet any shortfall by tax increases or
service level reductions would require
higher tax rates, or deeper cuts, than
meeting a similar shortfall from the current
tax base.

The Island would probably begin to recover after
this initial shock, but the economy would look very
different from the way it does now. Exactly how the
economy would look would depend on what, if
anything, replaced financial services. In the
absence of areplacement the following chain of
events would be likely to unfold after the first few
years following the shock:

85

13



14

[ | Wages in the Island would fall as firms
would be able to offer lower wages with the
rise in unemployment and in response to
the decline in overall profitability

B Tomaintain anything like the current
population an alternative export industry
would be required. This industry would
need to be one where any additional costs
arising from Jersey’s physical location were
at least off-set by some cost or quality
advantage of operating from the Island

[ | Assuming such an industry could be found,
outputinthe Island would start to recover,
though almost certainly with much lower
levels of profits and wages compared to
now

[ | Population would stabilise, and might even
start to grow again, though the new people
comingin to the Island would have a
different set of skills

[ | House prices would stabilise, but very likely
at levels considerably lower than now. It is
likely that many younger people would find
that their mortgage debts were larger than
the (now lower) value of their properties.

If the population had fallen significantly (which is
likely) it might take a considerable time for
property prices to recover. The problem of
“negative equity” in property could last for a
considerable time.

The reduction in both property prices and wages
would make tourism and, possibly, agriculture
more competitive. In the absence of a significant
new industry they would probably become the
dominantindustries againin Jersey.

Unless any new industry was capable of
generating similar tax revenues for the States and
wages for residents it would not be possible to
maintain the current position of low tax rates with
similar public spending per head as the UK. Either
tax rates would need to increase very significantly
(ie up to the equivalent of UK rates) or public

services would need to be cut drastically. If the
former was adopted high-income residents,
particularly those with significant investment
income, would be discouraged from remaining in
Jersey because of the higher tax rates. To the
extent that such residents left the Island this
would lead to further downward pressure on tax
revenues.

Exactly where the economy would end up is
impossible to predict with any accuracy as there
are too many unknowns. However, the typical
pattern for small Island economies is that they
tend to have lower average (economic) standards
of living than their relevant ‘mainland’. Among
other things this reflects the additional transport
costs of getting to and from the Island. The
exceptions are where the Island has some clear
and significant underlying economic advantage
over the mainland. In the case of Jersey there is
currently little evidence that the advantages of the
Island for agriculture or tourism are that
significant. The economic value of the Island’s
characteristics for these two industries may,
therefore, be limited. As a result, levels of Gross
National Income per head might fall from the
present level of £24,000to £25,000 (in 2003 -
based on £21,000in 1999 and inflated by 4% per
annum) to around or below the average UK level -
£18,000 (2002), once the economic adjustments
had worked through the Island.

The delivery of the current level of public services
combined with the current tax structure could
result in a deficit in the States Budget of around
£200 million every year. This is not sustainable,
even in the short term, so some very large
adjustments in either taxation or spending would
be needed.
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Conclusion

Inthe absence of a high profit, high wages,
alternative, the flight of international financial
services from Jersey would lead to an economy
that could not sustain the current public services
on the current tax structure.

This loss of tax revenue would be likely to be
bigger than the shortfall produced by altering
the tax structure to meet the changing
competitive conditions in international financial
services, and thus keeping this business on
Jersey.

In addition, the total economic activity on the
Island would be likely to be lower, but with a less
than proportionate decrease in the demand for
public expenditure (including States’ pensions).
The net result is that for any given level of public
services delivery, tax rates for residents would be
likely to be significantly higher in the absence of
the international financial services business.
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Measure

Code Group description

Reason for harmful
finding

Tax
companies

exempt

A resident company may elect to be
treated as tax-exempt within Jersey. A
tax-exempt company must either be
beneficially owned by non-residents or be
a collective investment fund. Income tax
is not payable on income arising to a tax-
exempt company outside Jersey nor on
bank interest arising in Jersey. The fees
for an exempt company total £600 a year.

Exemption for non-
Jersey source income
and local bank interest
(also applies to
collective investment
vehicles). No Jersey
shareholders
permitted.

International
operations

treasury

An international treasury operation based
in Jersey as a branch of an international
bank may deduct, in arriving at taxable
income, a percentage of profits deemed
to be applicable to the cost of outside
expertise and other costs.

Applies to international
loan business.
Activities taxed at
effective rate of 2%.

International Business

An International Business Company (IBC)

Sliding scale for profit

Companies is subject to tax on profits from | of international
international activities at the following | operations 2% to
rates: 0.5%. No Jersey
Profits up to £3 million - 2 % resident may own
£3 - £4.5 million - 1.5 % shares.
£4.5 - £10 million - 1 %

Over £10 million - 0.5 %.
Jersey source income and all other
income of an IBC is taxed at 30 %. No
Jersey resident may have any interest of
any sort in the company.

Captive insurance | Jersey applies the principle that captive | Insurance businesses

companies insurance, to the extent that it insures | not taxed. Investment
only the risks of its shareholders (parent, | income taxed at 20%
partnership or sole proprietor) is mutual | subject to
business and consequently not taxable. | management charge,
The captive's investment income is taxed | etc. Can operate as

at a rate of 20 %, subject to a deduction
for management expenses and foreign
tax. A captive may, however, operate as
an exempt company if it can demonstrate
to the Jersey fiscal authority that it will
bring ‘adequate economic benefit to the
island’.

an exempt company.

Similar measures were also found to have harmful effects in the Isle of Man and Guernsey.
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Jersey approaches 0/10 in a different way to Guernsey and the Isle of Man, in that in
general it taxes the company that carries on a particular activity, rather than the
income. In this, the scope of profits subject to tax at 10% or 20% in Jersey is greater
than in the other islands because profits derived from other activities but earned by
the company in question will be taxed in Jersey, while in Guernsey and the Isle of
Man they will not.

In addition, the range of activities that can lead to a company being taxed at 10% or
20% is higher in Jersey than in Guernsey or the Isle of Man. However, there is no
evidence that the 0% rate is anything other than the general rate of corporate tax,
based on statistics previously provided by the States Statistics Unit and Comptroller
of Taxes.

20% rate

Jersey taxes a greater number of utility companies than Guernsey does (Guernsey
Water and Guernsey Gas are not taxed at 20% though their Jersey equivalents are).
The Isle of Man imposes no tax on utility companies, and indeed does not have a
20% rate for companies on any income.

Because the tax treatment relies on the regulatory position of the company in
question, differences in the regulatory regime between Jersey and Guernsey could
mean that entities carrying out broadly similar functions in each island could be taxed
differently. The most obvious difference between the lists of entities regulated to
carry out a public telecommunications activity is that Jersey Airport and Harbours are
included in Jersey’s list, while their Guernsey equivalents are apparently not so
regulated in Guernsey. Currently, the practical impact of this is minor, because
Jersey Airport and Harbours are part of the States and so not subject to income tax,
but should the proposed incorporation of these activities proceed as planned, they
will become taxable and thereby increase the scope of the 20% tax band accordingly.

Jersey and Guernsey tax income derived from domestic land and buildings at 20%
while the Isle of Man taxes it at 10%. All three islands tax income derived from
mining or quarrying activities, along with income derived from the development of
property.

10% rate

Jersey taxes banks, trust companies, investment businesses, fund administrators
and fund custodian companies at 10% on all of their income. By contrast, Guernsey
only taxes the income that banks derive from customer deposits and from their
minimum regulatory capital, and income derived by any company from the provision
of certain credit facilities (in practice this is mostly confined to the provision of leasing
and hire purchase facilities). The scope of the Isle of Man’s 10% rate for financial
services companies is even narrower, with only the income derived by a bank from
customer deposits currently being taxable.
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Overview

Tax rate

Jersey

Guernsey

Isle of Man

20%

Named utility companies:

Postal services

A person authorized to convey letters by a
licence granted under the Postal Services
(Jersey) Law’

Electricity services
The Jersey Electricity Company Limited
Telecommunications services

A person licensed to run part or all of a
public telecommunications system under
the Telecommunications (Jersey) Law
2002°

Other

The Jersey New Waterworks Company
Limited

Income derived by utility companies
regulated by the Office of Ultilities
Regulation from those regulated activities.

As at 8 August 2012 these were:
Postal services

Guernsey Post Limited

Electricity services
Guernsey Electricity

Telecommunications services®

N/a
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The Jersey Gas Company Limited

Property income

Income from land and buildings in Jersey

Property income

Income from land and buildings in

including property development and | Guernsey including property development
quarrying etc and quarrying etc
Income from the importation and
distribution of hydrocarbons
10% Regulated banks, trust companies, | Banking income arising from the | Income derived by licensed banks from
investment business companies, fund | reinvestment or utilisation of customer | their banking business (i.e. from taking
administrators and fund custodians deposits, or arising from the bank’s | deposits from customers and lending it
minimum regulatory capital, on)
Income arising from the provision of credit | Income derived from the letting or
facilities to customers including the | development of land and property, or from
provision of hire-purchase facilities but | the mining or quarrying of land in the Isle
excluding loans to connected parties of Man
Income of a trading company which has
made an application to be taxed at the
10% rate
0% All other income/companies All other income All other income/companies
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Utility companies referred to in the table above

These are, per the CICRA website on 8 August
(http://www.cicra.gg/post/licensee_framework.aspx)

Citipost DSA Limited

Hi-Speed Freight Services Limited
Hub Europe Limited

Jersey Post Limited

Regency Holdings Limited

TNT Post UK Limited

2 These are, per the CICRA website on 8 August

(http://www.cicra.gg/telecoms/licensee_framework.aspx)

BT Jersey Limited

Cable and Wireless Guernsey Limited

Cable and Wireless Jersey Limited

Clear Mobitel (Jersey) Limited

Cronus Consultants Limited

Crown Castle UK Limited (now trading as Argiva Services Limited)
Foreshore Limited

iConsult (Jersey) Limited

Interactive Online Limited (Localdial)

IT Consultancy Limited

Itex (Jersey) Limited

Jersey Airport

Jersey Electricity Company Limited

Jersey Harbours

Jersey Telecom Limited

Jersey Telenet Limited (now trading as Jersey Airtel Limited)
Links Communications

Marathon Telecom Limited

MRS Communications Systems Limited

Newtel Limited
Nitel Limited
PSINet Jersey Limited

3  These are, per the CICRA website on 8 August

(http://www.cicra.gg/telecoms/licensee_framework.aspx)

2e2 Guernsey Limited

Cable & Wireless Guernsey Limited
Clear Mobitel Guernsey Limited
Futura Limited

Guernsey Airtel Limited

Guernsey Net Limited

Itex (Guernsey) Limited

National Transcommunications Limited (now trading as Argiva Limited)

2012:

2012:

XKO Communications Systems (Jersey) Limited (now trading as 2e2 Limited)

2012:
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JT (Guernsey Limited) (formerly Wave Telecom)
Links Communications

LP Telecom Limited

Microtech Limited

Newtel (Guernsey) Limited

Y Tel Limited
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Appendix V

Oxera report: The economic impact of specific potential changes to
the taxation of, or application of charges to, specific activities in
Jersey — October 2012
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The economic impact of specific potential
changes to the taxation of, or application of
charges to, specific activities in Jersey

Note prepared for the States of Jersey
October 11th 2012

Introduction

Oxera has been asked to look at the potential economic impact of three specific potential
changes to the tax (or charges) structure for corporate entities supplying goods or services in
Jersey. The three specific changes are:

— extending the scope of the 10% corporate income tax categories, particularly to the retail
sector;

— applying a charge on companies (and potentially excluding some or all of the companies
within the 10% or 20% bands);

—  restricting the recoverability of GST paid on inputs, either in general or in relation to
specific activities.

Extending the scope of the current corporate income tax
bands

Applying a differential rate of corporate income tax to specified activities would have two
effects. One would be to create an incentive to move activities, and in particular profit, from
the category of activity that is taxed (or taxed at a higher rate) to a category that is not taxed
or taxed at a lower rate, and the second would be to change the costs of providing the goods
or services in question, which may lead to a change in the price of those goods or services to
end-users, or some other adjustment in the economy.

In Jersey the application of a tax on the profits of corporate entities has a differential impact
depending on whether the business in question is owned by Jersey residents, or owned by
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2.1

shareholders resident in other jurisdictions. A typical example of the latter would be where
the Jersey operation is a subsidiary of a company incorporated in, say, the UK.

Jersey resident-owned companies

Where a company is owned by Jersey resident shareholders, there is an interaction between
the income tax levied on the profits of the company and the liability of the individual
shareholder when those profits are distributed to the shareholder. The current position is that
where a Jersey resident-owned company is subject to 0% tax on corporate profits, the
shareholder would face a liability of 20% personal income tax on any profit distributed as a
dividend (and any distribution or transfer of wealth to the shareholder that is broadly
equivalent to a dividend)." The application of a tax on corporate profits under these
circumstances creates a credit that the resident can use to offset their personal tax liability on
the dividend received.

Therefore, if the corporate tax rate is set at 20%, no further tax liability is incurred by the
shareholder on receipt of a dividend. If the corporate tax rate were set at 10%, a further 10%
would become payable upon receipt of the dividend.

The impact on Jersey resident shareholders of a change in the corporate tax rate from 0% to
10% is therefore limited. When the corporate tax rate is 0%, the tax liability is applied to the
shareholder at the time the dividend is paid by the corporate to the shareholder. As a result,
(and assuming the dividend payments, or equivalent, do not change), the total received by
the shareholder that they can spend (ie, their personal income after tax) is the same, and
they receive the income at the same time. This is set out below in Table 2.1.

Table 2.1 Impact of difference in corporate profit tax rates on disposable income of
Jersey resident owners (£s)

Tax rate on corporate profits

0% 10%
Profit 100 100
Tax on profits 0 -10
Dividend (pre tax) 100 100
Personal tax on income @ 20% =20 =20
Credit for profit tax already paid 0 10
Total available for the shareholder to spend 80 80

Source: Oxera calculations.

In terms of cash flow, there is a slight advantage for the corporation from being in the 0%
category. Until the dividend is transferred to the shareholder the corporate has access to the
entire profits from past operations, while when the corporate is subject to profits tax, it has
access to only the post tax profit. If subject to the 0% corporate tax regime rather than 10%,
companies reinvesting or investing in new assets would have access to somewhat more
internally generated capital.

Under most circumstances, the impact on the corporate entity will be to reduce their cost of
equity capital slightly. In the particular circumstances where a company, for whatever reason,
has difficulty accessing additional external capital and it wishes to expand or undertake

! This assumes that the shareholder already falls into the 20% personal income tax band. If not, the shareholder might pay 0%,
if they have unused personal allowances or 27% if they have exhausted their allowances but have a total income that is below
the 20% threshold.
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221

significant additional investment, the additional internally generated capital that does not
have to be paid as corporate profits tax can help provide this. A company in an expansion
phase is also less likely to be paying dividends, so the timing advantage may last longer. At
the margin, therefore, this move (on its own) should have a positive impact on investment in
the economy.?

From the government’s perspective, the timing advantage gained by the company in effect
by paying the tax on profits only when the profits are distributed is the mirror image of the
disadvantage that applies to the government—it receives the tax revenues later. If, as a
result, some other tax has to change to compensate, or public expenditure is reduced, there
will be additional effects in the economy. Exactly what these changes are will need to be
included when determining the impact on corporates, in order to arrive at the complete
impact on the economy.

Hence, for Jersey resident-owned companies, the move from a 0% category to a 10%
category will have some, limited, effect of increasing their costs. If the company generally
pays out most of its profits in dividends (or equivalent), the impact is small. If the company is
in expansion and making significant investments, the effect is larger. However, the maximum
effect is limited to the time value of the money that the corporate uses for investment that it
would otherwise have paid the government in the form of corporate profits tax.>

Moreover, for Jersey resident-owned companies, even moving them into the 20% category
would just take them back to the position (in terms of costs) that they were in prior to the
introduction of 0/10.

Companies owned by non-Jersey residents

For companies owned by non-Jersey residents, the position is rather different, and the
impact will depend, at least partially, on the jurisdiction within which the owners of the Jersey
company are based. For UK parents of Jersey companies in particular, changes in the
taxation arrangements in the UK mean that moving these companies into the 20% tax rate
category does not necessarily bring them back to the position they would have been in prior
to 0/10.

Prior to 0/10

Prior to 0/10, corporate profit tax paid in Jersey by subsidiaries of UK companies did not tend
to influence the total profits tax that would be paid by the parent company on the operation of
the Jersey subsidiary. This position arose because any tax paid in Jersey (at, say, 20%) was
offset against the liability for UK corporation tax (at say, 30%). Hence a profit of £100 made
in Jersey would be taxed for £20 in Jersey, and an additional £10 in the UK, making the total
£30 (ie, the total makes up the UK 30% tax rate). Hence, if the Jersey subsidiary was subject
to 0% in Jersey, the parent company would have to pay £30 in the UK. The overall total tax
paid on the Jersey £100 profit would be £30, irrespective of how much was paid to the
Jersey government. Like the position of the Jersey-owned company, there were some timing
advantages in paying less tax in Jersey, but if profits were routinely transferred to the parent
company these would tend to be relatively small.

However, the UK corporate tax structure has been changed, and as at 2012 corporate profits
tax paid in Jersey will not generally be offsettable against any further UK tax liability on that
profit. Moreover, it is now also the case that, in general, the UK does not further tax the

2 There are other tax structure interventions that can have a similar impact. For example, some forms of capital allowances can
have the same effect of delaying the payment of tax on profits.
3 This conclusion is based on net profits of the corporation being eventually transferred to shareholders and taxed as

shareholder income. To the extent that a corporate manages to transfer profits to shareholders in a form that is not taxed as
income for the shareholder, the impact of moving from 0% to 10% or 20% is more significant.
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profits of overseas subsidiaries, especially where those subsidiaries are carrying on a clear
business operation (eg, running a retail outlet).

As a result, for UK companies prior to 0/10, the rate of profit tax in Jersey was not a
significant cost to their operations, so they did not obtain a significant cost reduction as a
result of moving into the 0% category.* However, subsequent changes to the UK corporate
tax structure have made the 0% rate in Jersey a benefit. For these companies, the UK reform
reduced their total corporate tax liability. As a result, a move to apply a corporate profit tax
rate of 10% (or 20%) in Jersey would now represent a net cost to these companies. Their
total corporate tax bill would rise, although it would still generally be less than it was prior to
0/10 and the reforms of the UK structure.

Future impact

In looking forward, therefore, the move of UK-owned companies from the 0% category to the
10% (or the 20%) category would in general raise their total tax liability. Hence it would
represent an increase in the costs to the shareholders of those companies of doing business
in Jersey.

In the face of an increase in the costs of doing business in Jersey, those businesses have a
number of options. They could absorb this additional cost, and accept a lower (post-tax)
return to their Jersey operations; they could increase the prices they charge in the Jersey
market, to compensate for the higher tax burden; they could increase their productivity,
reducing unit costs; they could (try to) reduce the price they have to pay for input, including
labour. (These options are not mutually exclusive, and in practice companies may adopt
some or all these approaches.)

Critically, the ability to raise prices profitably will depend on the market dynamics that each
company faces. If the market for their output is mostly supplied by companies that face the
same type of tax cost increase, and the market is reasonably competitive, the cost increase
would be expected to feed through into price increases. This is the outcome expected when
a competitive market faces a ubiquitous cost shock. However, given the recent history of the
Jersey market, there are some complicating factors. In particular, the price responses to
changes in tax burdens may take some time to materialise. If, in these markets, the price
response to the earlier change in the UK tax structure (which reduced the cost of doing
business in Jersey) has not already fed through, the cost increase that would now take place
may not result in a future price rise, but rather halt an expected fall in prices (or, more likely,
stop a slowing-down of future price rises).

If the market is mostly supplied by companies that are Jersey resident-owned, it would be
expected that it is these companies that are setting the price in the Jersey market. As the
total cost of tax for these companies is relatively unchanged (mostly owing to a timing
issue—see above), the prices they charge would not be expected to change as a result of
the move from 0% to 10% (or 20%). UK-owned suppliers would, therefore, be constrained
from raising their prices by the presence of Jersey resident-owned suppliers.

If the market for Jersey suppliers is constrained by direct importation (eg, Internet shopping),
this will also limit the ability of UK-owned, Jersey-based suppliers from raising their prices in
response to the increase in their total tax costs.

The likely overall impact on prices paid by Jersey residents as a result of a move of a
particular sector of the economy into the 10% (or 20%) corporate profits tax band is,
therefore, dependent on the prevailing market conditions in that sector. Where the sector is
made up of mostly UK-owned companies, and those companies have already reflected the

4 For some large multinational companies with significant operations in jurisdictions with a corporate tax rate higher than the UK,
profit tax paid in Jersey was a net cost to their operations.

100



3.1

advantage they gained from changes to the UK tax system in prices charged in Jersey, this
move would be expected to increase the price of goods or services sold, thereby partially or
fully offsetting the increased tax costs that these suppliers face.

In the parts of the economy where Jersey-owned companies dominate, the move into the
10% (or 20%) tax band would be expected to have little, if any, significant impact on the total
costs that the Jersey-owned companies face, and hence prices charged in the market.
Where Jersey-based suppliers face strong competition from direct imports, their ability to
raise prices to compensate for any increased total tax costs is limited. Where UK-owned
suppliers have not yet reflected the advantage they gained from the recent change in UK
taxation in Jersey prices then, again, the impact of any move to the 10% (or 20%) tax band
would be expected to be muted.

Overall, therefore, where a sector of the economy is moved into the 10% (or 20%) band and
this generates a significant level of net additional taxation for Jersey (ie, the suppliers will
generally not be Jersey resident-owned), there is likely to be a price reaction, and Jersey
customers will end up paying for most or all of the additional tax-take enjoyed by the
government. Where the tax does not generate significant new revenue (ie, the sector to
which it is applied is mostly Jersey resident-owned and the impact is therefore mostly in
relation to the timing of tax receipts), there is less likelihood of residents paying for that
(relatively small) additional tax revenue through increased prices.

It follows that if the retail sector has been chosen partly because of the preponderance of
non-Jersey resident-owned establishments, this increases the probability that any additional
tax revenue generated will be passed on to Jersey residents.

If there were a move to put the retail activities into a category that was moved into the 10%
tax band, the order of magnitude of the tax generated would be at around £5m in a year like
2009 (the last year for which the profit breakdown by sector is available).” However, as
indicated above, some of the tax generation is just tax that would have been paid later where
the retail businesses are owned by Jersey residents. In addition, to arrive at this figure, the
underlying data is based on the companies being taxed being allocated to a single category,
and it is likely that some companies are included where not all their activity would be retail. In
addition, once such a targeted tax is applied, there will be an incentive to rearrange business
activities so as to minimise the activity classed as retail, and to reduce the measured
profitability of that sector. Hence, the £5m indicated above may be an overestimation of even
the gross tax revenue that the application of a 10% tax rate to retailing might generate.

Applying a charge to undertakings

General application

As a general rule, any charges applied to undertakings in a way that has an impact on all, or
most, of any particular segment of the economy will be passed on to consumers (in the form
of higher prices) or to labour (in the form of lower wages). Under restricted circumstances,
shareholders may experience lower returns, particularly in any transition to a new
equilibrium. However, in an open economy with relatively free movement of capital, a
permanent reduction in the return to capital as a result of a charge placed on undertakings is
unlikely.

In particular, in the short-term, transitional phase of economic adjustment, the precise
economic impact of applying charges to undertakings will depend on the basis of the charge

° Oxera analysis of Jersey tax data. The definition of retail services used here is SIC codes 12 (Nurseries), 164 (Retail
Distribution, Food and Drink) and 166 (Other Retail Distribution).
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(eg, per employee, per square footage of occupied premises) and the category or categories
of the undertakings affected if the charges are selective (eg, if they apply only to retail
functions).

If the charges are applied across the whole economy, they become an additional cost to
doing business in Jersey. As a result, where import substitution (or, more precisely, moving
away from Jersey the activity that will cause the charge to be incurred) is possible, imports
will become cheaper to supply relative to doing the same activity in Jersey. To continue to
compete with imports, the Jersey-based activity will need to reduce some other input cost—
likely to be labour costs (eg, lower wages) or less use of land (eg, less floor space).
Furthermore, to the extent that the imported activity is not a perfect substitute, some of the
charge will end up in the higher prices charged in Jersey.

Where import substitution is not possible, the charge will act as a uniform cost shock to
Jersey provision, and so will generally be reflected in prices.® If, in turn, this reduces total
demand, there may be a subsequent reduction in the demand for labour, and hence labour
costs (ie, wages) could also fall (slightly).

If the output is generally exported, it may not be possible for the price to rise without Jersey
production becoming uncompetitive. As such, over time the cost of some other inputs (eg,
labour, land) will need to decrease (eg, through lower wages); otherwise, production in
Jersey is likely to reduce.

Hence, the overall effect of applying a charge to undertakings is to raise prices, reduce
wages, or to reduce the use of, and hence price of, other inputs such as land or occupancy
space. In practice, the response of the economy is likely to be a mixture of these effects.

However, because charges will be attached to a specific input, one effect of such a structure
is to increase the relative price of that input. So, for example, if the charge is per employee
(or full-time equivalent employee, FTE), the cost of labour rises relative to the cost of other
inputs. At the margin, capital is likely to be substituted for labour, and demand for labour
decreases. So, in addition to the general impact of charges (see above), the specific nature
of the charge will also have an impact on the relative use of resources in Jersey. Applying
the charge to labour reduces the demand for labour; applying the charge to land/occupancy
reduces the demand for that input, etc.

Finally, a charge that is levied at a set rate on a specific input (eg, a specific charge per FTE
of labour) will have a higher proportionate impact on final prices where the current cost of
that input is low. In the case of labour, the proportionate increase in costs will be higher for
low-paid workers than for high-paid workers, which in turn is likely to mean that the
proportionate increases in prices will be higher in relation to the output of the low-paid
workers compared with the high-paid workers. This creates the potential for these types of
charges to have regressive distributional impacts if the low-paid workers tend to
disproportionately buy outputs that are also provided by low-paid workers. Other charging
structures (eg, a charge on the use of space) could have other distributional consequences
(potentially progressive) if, for example, high-paid workers disproportionally purchase goods
or services that use a large amount of this input. The precise distributional impact will depend
on the detail of the charge, and the current (indirect) consumption of the input to which the
charge applies.

6 Any new equilibrium position will be likely to have some, relatively small, component of a reduction in the costs of other inputs,
so the full cost of the charge may not be reflected in increased prices.
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4.1

Selective application

If the charge is applied selectively (eg, to a specific set of institutions because of the activity
they undertake), issues will inevitably arise over the boundary definition. An incentive is
created to move economic activity from the part of the business to which the charge would
apply, to one where it would not. So, for example, if the charge applies at an institutional
level to employees of retail establishments, the retailer that sub-contracts its back-office
functions and logistics to a subsidiary would pay less in the way of charges than one that
undertook these activities within the retail operation.

To overcome this incentive effect, the charge can be applied by reference to the specific job
done. However, this increases the complexity of the application of the tax, as there will now
be an incentive to re-classify particular jobs out of the charged activity (eg, shop assistant)
and into some other activity (eg, within-store logistics manager).

This boundary problem is less acute if there is some other cost that would apply if the
boundary is crossed. Applying the charge to all institutions other than those subject to
positive rates of corporate profits tax could ease this problem, but an incentive would remain
to organise the corporate structure such that employees are located in the institution subject
to the profits tax (assuming that the charge is per FTE), while the profits emerge from the
institution subject to the employee charge. To the extent that these types of organisational
changes are successful, any tax/charge revenues are reduced, but, more importantly, to the
extent that doing this itself uses up economic resources, the overall economy becomes less
efficient and less competitive.’

Reducing the recoverability of GST within the production
chain

General

The economic impact of GST (and VAT) is designed to be a tax on consumption. The tax
rate is applied to the (untaxed) costs of production—ie, the untaxed price of the goods or
services in the end-consumption market. However, GST (or VAT) is levied at each point in
the production chain, but GST paid on inputs (ie, what is purchased) is offset against any
GST liability due to the government as a result of sales. The net tax paid is therefore based
on the value added to goods/services as they pass through an intermediate stage in the
production process.

By making the recoverability of GST paid less than 100%, the effective rate of GST in the
end-consumption market is raised; how much it rises depends, however, on the number of
intermediate stages and the proportion of the value added in each stage. At one extreme, if
the (GST) tax-paying institution buys no inputs, its GST payments to the government would
not change.? At the other extreme, a pure retailer that bought in as much of its inputs as
possible would create a small value added on its own account compared with the value

(ie, price) of the goods/services it sold. This type of operation would see a significant
increase in the total amount of GST paid. If this pattern of operation were repeated along the
production chain, the difference in the effective GST component facing the end-consumer in
the end-price can be significant.

7 An incentive is created to spend real economic resources to reduce the tax paid up to the value of that tax saving. However,
this sort of economic activity has no, or very little, value to society and as such is a deadweight loss to the economy.

A farmer growing a food crop sold directly to consumers and using seed saved from the previous year could (just) fall into this
category. More realistically, some service providers (eg, economic consultants) have very low purchase values for inputs
compared with the value of their outputs, and therefore approximate a business that would be relatively unaffected by making
GST not fully recoverable.
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Example: with a 5% GST rate, a restriction on recoverability to, say, 80%, and a five-
stage production process (with 20% of value added at each stage), the effective GST
rate would be around 7% to the end-consumer. °

This type of tax structure would therefore encourage the vertical integration of companies,
and, to the extent that companies purchase inputs from each other, conglomeration. More
importantly, this tax structure creates barriers to entry for small, specialised suppliers either
to other companies (which will not be able to recover in full any GST they have to pay), or to
end-users (as the supplier will not be able to recover all the GST they have paid on their own
inputs).

In addition, other distortions can occur—for example, by acting in the production chain as an
agent, rather than a principal, it may be possible to avoid some of the GST that would
otherwise not be recoverable.

GST (and VAT) structures have, among other considerations, been designed especially to
achieve two objectives: neutrality with respect to imports/exports; and neutrality with respect
to the organisational structure of the supply process. The Jersey structure has also been
designed to be as simple as possible, in order to minimise the deadweight costs to the
economy of actually administering the tax. Introducing a mechanism that limits the
recoverability of GST removes the first two general characteristics and could create
additional complications for the Jersey system, especially if the non-full recovery were limited
to certain sectors of the economy (see below).

The actual impact on the final price faced by consumers in Jersey is complex because the
impact on the costs on different suppliers is not uniform. For the reasons set out above, it will
vary by the number of stages through which the goods pass and the way services are put
together. Where most of the market is supplied in the same way, such a tax structure could
be expected to have a uniform impact on costs, in which case it would be expected that the
increase in tax paid to the government would be balanced by the increase in prices faced by
consumers. If the market is supplied in a multitude of different ways, the outcome could be
different. If the price-setters in the market have only a few taxed links in their supply chain, it
would be their (very limited) increase in costs that would be expected to be reflected in the
price increase in the market. Suppliers using more links would be expected to have to absorb
any further tax increases that their supply configuration suffered. Under these circumstances
gross tax receipts could be marginally higher than the price increase faced by consumers.™
However, if the price-setters are currently those with more links in their supply chain, the
opposite result could materialise: the price increases faced by customers could be marginally
higher than the increase in tax revenues received by the government.

Finally, the fact that GST is not fully recoverable in Jersey would make direct import by retail
consumers marginally more attractive than purchasing through a GST-registered retailer. By
directly importing (and paying the required GST), the end-customer avoids the double
payment of the irrecoverable part of the GST that the retailer would pay on importation.

As indicated, such a tax structure creates an incentive for vertical integration and
conglomeration, and creates (additional) tax barriers to the entry of niche suppliers. Given
the small size of the Jersey market, anything that makes new entry more difficult may also
have an impact on the overall competitiveness of the local market place, which in turn may
have additional detrimental effects on consumers.

o See Table 4.1 below for the details of this outcome.

10 However, if the added complexity increases the administrative costs of collecting the tax, the net increase in government
revenues could still be below the additional tax paid by customers.
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As with the other taxes or charges, the non-full recovery of GST could be limited to specific
classifications of business. For example, as in the other examples above, it could be limited
to retailers (ie, classification by institution), or to retail sales (ie, classification by activity).
Although such an approach could avoid, at least partially, the multiple-stage problem
identified above, it would increase the complexity of the system, thereby tending to increase
the deadweight loss of running the GST system. In addition, both approaches immediately
create an incentive for those with the tax liability to the government to avoid being put (or
having the transaction being put) into the disadvantageous category. This in turn can
increase the deadweight costs of the structure since any activity designed just to reclassify
activity has no economic value.

More importantly, however, if the identification of retail sales were perfect, the impact would
generally be the same as raising the level of GST, but with the additional incentives to
vertically integrate and bring in-house any bought-in services. The more the retailer does in-
house, the lower the level of value in the final price that has some sticking tax applied to it.
For example, if the retailer itself contributes to 50% of the untaxed value of the product, the
non-recoverable element of the GST would apply to the other 50%. So, if the rate were 5%
and the recoverability were limited to 80%, the additional tax would be 20% of 5% of the
50%, which is 0.5%. The effective GST rate would be 5.5% for this retailer. However, for the
specialist retailer that buys in all their services (eg, bookkeeping, payroll functions, etc) and
has a low retail cost model with their own value added at, say, 25% of the untaxed price,
their GST sticking tax would be 20% of 5% of 75%, or 0.55%. For these specialist retailers,
the effective GST tax rate would therefore be 5.55%.

Other specific categories of institution or transaction could be singled out for not being able
to recover all their input GST. However, the same overall issues would arise:

— increase in complexity (and thus deadweight loss to the economy);

— incentive to distort the categorisation of the institution or transaction, inducing more
deadweight loss;

— increasing the cost base of goods and services available in Jersey by an amount that
could be more, less or the same as the increased tax revenues;

— a potentially negative impact on the costs of provision of exports (see below).

The position of exports

For conventional exports, any GST paid on inputs is recoverable from the government. As a
result, these exports are free of GST (which is the mirror image of levying GST on the value
of imports). Although it would be possible to continue to allow the full recovery of input GST
by the exporter, in relation to those exports this would not necessarily mean that some
additional non-recoverable GST would not stick to exports (and the system would also
become more complex.) This outcome arises because if the non-recoverability has occurred
earlier in the production chain, the ‘stuck’ GST has been incorporated into the intermediate
price of the goods or services. As this element cannot usually be identified easily, it may not
be recovered by the exporter. For example, in the five-stage process in the earlier example
above, the price and the GST components are as set out in Table 4.1 below.
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Table 4.1 Non-recoverability of GST and exports (£s)

Stage in the Value Cost of GST paid (to GST Price in the
production/distribution added bought-in the recovered market
process goods/services government) including
(excluding GST) GST
120 0 1 21
220 20.20 2.01 0.80 42.21
320 40.60 3.03 1.61 63.63
420 61.21 4.06 242 85.27
5 Jersey consumption 20 82.02 5.10 3.25 107.12
5 for export 20 82.02 0 4.06 101.21

Source: Oxera.

Although the exporter is able to recover all the GST it has paid on its inputs (4.06), this does
not mean that it will recover all the GST paid further along the production chain. The final
export cost/price is £101.21, while, under full recoverability, it would be £100 (ie, 5 * 20).

This dynamic would also apply to the financial services sector in Jersey, including those who
are registered as International Service Entities. At present, International Service Entities can
recover any GST they pay on their inputs (or purchase them without GST) in return for a
lump-sum payment to the government. Even if this system remained allowing for full
recovery, where there is a multistage production process, the earlier sticking of the GST
would not be recoverable (or, at least, a complicated system would be required to allow for
this).

Conclusion

The application of the three proposed changes to the tax (or charges) structure in Jersey,
whether applied across the whole economy or selectively targeted, would cause knock-on
effects in the Jersey economy. In most cases these ramifications are likely to result in Jersey
residents paying for any increased tax (or charge) revenues generated, through higher prices
or wages lower than they would otherwise be, in the medium to long term.

Under some specific circumstances this may not be the outcome. In particular, where the
market is currently dominated by Jersey resident-owned suppliers and the change is in the
categories of activity that are subject to 10% or 20% corporate profits tax, the additional tax
collected by the Jersey government may be higher than the impact on prices. However,
given that, in these cases, the market is dominated by Jersey resident-owned suppliers, the
amount of additional revenue generated is likely to be small.

In the other cases where the market is dominated by UK-owned suppliers, an increase in
corporate profits tax is likely to feed through into either higher prices or lower wages (or,
possibly, a reduction in the use of some other input). The additional tax revenues will be paid
for largely by Jersey residents.

The application of charges or the non-full recoverability of GST will also have the effects of:
— making exports more expensive;

— making imports cheaper relative to on-Island production;

— increasing the complexity of the tax/charges structure;
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with charges also:

— changing (reducing) the relative demand for the item upon which the charge is levied
(eg, if employees then the demand for labour);

and non-full recoverability of GST:
— providing an incentive to vertically integrate;

— making entry by niche players more expensive, and potentially reducing competitive
pressure.

The appropriate tax structure will depend on the objectives being pursued. If the objective is
to raise additional government revenue then, compared with the options considered here,
there are likely to be alternative approaches that are more economically efficient (ie, that
create less deadweight loss in the economy). For at least some of these, it may be possible
to target them in a way that can meet distributional objectives (in terms of progressiveness or
regressiveness), if appropriate.

However, if the objective is to target companies that currently do not pay corporate profits
tax, but supply goods and services into the domestic market, these three approaches have
limited effectiveness and, in most cases, it will be Jersey residents who actually pay the tax
or charge. This is particularly the case in relation to charges and non-recoverable GST,
where both Jersey resident-owned and non-Jersey resident-owned suppliers are subject to
the additional tax or charge in the same way, resulting in the additional tax or charge
applying to all the Jersey-based suppliers in that particular market.
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package of measures to make up the revenues foregone from 0/10,
including GST and 20 Means 20)

Finance and Economics Committee
Zero/ten design proposals
Treasury and Resources

Deemed rent proposal

Treasury and Resources

Deemed rental charge on non-finance non-Jersey-owned companies:
Green Paper

Treasury and Resources

Fiscal Strategy Review: green paper consultation

Fiscal Strategy Review: supporting research

Fiscal Strategy Review: summary of responses to consultation
Treasury and Resources/Involve

Report on International Standards for the States of Jersey in connection
with a Business Tax Consultation

Deloitte
Business Tax Review: consultation document

Treasury and Resources
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