I I Institute for
Fiscal Studies

The distributional effect of tax and benefit
reforms to be introduced between June
2010 and April 2014: a revised assessment

IFS Briefing Note BN108

James Browne
Peter Levell




those of working age. Nor do our results suggest that the switch from RPI to CPI as part
of the triple lock guarantee for the basic state pension was obviously justified on
coverage grounds: whilst we find the majority of pensioners in receipt of other benefits
are insulated from the costs excluded from the CP], if we include state pension recipients
as well, the proportion insulated falls to between 31.5 % and 32.2% of pensioner
households, similar to the proportions insulated for working age households.

If we look at households who receive only RPI-linked benefits (mainly those households
who receive no means tested benefits but do receive Child Benefit), the coverage of the
CPI appears particularly inappropriate: only around 1% of them are insulated from
mortgage interest and Council Tax costs. Including these costs in the index used to
uprate the benefits received by these households therefore seems sensible if we want to
accurately capture their inflation experience.

Table 5.2 shows that between 83% and 87% of households receiving Rossi-linked
benefits are insulated from changes in mortgage interest and Council Tax, and 93% are
insulated from changes in rent. This suggests that the Rossi index, which excludes these
three items, is well-designed for capturing the inflation experience of recipients of these
benefits. By moving from Rossi to the CPI, these benefits will now be influenced by
changes in rents, despite the fact that rent payments affect very few households in this
group. In this respect, the coverage of the CPI seems less appropriate than the coverage
of Rossi given the current benefit system.

However, one of the changes announced in the June 2010 Budget was that, from April
2013, Local Housing Allowance (LHA) rates will be increased with the CPI, breaking the
link between LHA and local rental costs. The cap for LHA is currently set according to
the median of local rents.32 To examine the impact of this change, we re-classified those
receiving Housing Benefit in private sector accommodation as not being insulated from
changes in rent.33 The results of this exercise are presented in Table 5.3. Once we take
out those living in private sector accommodation, the proportion of households
receiving only Rossi-linked benefits that are insulated from changes in rent falls from
93% to 85%, in line with the national average. This suggests that, as a result of the
changes due to be implemented in 2013, the inclusion of rents in the index used to
uprate means tested benefits may be justifiable from that date- as those currently
receiving Rossi-linked benefits will be more likely to be affected by these costs than they
were in the past.

32 LHA is the name for Housing Benefit for recipients in the private rental sector.
Preceding this change, from October 2011 the basis for setting LHA rates will be
changed from the median to the 30th percentile of local market rents.

33 Of course, some of those in private sector accommodation will remain insulated,
provided that their rent is far enough below the maximum rent covered in their Local
Authority, so our results should be treated as a lower bound.

23
© Institute for Fiscal Studies, 2010



Table 5.3 Proportions of benefit recipients insulated from changes in rent: those in
private sector accommodation not insulated.

RPI-linked Rossi-linked All benefit
benefits only  benefits only recipients No benefits
All Households (1,424) (595) (2,670) (2,599)
Insulated from Rent 82.4% 85.2% 83.3% 82.1%
Changes

Note: Sample sizes in brackets. Households in the category “no benefits” may still be receiving benefits we do not
consider here such as the Basic State Pension and Pension Credit.

Source: Author’s own calculations using LCFS data.

Overall, then, these results suggest that the coverage of the RPI is more suitable for
households not receiving means tested benefits than the coverage of the CPI. For those
receiving means tested benefits (for whom benefits are likely to represent a larger share
of their income) the answer is more ambiguous: currently, the fact that rents are
included in the CPI arguably makes it less appropriate in terms of coverage than the
Rossi index. However, as a result of the changes in the Budget, in the future it may be
more appropriate to include rents in the index used to uprate means tested benefits.

5.5. Proportions insulated by income decile

We might be most concerned that the index to which benefits are linked reflects the
inflation experience of low income households, for whom benefits make up a larger
share of total income. For example, it could be argued that the switch to the CPI is more
appropriate if those benefit recipients who are not insulated from the costs excluded
from the CPI relative to the RPI are largely richer households, say, who receive Child
Benefit but no other benefit payments.

Figure 5.2 shows the proportion of benefit recipient households insulated from
mortgage interest costs and Council Tax according to their household income decile.
These results are restricted to non-pensioner households (for whom we believe the
switch to uprating using the CPI to be more significant) and assume that all means
tested benefit recipients are insulated from mortgage interest costs. Households are
allocated to decile groups according to their position within the overall income
distribution (i.e. the distribution including households who do not receive any benefits
and pensioner households). It shows that poorer households who receive benefits are
much more likely to be insulated from both mortgage interest and Council Tax: just over
85% of non-pensioner households receiving benefits in the first decile are insulated,
compared to 59% in the second decile and just 5.5% in the richest decile. If we are
primarily interested in capturing the inflation experience of the poorest households
receiving benefits, then it seems appropriate to exclude mortgage interest and Council
Tax from the measure of inflation used to uprate them. But this currently happens
anyway, since the poorest households tend to receive income-related benefits which are
linked to the Rossi index.
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Figure 5.2: Proportion of benefit recipients insulated from changes in mortgage
interest payment and Council Tax by income decile group: non-pensioner
households
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Note: Income decile groups are derived by dividing all households into 10 equal-sized groups according to income
adjusted for household size using the McClements equivalence scale. Decile group 1 contains the poorest tenth of the
population, decile group 2 the second poorest, and so on up to decile group 10, which contains the richest tenth. The
proportions of those insulated in higher income decile groups of those receiving RPI only benefits in particular should
be treated with caution owing to small sample sizes in these groups. These figures refer to non-pensioner households
and assume that all those on means tested benefits have their mortgage interest payments met in full.

Source: Author’s calculations from 2008 Living Cost and Food Survey.

Very few households who receive only RPI-linked benefits are insulated from housing

costs in any income group.

5.6 Summary of conclusions

To summarise, the fact that it accounts for consumers’ ability to substitute between
goods and services favours the CPI over the RPI and Rossi. For those on universal
benefits, the coverage of goods and services in the RPI is superior to the CPI. For those
on means-tested benefits, with whom we may be more concerned, the Rossi’s coverage
of goods and services is superior to the CPI's given the current benefit system, but the
case against the CPI may weaken, once currently announced changes to the housing
benefit system take full effect.

6. Conclusion

It is clear that the measures introduced in the June 2010 Budget are regressive overall.
Once we consider all reforms to be introduced by April 2014, the cash losses are
smallest for the seventh, eighth and ninth income decile groups, and are very similar for
all of the bottom seven expenditure decile groups. The progressive nature of the pre-
announced measures is not sufficient to offset this, so the overall package of tax and
benefit reforms is also slightly regressive, at least within the bottom nine income decile
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groups. The biggest losers from the June 2010 Budget are low income households of
working age, while better off working-age households without children lose the least.
Low-income pensioners are less affected than other poor groups from the welfare cuts
in the Budget, but richer pensioners lose more than richer households of working age
from the Budget as they do not benefit from the increased personal allowance.

The biggest change to benefit policy in the June 2010 Budget in terms of the long-run
saving to the government was the decision to link benefits with the Consumer Price
Index (CPI) rather than the Retail Prices Index (RPI) or Rossi index from April 2011.
This is very likely to mean less generous benefits in the years ahead. The Government
argued that the CPI is a better measure of inflation than the indices to which benefits are
currently linked because the way it is calculated allows for the fact consumers are able
to protect themselves from price changes by substituting towards relatively cheaper
goods, and because the goods and services it covers better reflect the "inflation
experience" of households receiving benefits. We find the first of these arguments to be
sound whereas the second is more questionable.

26
© Institute for Fiscal Studies, 2010



Appendix A: Distributional analysis excluding tax and benefit changes that are
difficult to precisely allocate to households

Figure A.1 performs the same analysis in Figure 2.1 excluding the effects of cuts to
housing benefit, DLA and tax credits that are difficult to assign to particular households.

Figure A.1: The effect of direct tax and benefit reforms to be introduced between
June 2010 and April 2012 by household income decile group, excluding some
benefit changes
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Notes: Income decile groups are derived by dividing all households into 10 equal-sized groups according to income
adjusted for household size using the McClements equivalence scale. Decile group 1 contains the poorest tenth of the
population, decile group 2 the second poorest, and so on up to decile group 10, which contains the richest tenth.
Assumes increases in employer NICs are passed on to employees in the form of lower wages.

Sources: Authors’ calculations using TAXBEN run on the 2007-08 Family Resources Survey.

Comparing the figure above with figure 2.1, we can see that the measures initially
excluded from the analysis disproportionately affect low-income households. The
bottom four decile groups of the income distribution lose out as a result of the June 2010
Budget reforms on average rather than gaining once these additional measures are
taken into account.

Figure A.2 performs the same analysis for reforms to be introduced between June 2010
and April 2014, again excluding those benefit changes that are difficult to precisely
assign to particular households.
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Figure A.2: The effect of direct tax and benefit reforms to be introduced between
June 2010 and April 2014 by household income decile group, excluding some
benefit changes
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Notes: As for Figure A.1.
Sources: As for Figure A.1.

We can see that the direct tax and benefit reforms announced in the June 2010 Budget
appear regressive even without attempting to model the effects of those benefit changes
that are difficult to precisely allocate to particular households. The overall loss from
direct tax and benefit changes excluding those that are difficult to allocate to particular
households is approximately the same as a percentage of income for each of the bottom
nine decile groups.
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Appendix B: Methodology for assigning losses from changes to housing benefit,
disability living allowance and tax credits to particular households

In this appendix, we document the methodology for assigning losses from each change
to housing benefit, DLA and tax credits to particular households that cannot be precisely
allocated using the IFS tax and benefit microsimulation model, TAXBEN.

Not allowing LHA payments to exceed actual rent

The Department for Work and Pensions document34 shows that around half of
households claiming LHA lose an average of £11 a week as a result of this policy, and
that those with larger properties are more likely to lose. We randomly assign the

average loss within each room band to the appropriate number of households in each
band.

Capping local reference rents at the 4-bedroom rate

The DWP document shows that 69% of those renting 5 bedroom properties lose from
this policy, and these households lose an average of £75 a week, equivalent to 29% of
their weekly rent. We reduce housing benefit payments by 29% of rent for this group,
and then scale the losses so to match the total amount saved (around £21 million a

year).
Imposing maximum weekly caps on rents

We reduce housing benefit awards by the amount by which rents exceed these caps
(£250 for a 1-bedroom property, £290 for a 2-bedroom property, £340 for a 3-bedroom
property and £400 for a 4-bedroom property) and then scale the losses for each
household so that the total saving (around £60 million a year) is correct.

Setting local reference rents at the 30t percentile of local rents

The DWP document shows that the proportion of households that lose from this policy
reduces household size but the average loss increases. We randomly the assign the
average loss for each room band to ensure that the number of losers in each room band
is correct.

Reducing housing benefit for those of working age under-occupying social housing

We identify those in social housing who are of working age and under-occupying their
current property and calculate the total housing benefit they receive. We reduce these
households’ housing benefit awards by the same percentage so that the total saving
from the policy (£490 million in 2014-15) is correct.

3* http://www.dwp.gov.uk/docs/impacts-of-hb-proposals.pdf.
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Reducing housing benefit awards by 10% for those who have been on JSA for 12
months or more

We identify individuals in the data who are calculated as being eligible for JSA and who
say that they have been claiming for at least 12 months, and reduce their HB awards by
10%.

Indexing local reference rents with the CPI rather than local rents

Losers from this policy will be those who live in areas where rents increase faster than
the CPI after 2013. Since there is no way of identifying these households, we simply
reduce all housing benefit awards by the same percentage amount so that the total
amount saved from the policy is correct (around £390 million in 2014-15).

Disability Living Allowance

The Budget policy costings document says that the effect of this reform will be to
remove DLA from around 20% of claimants. We randomly remove entitlement to DLA
from the appropriate number of claimants in order to match the long run saving from
this policy (around £1.4 billion).

Tax credit reforms

There is no way to identify those who will be affected by changes to the way in-year
awards are calculated so we simply reduce all tax credit awards by the same percentage
amount so that the total amount saved from the policy is correct (around £1 billlion).
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Appendix C: A more detailed look at the effect of reforms by income decile group
and household type

Tables C.1-C.3 show the effect of all reforms, and the split between pre-announced and
Budget measures, to be introduced between June 2010 and April 2014 by income
quintile and family type as a percentage of net income.

Table C.1: The effect of all tax and benefit reforms to be introduced between June
2010 and April 2014 by income quintile and household type

Household type Income quintile

Poorest 2 3 4 Richest
Single, not working -7.2% | -6.5% | -8.1% | -6.7% | -2.2%
Single, working -4.7% | -1.4% | -0.8% | -1.1% | -2.8%
Lone parent, not working -6.3% | -7.2% | -7.6% | -6.6% | N/A
Lone parent, working -3.8% | -3.8% | -3.6% | -4.1% | -4.4%
0-earner couple without children -54% | -6.9% | -5.9% | N/A N/A
0-earner couple with children -8.6% | -8.6% | -10.1% | -5.9% | -1.4%
T-earner couple without children -4.5% | -2.8% | -2.3% | -2.5% | -3.4%
T-earner couple with children -4.5% | -4.7% | -5.4% | -4.7% | -3.8%
2-earner couple without children -2.9% | -0.5% | -0.1% | -0.6% | -2.2%
2-earner couple with children -3.7% | -3.2% | -3.3% | -3.0% | -3.5%
Single Pensioner -24% | -2.2% | -2.9% | -3.4% | -3.6%
Couple Pensioner -24% | -2.7% | -3.0% | -2.4% | -2.9%
Multi-family household, no children | -2.9% | -2.3% | -1.5% | -1.3% | -2.5%
Multi-family household, children -4.2% | -2.9% | -2.7% | -2.4% | -3.0%

Notes: Income quintile groups are derived by dividing all households into 5 equal-sized groups according to income
adjusted for household size using the McClements equivalence scale. Quintile group 1 contains the poorest fifth of the
population, quintile group 2 the second poorest, and so on up to quintile group 5, which contains the richest fifth.
Assumes increases in employer NICs are passed on to employees in the form of lower wages. Losses expressed as a
percentage of net income. The sample size non-working lone parents and 0-earner couples with children in higher
income quintiles is too small for results to be shown for these groups.

Sources: Authors’ calculations using TAXBEN.
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Table C.2: The effect of pre-announced tax and benefit reforms to be introduced
between June 2010 and April 2014 by income quintile and household type

Household type Income quintile

Poorest 2 3 4 Richest
Single, not working -0.89% | -1.16% | -1.03% | -1.08% | -0.42%
Single, working -0.17% | -0.60% | -0.97% | -1.23% | -1.96%
Lone parent, not working -0.23% | -0.23% | -0.81% | -0.55% N/A
Lone parent, working -0.44% | -0.52% | -0.76% | -1.18% | -1.79%
0-earner couple without children -0.95% | -0.96% | -0.94% N/A N/A
0-earner couple with children -0.39% | -0.57% | -0.55% | -0.55% | -0.64%
T-earner couple without children 0.20% | -1.05% | -1.05% | -1.29% | -1.80%
T-earner couple with children -0.51% | -0.81% | -1.41% | -1.96% | -2.36%
2-earner couple without children -0.28% | -0.57% | -0.65% | -1.01% | -1.73%
2-earner couple with children -0.57% | -0.66% | -1.04% | -1.41% | -2.41%
Single Pensioner -1.05% | -0.83% | -0.91% | -0.83% | -2.46%
Couple Pensioner -0.66% | -0.66% | -0.60% | -0.53% | -1.26%
Multi-family household, no children | -0.52% | -0.70% | -0.75% | -1.06% | -1.86%
Multi-family household, children -0.54% | -0.61% | -0.88% | -1.29% | -1.87%
Notes: As for Table C.1.
Sources: As for Table C.1.

32

© Institute for Fiscal Studies, 2010



Table C.3: The effect of tax and benefit reforms announced in the June 2010
Budget to be introduced by April 2014 by income quintile and household type

Household type Income quintile

Poorest 2 3 4 Richest
Single, not working -6.27% | -5.34% | -7.08% | -5.62% | -1.74%
Single, working -4.52% | -0.82% | 0.16% | 0.13% | -0.86%
Lone parent, not working -6.06% | -6.94% | -6.84% | -6.09% N/A
Lone parent, working -3.37% | -3.24% | -2.85% | -2.91% | -2.57%
0-earner couple without children -4.45% | -5.98% | -4.92% N/A N/A
0-earner couple with children -8.18% | -7.98% | -9.52% | -5.38% | -0.77%
T-earner couple without children -4.74% | -1.77% | -1.29% | -1.19% | -1.58%
T-earner couple with children -4.00% | -3.87% | -4.04% | -2.70% | -1.41%
2-earner couple without children -2.66% | 0.04% | 0.60% | 0.41% | -0.48%
2-earner couple with children -3.13% | -2.57% | -2.21% | -1.55% | -1.13%
Single Pensioner -1.32% | -1.34% | -2.01% | -2.57% | -1.17%
Couple Pensioner -1.78% | -2.07% | -2.40% | -1.92% | -1.63%
Multi-family household, no children | -2.38% | -1.56% | -0.79% | -0.27% | -0.59%
Multi-family household, children -3.66% | -2.24% | -1.81% | -1.15% | -1.12%

Notes: As for Table C.1.
Sources: As for Table C.1.
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Appendix D: Calculation of indices and ‘substitution bias’

In this appendix, we will look at the reasons behind the difference in the way the
Consumer Prices Index is calculated.

At each level of aggregation in the Retail Prices Index, average prices are calculated by
taking the weighted arithmetic mean (AM) of the prices of different categories of
goods.35 In the Consumer Prices Index, by contrast, at the lowest level of aggregation a
weighted geometric mean (GM) of prices is taken, though at subsequent, more aggregate
stages a weighted AM is used as with the RPIL.

A simple example will illustrate the effect of this on the measured rate of inflation.
Imagine two indices of two goods, 1 and 2, one calculated with a weighted AM and one
with a weighted GM. Suppose we want to compare how prices have change between
period t=1 and period t=2.

Let the prices of these goods in period ¢t be p;; and p,; and the weights for these goods
be 6;; and 6,;. The weights represent the share of expenditure on each good and sum to
1 in each period. Assume the weights applied to calculate the price indices are the
period 1 weights.

The AM measure of inflation is simply:
AM = 911 (%) + 921 (E)

whereas the GM measure of inflation is:

2 911 921
v = |(222)" s (222)
P11 D21

These two indices are not equivalent. In fact, the GM measure of inflation will always be
less than or equal to the AM measure of inflation.36

Ideally, the index should measure changes in the ‘cost of living’: that is, how much more
consumers need to spend in period 2 than they do in period 1 to attain the same level of
welfare in both periods. The AM and GM indices achieve this only under very certain
assumptions about consumer preferences and behaviour.

** Technically speaking, one of two different averages is taken depending on the
category of good, the “Average of Ratios” (AR) or “Ratio of Averages” (RA). For more
on this see p. 12 of the CPl Technical Manual
(http://www.statistics.gov.uk/downloads/theme_economy/CPl_Technical _manual-
2010.pdf)

3% A “ratio of averages” index can, under some circumstances, give a lower measure of
inflation than the GM index. This means it is not necessarily true that if the RPI were
calculated using a geometric mean it would give a lower measure of inflation, though
in practice this is quite likely to be the case.
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The AM index, which is the way the RPI is calculated, assumes that consumers do not
adjust the ratio of the quantity of goods they buy if relative prices change. It is assumed
that they could only achieve the same level of welfare in period 2 as in period 1 by
purchasing at least as much of each good as before. This is clearly unrealistic. In the face
of relative price changes, most consumers would be willing to substitute some goods for
others, particularly for quite closely related items. If so, the impact of changing prices on
consumer welfare is less than that implied by the AM index. Economists call this
overestimation of the ‘true’ rate of inflation ‘substitution bias’.3”

With a GM index, the measured rate of inflation does reflect the fact that the consumer
may substitute some goods for others - which explains why it will be lower than the AM
index given the same price changes. However, consumers are assumed to respond in a
very particular way: demand for a good is assumed to fall in the same proportion as the
increase in price, leaving total expenditure on the good, and thus the share of the budget
allocated to it, unchanged.

This implies a very large response to price changes on the part of consumers. Since the
geometric mean is only applied at the lowest level of aggregation this may be
appropriate, since the goods used at this stage are likely to be very close substitutes for
one another (e.g. different brands of a particular product).

Because GM indices address substitution bias, albeit in an imperfect way, they are
widely believed to give a better measure of the ‘true’ rate of inflation.

37 See Blow, L. and Crawford, I., 2001, The Cost of Living with the RPI: Substitution
Bias in the U.K Retail Prices Index, The Economic Journal, Vol. 111, June.
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Appendix E: Revisions since original publication

Section 5 of the briefing note has undergone substantial revisions since the initial
publication of the briefing note. These changes do not affect our assessment of the
Budget's progressivity/regressivity in sections 1-4.

These changes include:

1) the construction of a more accurate measure of Housing Benefit receipt in the Living
Costs and Food Survey (LCFS) data (the definition used in the previous version, which
was taken from the derived measure of benefit receipts in the LCFS, included only those
entitled to maximum Housing Benefit whereas now we use the raw data to include those
on partial benefit as well);

2) definitional changes to the list of benefits uprated currently by RPI or Rossi: we now
exclude the Basic State Pension from our list of RPI-linked benefits, since this will be
uprated not by the CPI but rather according to the Government’s “triple lock”, we
include Statutory Adoption Pay, Statutory Paternity Pay and War Pensions among RPI-
linked benefits, and we include Council Tax Benefit in our list of Rossi-linked benefits;

3) the inclusion of some households who do not report receiving Housing Benefit but
who are likely to receive it as they report receiving Income-Based Jobseekers’
Allowance, Income Support, and Income-Based Employment and Support Allowance
among those insulated from rent which entitle recipients to maximum Housing Benefit
(where they were not already included for meeting other criteria);

4) the use of reported receipt of Council Tax Benefit in the data to determine who is
insulated from Council Tax rather than assuming that all those receiving means tested
benefits are eligible (where household do not report receiving Council Tax Benefit but
receive benefits that should entitle them to it we count them as insulated);

5) the inclusion of those households who do not report receiving Council Tax Benefit or
Housing Benefit but receiving the Pension Credit in our definition of those insulated
from changes in Council Tax, rent and mortgage interest costs; this is because those
receiving the Guarantee Credit of the Pension Credit should be entitled to maximum
Housing Benefit, Council Tax Benefit and for some of the mortgage interest payments to
be paid through the Pension Credit;

6) the correction of a coding error that meant that those who owned their homes were
not considered to be insulated from changes in rent;

7) the presentation of results under the assumption that all those who receive means
tested benefits are insulated from changes in mortgage interest costs as well as under
our original assumption that none were eligible for this relief;

8) consideration of the impact of a change introduced in the June 2010 Budget to the
way Local Housing Allowance (LHA) rates will be set that reduces the number of those
on means tested benefits who are insulated from rental costs.
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Here, for comparison with the revised results, we reproduce Table 5.2 from the original
version of the briefing note. The primary differences with the tables presented above
are that 1) the numbers of those insulated from changes in rent in all groups is higher.
This does not alter our conclusions since the CPI includes rent and the proportion of
households receiving Rossi-linked benefits who are rent insulated is still high relative to
the general population 2) The numbers receiving Rossi-linked benefits are much higher
owing to the inclusion of Council Tax Benefit as a Rossi-linked benefit and the inclusion
of households receiving partial Housing Benefit as well as those entitled to maximum
Housing Benefit. 3) The numbers of those receiving RPI-linked benefits is lower since
we now exclude the Basic State Pension from our list of RPI-linked benefits (though we
now include some smaller benefits such as Statutory Paternity Pay, Statutory Adoption
Pay and War Pensions in this list). 4) The number of all benefit recipients who are
considered insulated from mortgage interest and Council Tax is now much higher owing
to the fact that a greater proportion of benefit recipients are now considered to be
receiving Rossi-linked benefits and because we now treat those receiving Pension Credit
as being insulated from changes in mortgage interest and Council Tax costs.

Table E.1 Proportions of benefit Recipients Insulated from mortgage interest
payments, Council Tax and rent (original version of table 5.2)

RPI- All '
. linked Rossi-linked ) No benefits
Proportion . . benefit
benefits  benefits only .
recipients

only
Insulated from 8.8% 85.3% 23.1% 4%
MIPs and CT (3,043) (172) (3,682) (1,587)
Insulated from 15.8% 56.3% 24.5% 7.1%
Rent increases (3,043) (172) (3,682) (1,587)

Note: Sample sizes in brackets.
Source: Author’s own calculations using LCFS data.
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