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Appendix A. Forecasting public 
finances 

This appendix describes the techniques used for our public finance forecasts. It 
starts by comparing the forecasts made for borrowing in 1999–2000 in last 
year’s Green Budget and the November 1999 Pre-Budget Report with the 
eventual out-turn. It then goes on to explain in more detail our forecasts for the 
macro-economy and for possible tax changes. 

A.1 The accuracy of our previous forecasts 
The out-turn for 1999–2000 was far more favourable for the public finances 
than either the Treasury in the November 1999 Pre-Budget Report or the IFS / 
Goldman Sachs January 2000 Green Budget forecast. 1999–2000 saw a PSNB 
repayment of £16.1 billion,1 a surplus for the government that was 
considerably higher than either the £3.5 billion predicted by the Treasury or 
the Green Budget estimate of £6.8 billion. Table A.1 presents the out-turn 
estimated at the time of the November 2000 PBR, which shows that this high 
surplus was the result of both underestimating government revenues and 
overestimating government expenditure. While the error in forecasting public 
borrowing may seem extremely large, it should be noted that both the 
Treasury and the IFS / Goldman Sachs forecasts of total government revenues 
and total government spending were within 2½% of the eventual out-turn. 

Table A.1. A comparison of last year’s IFS / Goldman Sachs Green 
Budget forecast and the Treasury November 1999 Pre-Budget Report 
forecast with the estimated out-turn for 1999–2000 from the November 
2000 Pre-Budget Report (£ billion) 

  HM Treasury  
Pre-Budget 

Report forecast, 
November 1999 

IFS / Goldman 
Sachs Green 

Budget, January 
2000 

Estimate, 
Pre-Budget 

Report, 
November 2000 

Current receipts  352.1 351.7 357.1 
Total managed expenditure  349.9 346.3 341.5 
Of which:     
 Departmental expenditure limits 179.9 179.9 176.8 
 Annually managed expenditure 170.0 166.4 164.7 
PSNBa  –3.5 –6.8 –16.4 

a PSNB excludes spending financed by the windfall tax. 
 

A closer examination of both the Treasury and the IFS / Goldman Sachs 
underestimate of government revenues in 1999–2000 is presented in Table 

                                                           
1 The November 2000 PBR estimated that PSNB in 1999–2000 was £16.4 billion. The latest 
estimate is £16.1 billion (source: ONS Press Release, Public Sector Accounts: 3rd Quarter 
2000, 21 December 2000). 
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A.2. It shows that the underestimate of receipts was caused by too pessimistic 
forecasts of revenues for virtually all of the main taxes. In particular, the Pre-
Budget Report forecast for income tax revenues was some £2.2 billion too 
low, compared with an underestimate of just £0.4 billion in the IFS / Goldman 
Sachs forecast. By contrast, the Treasury forecast for corporation tax receipts 
underestimated revenues by just £0.7 billion compared with a £2.2 billion 
underestimate in the IFS / Goldman Sachs forecast. 

Table A.2. IFS / Goldman Sachs Green Budget and Treasury main errors 
in forecasting tax receipts, 1999–2000 (£ billion) 
 Pre-Budget Report 

forecast, 
November 1999 

IFS / Goldman Sachs 
Green Budget forecast, 

January 2000 
Income taxa –2.2  –0.4  
Corporation tax –0.7  –2.2  
Value added tax –0.7  –0.9  
Fuel duties 0.0  0.5  
Social security contributions –0.2  –0.4  
Council tax –0.2  –0.2  
Other  –1.0  –1.8  
Total –5.0  –5.4  

a Net of tax credits. 
Source: Out-turn figures for 1999–2000 from HM Treasury, Pre-Budget Report, November 
2000, Cm. 4917, 2000. 

A.2 Techniques used in our forecasts 
For the current financial year, three different sources of information are 
examined before coming to a judgement for each element of government 
revenue. In addition to the latest Treasury forecast from the November 2000 
Pre-Budget Report, we use information from the revenues implied by a current 
receipts method, and the IFS / Goldman Sachs modelled approach.2 
1. Information from current receipts. This uses the information on the 

receipts received in the current financial year compared with that received 
up to the same point in the last financial year. An estimate for the current 
years receipts is then provided using the following formula: 

 2000–01 forecast =         Receipts received so far this year             × 1999–2000 receipts  
                                  Receipts received to the same point last year 

While this is useful when forecasting revenues in the current financial 
year, it cannot provide projections for borrowing in future years. Caution 
should also be used when revenues are cyclical or changes have been made 
that may affect the timing of payments – for example, the effect of 
changing the date at which tobacco duties are increased on the incentives 
for forestalling. 

2. The IFS / Goldman Sachs modelled receipts approach. This estimates 
growth in each of the taxes using forecasts for the growth in the relevant 
tax base, combined with an estimate of the elasticity of revenue with 

                                                           
2 For a more detailed explanation of both these techniques, see C. Giles and J. Hall, 
‘Forecasting the PSBR: the IFS perspective’, Fiscal Studies, vol. 19, no. 1, pp. 83–100, 1998. 
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respect to growth in the tax base. Information on the revenue effects of 
pre-announced tax changes from previous Budgets is then added in order 
to reach a forecast. Hence modelled receipts can be summarised by the 
following formula: 
2000–01 forecast = (1999–2000 receipts × Tax-base change × Elasticity) + Tax changes 

This technique enables forecasts to be made for future years. It should be 
noted that these forecasts become considerably less accurate for later 
years, since forecasts for changes in tax bases, estimates of elasticities and 
also the impact of tax changes all become less accurate. 
 
The elasticities are largely estimated from TAXBEN, the IFS tax and 
benefit model. The estimates for income tax elasticities are supplemented 
by a model of the responsiveness of income tax revenues to changes in 
employment and wages. For fuel, an elasticity calculated from previous 
IFS research is used.3 Elasticities for beer, spirits, wine and tobacco duties 
are taken from the median elasticity found in a range of UK studies.4  

A.3 Forecasts for 2000–01  
The Green Budget forecast is a judgement based on the Treasury’s latest 
forecast contained in the November 2000 Pre-Budget Report, the current 
receipts and the IFS / Goldman Sachs modelled approach. Each of these is 
presented in Table A.3. Overall, we forecast a very similar pattern of receipts 
to the Treasury, which is not surprising, given that very little additional 
information has become available since that forecast was made. 

Inland Revenue receipts 
For income tax, we forecast £100.0 billion, which is higher than the 
£98.9 billion (net of tax credits) forecast by the Treasury. This is due to 
current receipts forecasting even higher receipts of £100.4 billion (assuming 
£3 billion of capital gains tax receipts). Our forecast for corporation tax is 
£32.2 billion, in line with the Treasury’s prediction. The changes to the 
corporation tax payment structure announced in the March 1998 Budget mean 
that very little information is contained in either the current receipts or the 
modelled receipts forecasts. 

Customs and Excise taxes 
We forecast VAT receipts to equal £59.2 billion, which is the figure obtained 
from our modelled receipts methodology and is identical to the Treasury’s 
forecast. It is also very close to the £59.3 billion implied by the current  
 

                                                           
3 L. Blow and I. Crawford, The Distributional Effects of Taxes on Private Motoring, 
Commentary no. 65, IFS, London, 1997. 
4 M. Chambers, ‘Consumers’ demand and excise duty receipts equations for alcohol, tobacco, 
petrol and derv’, Government Economic Service, Working Paper no. 138, August 1999. 
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Table A.3. Forecasts for government borrowing in 2000–01 (£ billion) 
 Pre-Budget 

Report, 
Nov. 2000 

Current 
receipts 

IFS / GS 
forecasting 

model 

IFS / GS 
forecast 

judgement  
Inland Revenue         
 Income taxa  98.9  103.4i   98.4   100.0   
 Corporation taxb 32.2  32.3  35.6   32.2   
 Petroleum revenue tax 2.0  2.5  0.9  2.0  
 Capital gains tax 3.0  n/a  2.5  3.0  
 Inheritance tax 2.3  2.3  2.0  2.3  
 Stamp duties 8.3  9.3  7.7  8.3  
Total Inland Revenue (net of tax credits) 146.7  149.9  147.0  147.8  
Customs and Excise         
 Value added tax (VAT) 59.2  59.3  59.2  59.2  
 Fuel duties 23.2  23.5  23.7  23.5  
 Tobacco duties 7.4  7.4j  6.1  7.4  
 Spirit duties 1.8  1.8  2.1  1.8  
 Wine duties 1.7  1.9  1.9  1.7  
 Beer and cider duties 3.0  3.0  3.1  3.0  
 Betting and gaming duties 1.5  1.5  1.6  1.5  
 Air passenger duty 1.0  1.0  0.9  1.0  
 Insurance premium tax 1.7  1.7  1.6  1.7  
 Landfill tax 0.5  0.4  0.5  0.5  
 Customs duties and levies 2.1  2.1  2.0  2.1  
Total Customs and Excise 103.0  103.6  102.6  103.4  
 Vehicle excise duties 4.9  4.6  4.5  4.5  
 Oil royalties 0.6  0.6j  0.4  0.6  
 Business ratesc 17.0  17.0j  15.0  17.0  
 Social security contributions 59.8  59.8  59.6  59.8  
 Council tax 13.9  13.9j  13.7  13.9  
 Other taxes and royaltiesd 8.8  8.8j  8.5  8.8  
Total taxes & social security contribnse 354.7  358.1  351.4  355.7  
 Accruals adjustments on taxes 2.9  2.9  2.9  2.9  
 less Own resources contribution to EU –6.6  –6.6  –6.6  –6.6  
 less PC corporation tax payments –0.4  –0.4  –0.4  –0.4  
 Tax creditsf 4.9  4.9  4.9  4.9  
 Interest and dividends 5.2  5.2  5.2  5.2  
 Other receipts 19.6  19.6  19.6  19.6  
Current receipts 380.3  383.7  377.0  381.3  
Current spending 364.6  361.1  361.1  361.1  
 Windfall tax and associated current sp.g 0.9  0.8  0.8  0.8  
Current balanceh 16.6  23.5  16.7  21.1  
 Net investment 7.0  6.0  6.0  6.0  
 Windfall tax and associated capital sp.g 0.5  0.9  0.9  0.9  
Public sector net borrowingh –10.1  –18.3  –11.6  –15.9  

a Net of the children’s tax credit and the working families’ tax credit. 
b Includes advance corporation tax (net of repayments). Also includes North Sea corporation 
tax after ACT set-off, and corporation tax on gains. 
c Includes district council rates in Northern Ireland. 
d Includes money paid into the National Lottery Distribution Fund. 
e Includes VAT and ‘traditional own resources’ contributions to EU budget. Net of tax credits, 
cash basis. 
f Excludes children’s tax credit, which scores as a tax repayment in the National Accounts. 
g Removes spending financed by the windfall tax. 
h Excludes spending financed by the windfall tax. 
i Includes capital gains tax. 
j The number implied by current receipts has been replaced by the more realistic PBR number. 
Source: Treasury forecasts from HM Treasury, Pre-Budget Report, Cm. 4917, November 
2000; this table is equivalent to Table B11 (p. 180). 
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receipts forecast. For fuel duties, we use the figure of £23.5 billion, equal to 
the amount implied by the current level of receipts. This is slightly higher than 
the Treasury figure but lower than the £23.7 billion predicted by our 
forecasting model.  

Other government receipts 
For most other receipts, we take the Treasury’s forecast. The exception to this 
is vehicle excise duty, where we expect receipts to be some £0.4 billion lower 
than the Treasury predicted, at £4.5 billion. This is entirely due to our 
treatment of the £365 million cost of the PBR announcement to reduce VED 
on lorries and to extend the small-car threshold. The PBR uses money from 
the AME margin to pay for these measures while they are under consultation, 
while we assume that they will remain in place and hence reduce VED 
receipts accordingly. 

Government expenditure 
We forecast current spending to equal £361.1 billion, which is £3.5 billion 
lower than the Treasury’s forecast. We assume that the additional spending 
contained within the AME margin will not be used, and that there will be an 
underspend on current departmental spending of some £1 billion. This is due 
to evidence of underspending in recent years and the low growth in 
expenditure seen so far this year. We forecast that there will be £6 billion of 
net capital investment in 2000–01, an underspend of £1 billion on that 
contained in the PBR. 

Government borrowing 
As a result of both higher government revenues and lower government 
expenditure, we forecast that, in 2000–01, the surplus on current budget will 
be £21.1 billion. This is some £4.4 billion higher than the £16.6 billion 
forecast by the Treasury. We forecast that public sector net borrowing will 
be a repayment of £15.9 billion, which is £5.8 billion larger than the 
£10.1 billion forecast in the Pre-Budget Report.  

A.4 Medium-term forecasts 
Any assessment of the fiscal stance, and whether the Chancellor is going to be 
successful in meeting his two fiscal ‘rules’, should be judged over the 
economic cycle. Table A.4 presents the macroeconomic forecasts underlying 
the baseline IFS / Goldman Sachs forecast for government borrowing. We 
forecast GDP growth of 3% in 2000–01 and 2½% in 2001–02. This is slightly 
higher than that forecast in the Pre-Budget Report. Beyond 2001–02 our 
baseline forecast has the same cautious growth forecasts as the Treasury – 
with GDP growth at 2¼% a year until 2005–06. Our forecasts for employment 
and real wage growth follow a similar pattern to that of GDP growth.  
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Table A.4. Main macroeconomic assumptions used in the baseline 
forecast 

% growth in variable 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 
Gross domestic product (GDP) 3 2½ 2¼ 2¼ 2¼ 2¼ 
Real consumers’ expenditure 3½ 2¾ 2 2 2 2 
Corporate profits (lagged 1 year) 2 6¼ 6 4 4 5 
Employment (lagged 1 year) ¾ ¼ ¼ 0 0 0 
Real wage growth ¾ 2¾ 2 2 2 2 
GDP deflator 2 2½ 2½ 2½ 2½ 2½ 

 

Our baseline forecast for the public finances in the medium term is presented 
in Table A.5. For 2001–02, we forecast a higher repayment of borrowing than 
the Treasury (£7.2 billion as opposed to £6 billion), due to our expectation of 
lower spending on both the current and capital budgets. As a result, we 
forecast lower levels of debt interest in subsequent years, leading to lower 
levels of overall spending in our forecast until 2003–04. For the last two years 
of the planning period, we assume that current spending will be increased by 
2½% in real terms, while capital spending will be as forecast in the PBR. 
Together with an expectation of higher receipts starting from 2002–03, this 
means that we forecast lower borrowing than the Treasury for every year until 
2005–06. 

Table A.5. Medium-term public finances forecasts, based on cautious 
macroeconomic assumptions (£ billion) 

IFS / Goldman Sachs forecasts 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 
Current budget             
 Current receipts 381.3  399.4  417.4  437.3  458.4  480.9  
 Current expenditurea 361.1  382.5  402.1  422.5  443.8  466.3  
 Windfall tax & ass. curr. sp.b 0.8  0.8  0.7  0  0  0  
Surplus on current budgetc 21.1  17.7  15.9  14.8  14.6  14.6  
Capital budget             
 Net investment 6.0  11.2  15.0  18.2  20.0  22.0  
 Windfall tax & ass. cap. sp.b 0.9  0.7  0.0  0  0  0  
Public sector net borrowingc –15.9  –7.2  –0.9  3.4  5.4  7.4  

a In line with the National Accounts, depreciation has been included as current expenditure. 
b Removes spending financed by the windfall tax. 
c Excludes spending financed by the windfall tax. 

A.5 Explaining discretionary tax increases 
Table A.6 shows changes in tax as a result of Budget announcements for the 
current and last parliament. The effect that each Budget has on tax revenues, 
over and above measures already in place or announced, is shown in the 
column appropriate for the parliament in which it takes effect. For the last 
parliament, the effect shown is that on revenues in 1996–97, while for the 
current parliament, the effect on revenues in 2001–02 is given. The tax 
amounts raised are all per year and are converted into in 2001–02 prices using 
nominal GDP.  
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Table A.6. Discretionary tax increases over the previous parliament and 
the current parliament (£ billion) 

 Announcement Last 
parliament 
to 1996–97 

Current 
parliament 
to 2001–02 

 Effect over and above any 
effect on previous parliament 

Conservative Budgets from 1987–92 parliament affecting revenues   
 Spring 1991 Budget 2.3 n/a 
 Spring 1992 Budget –4.0 n/a 
 Budget measures from 1987–92 parliament affecting revenues –1.8 n/a 
Conservative Budgets after the 1992 election   
 Spring 1993 Budget 16.9 3.6 
 Autumn 1993 Budget 7.9 3.9 
 Autumn 1994 Budget –0.9 0.4 
 Autumn 1995 Budget –4.3 –1.3 
 Autumn 1996 Budget n/a 0.8 
 Total Conservative Budgets during 1992–97 parliament 19.6 7.4 
Labour Budgets after the 1997 election   
 Summer 1997 Budget n/a 5.6 
 Spring 1998 Budget n/a 3.8 
 Spring 1999 Budget n/a –2.5 
 Autumn 1999 Pre-Budget Report n/a –4.0 
 Spring 2000 Budget n/a –0.6 
 Autumn 2000 Pre-Budget Reporta n/a –0.6 
 Total Labour Budgets during current parliament n/a 1.7 
Total effect of Budget changes on taxes over parliament 17.9 9.0 
Actual change in revenues over parliament –11.7 24.8 

a November 2000 Pre-Budget Report only includes those measures introduced without further 
consultation.  
Notes: Increases are over and above the effect that any measure may have had on revenues in 
the preceding parliament. Measures announced in the March 2001 Budget may affect the 
figures for this parliament. Figures stated are for the effect on revenues in 1996–97 and 2001–
02 respectively. All figures have been uprated to 2001–02 prices using nominal GDP growth. 
Reductions to the generosity of mortgage interest relief that occurred in the Budgets in Spring 
1993, Autumn 1993, Summer 1997 and Spring 1999 are not included since the relief counts as 
government expenditure rather than tax forgone in the National Accounts. The Spring 1993 
numbers include the effect of a 3% fuel escalator on annual revenues in both parliaments, 
while the Autumn 1993 figures include the effect of increasing this fuel escalator to 5% and 
introducing a tobacco escalator at 3%. The Summer 1997 numbers include the effect of 
increasing these escalators to 6% and 5% respectively. Both escalators were subsequently 
abolished in the November 1999 PBR. Thus the –£4 billion effect of the PBR includes the 
fiscal implications of removing the automatic tobacco and fuel escalators in 2000–01 and 
2001–02. Any further changes in excise duties are treated as one-off changes in the year they 
occurred. For more details, see Appendix A. 
Sources: HM Treasury, Financial Statement and Budget Report, various years; authors’ 
calculations. 
 

The table shows that the Autumn 1993 Budget, for example, raised 
£7.9 billion in tax revenues in 1996–97 in 2001–02 prices, while the measures 
it included were also forecast to raise revenues in 2001–02 by an additional 
£3.9 billion. Budget announcements during the last parliament raised taxes 
during that parliament by £19.6 billion, while they also introduced measures 
that were to raise taxes in this parliament by an additional £7.4 billion. 
Measures announced in the current parliament increased taxation by 
£1.7 billion over and above the £7.4 billion, giving a total increase resulting 
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from Budget announcements of £9.0 billion (numbers do not sum to total due 
to rounding).  

The increases announced over the current parliament may appear relatively 
small. This is largely due to the fact that the November 1999 Pre-Budget 
Report abolished the automatic escalators on tobacco and fuel, which the last 
Budget of the previous parliament had assumed would remain in place at least 
until 2001–02. In addition, this parliament has seen an increase in taxes from 
Budget announcements made at the start of the parliament, in particular in the 
July 1997 and March 1998 Budgets, while announcements made since have 
reduced tax revenues. In fact, up to 2000–01, tax revenues have been 
increased by Budget announcements by £5.8 billion. This falls to £1.7 billion 
in 2001–02 due to factors such as the introduction of the children’s tax credit 
and an additional year without an automatic fuel or tobacco escalator.  

Despite the effect of Budget announcements, actual tax revenues fell over the 
previous parliament by 1.2 percentage points of GDP, which is equivalent to 
£11.7 billion in 2001–02 terms. Over this parliament, tax receipts have grown 
by more than the £9.0 billion from Budget announcements; in total, they have 
increased by 2.5 percentage points of GDP, which is equivalent to 
£24.8 billion. 

It is, of course, impossible to tell what the Conservatives would have done if 
they had been re-elected in May 1997. In addition, the current government 
could, if it had wanted, have chosen to end the automatic escalators on fuel 
and tobacco earlier than it did, or to have offset these tax increases with 
reductions elsewhere. It could have implemented policies so as to leave the 
proportion of national income taken in tax constant or, indeed, to reduce it. 
But lower taxes would not have been possible without lower levels of public 
spending or higher levels of government borrowing.  
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Appendix B: How to classify the 
government’s credits 

Chapter 7 discussed the government proposals in the area of welfare reform. 
These include five policies that the government has labelled as credits: 

• working families’ tax credit (WFTC); 

• children’s tax credit; 

• integrated child credit; 

• employment tax credit; 

• pension credit. 
Here, we analyse the treatment of these credits in the public finances. There 
has been a degree of confusion as to whether the cost of these government 
policies should be treated as tax cuts or as increases in government 
expenditure. This is an issue of a pure accounting nature and it is unlikely to 
affect the economic decisions that individuals make in response to the policies. 
Whether these credits are treated as spending or forgone income will, though, 
affect the measure of the proportion of taxation in GDP.  

Box B.1. International standards of public finance accounts 

1. European System of Accounts 1995 – government transfers are classified 
as forgone revenue if:  

a) the benefit to the individual taxpayer does not exceed the amount of tax 
paid by them; 

b) payment is made as a matter of economic policy; and 

c) the allowance is an integral part of the tax system. 
Source: Cited in The Burden of Taxation, House of Commons Library Research Paper no. 
00/65, 2000. 
 
2. Government Finance Manual 1986 (IMF) – government transfers are 

classified as government expenditure if they are paid to ‘taxpayers in 
excess of previous tax payments, whether referred to as tax refunds, tax 
credits or by any other term’. 

Source: Cited in Introducing the European System of Accounts 1995 in the United Kingdom, 
Office for National Statistics, London, 1998. 

 

Box B.1 presents a summary of two international standards of public finance 
calculation on the treatment of tax allowances and credits (see Annex to this 
appendix for definition of allowances and credits in the tax system). The basic 
condition for tax credits to be treated as forgone revenue rather than 
expenditure is that the payments ought to be integral parts of the tax system 
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and their values should not exceed individuals’ tax liabilities. Under such 
definitions, the values of refundable credits over and above the annual tax 
liability count as government expenditure. The example of the earned income 
tax credit (EITC) in the US gives an insight into these definitions. The EITC is 
an integral part of the US tax system in that the amount received by families is 
based on their annual income together with an assessment of their tax liability. 
According to the definitions above, EITC payments that offset tax payments 
count as forgone government income, but awards in excess of that would 
count as government spending.  

In the UK, the children’s tax credit qualifies for treatment as forgone income. 
It is an integral part of the tax system, in that its value depends on the annual 
level of tax paid by the individual or couple, and it is a non-refundable credit 
so no net payments are made to the taxpayer. In the case of the working 
families’ tax credit, around 80% of expenditure is net payments to families 
over and above their tax liability, and thus does not count as forgone 
government revenue on these definitions. The remaining 20% could also 
arguably be classified as government spending as WFTC might not be seen as 
an integral part of the tax system. Therefore WFTC might be seen to fail both 
criteria that would qualify it as forgone government revenue, and by 
international standards should all count as government expenditure. This was 
the way the predecessor of WFTC, family credit, was treated in government 
accounts. Because the administration of WFTC has been moved to the Inland 
Revenue, and because some of the transfer has been paid through the pay-
packet, the government has treated WFTC as forgone revenue in its 
calculation of net taxes and social security contributions as a share of national 
income. The resulting difference from excluding the WFTC is 0.5 of a 
percentage point of GDP in 2001–02.  

Table B.1. Current and future credits in public finances: the system in 
2001–02 and a possible reformed system 
 Cost of current 

and future 
‘credits’ 

Amount that is 
or could be offset 

against tax 
payments  

Net government 
transfer 

Current system    
WFTC £3.8bn £0.7bn £3.1bn 
Children’s tax credit £1.8bn £1.8bn £0 
Total £5.6bn £2.5bn £3.1bn 
Reformed system    
Integrated child credit (ICC) £9.5bn For ICC and ETC jointly: 
Employment tax credit (ETC) 
(if introduced only for 
families with children) 

£1.3bn £2.3bn £8.5bn 

Total £10.8bn £2.3bn £8.5bn 
Note: See Chapter 7 for the details of the integrated child credit design. 
Source: Based on calculations in the IFS tax and benefit model, TAXBEN. 
 

Different standards of accounting will also have implications for the transfers 
that the government has announced. Table B.1 outlines some estimates of the 
cost of the credits (although the precise structure and administration of the 
proposed schemes are uncertain). Even if the employment tax credit is not 
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introduced for those without children, the total cost of the introduction of the 
integrated child credit will increase the cost of personal transfers labelled as 
credits from £5.6 billion to £10.8 billion. At the same time, the value of the 
credits that could be offset against tax payments would change by little. 
Currently, some 70% of WFTC recipients pay income tax and about 
£700 million of WFTC expenditure could be offset against these tax payments. 
Together with the children’s tax credit, this gives a figure of £2.5 billion that 
could be treated as forgone income if WFTC were an integral part of the tax 
system. Under one of possible options for the integrated child credit, the 
amount of transfers that could be offset against income tax would be 
£2.3 billion.  

The level of tax as a share of national income is unlikely on its own to 
influence the economic choices made by individuals and their welfare. But 
some administrative elements of the tax and benefit system that may influence 
economic decisions do affect the way transfers are treated in the National 
Accounts. For example, whether payments are made on annual basis (like the 
children’s tax credit) or whether they respond more quickly to changes in 
circumstances (like income support) may affect economic decisions. In 
changing the design of the tax and benefit system, it would seem sensible to 
give priority to the way in which the administration of payments affects 
individuals’ and families’ welfare over the implications for the level of taxes 
as a share of GDP as presented in the National Accounts. 

Annex: Tax allowances and tax credits – 
some consistent definitions 
The UK personal tax system is defined in terms of tax rates applying in 
specified income bands. These are complemented by tax allowances and tax 
credits.  

Tax credits are simply reductions in tax liability. The final tax liability of 
individuals who receive tax credits is equal to their initial tax liability reduced 
by the amount of the credit. Tax credits can take one of two forms. They can 
be either non-refundable, in which case taxpayers receive no additional benefit 
if the value of the tax credit is greater than their initial tax bill, or refundable, 
if any such excess is paid to the taxpayer. Both refundable and non-refundable 
credits can be withdrawn at certain levels of income – this is a way of 
improving the targeting of these instruments on the relatively worse off. 

Tax credits are different from tax allowances in the following way. Tax 
allowances are normally characterised by a restriction rate and an amount. 
Taxpayers can offset income up to the specified amount against the allowance. 
If the rate of tax on the offset income is less than or equal to the restriction 
rate, no tax is paid on the offset income. If the rate of tax is greater than the 
restriction rate, the offset income is taxed at the difference between the rate of 
tax and the restriction rate.1 The UK personal allowance has a specified 

                                                           
1 For more details, see J. McCrae, ‘Simplifying the formal structure of UK income tax’, Fiscal 
Studies, vol. 18, no. 3, pp. 319–34, 1997. 
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amount, but there is no restriction rate on it, so any income can be offset 
against it.  

Figures B.1 and B.2 demonstrate the operation of non-refundable and 
refundable tax credits in a simplified system with a flat tax rate applying on all 
levels of income and with a tax allowance. 

Figure B.1. A non-refundable tax credit 
  Net income
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Figure B.2. A refundable tax credit 
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The tax liability before the credit is shown as the difference between the 45o 
line and the grey line ACB. The amount of the allowance is equal to AI and its 
restriction rate is equal to the flat tax rate. Up to the point when income is 
offset against the whole amount of the allowance, the initial (pre-credit) tax 
liability is zero. If an individual receives a credit of value DF that is 
withdrawn once income reaches level AK, then the final tax liability will be 
different from the original liability up to the point when the whole of the credit 
is withdrawn (at income level AL). If the credit is non-refundable, as in Figure 
B.1, up to the income level AJ its value will be limited to the pre-credit tax 
liability. The individual’s budget constraint with a non-refundable credit is 
ADEB.  

If the credit is refundable, though, the full amount of the credit will apply even 
when the individual’s pre-credit tax liability is zero, so post-tax income will be 
higher than pre-tax income up to the income level AJ. The budget constraint 
with a refundable credit is shown in Figure B.2 by the black line GHEB. When 
the pre-credit tax liability reaches the value of the credit (at income level AJ), 
the final post-tax income will be the same under refundable and non-
refundable credits. 
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Appendix C: Budgets since 1979 
This appendix summarises the main tax measures introduced in each Budget since 
1979. Statutory indexation of thresholds and limits is not included. 
 
1979 Budget, Geoffrey Howe 
Income tax  Basic rate cut from 33% to 30%. 

Top rate cut from 83% to 60% on earned income and from 98% to 75% on 
unearned income. 

VAT   Two-tier rates of 8% and 12.5% replaced by single 15% rate. 
Excise duties  Alcohol and tobacco duties reduced; petrol duty increased. 
Company taxes  Petroleum revenue tax rate increased from 45% to 60%. 
 
1980 Budget, Geoffrey Howe 
Income tax  Reduced rate of 25% abolished. 
National Insurance Employee rate increased from 6.5% to 6.75% (contracted in). 

Employer rate increased from 10% to 10.2% (contracted in). 
Capital taxes  Stamp duty threshold on property increased from £15,000 to £20,000. 

Capital transfer tax threshold doubled from £25,000 to £50,000. 
Company taxes  Petroleum revenue tax rate increased from 60% to 70%. 
 
1981 Budget, Geoffrey Howe 
Income tax  Personal allowances frozen in cash terms, implying a cut in real terms. 
National Insurance Employee rate increased from 6.75% to 7.75% (contracted in). 
Excise duties  Sharp increases (beer and petrol up 24%, cigarettes up 16%). 
 
1982 Budget, Geoffrey Howe 
Income tax  Personal allowances increased in real terms. 
National Insurance Employee rate increased from 7.75% to 8.75% (contracted in). 

Employer National Insurance surcharge reduced from 3.5% to 2%, and to 
1.5% from April 1983. 

Capital taxes  Indexation provisions introduced for capital gains tax. 
Stamp duty threshold on property increased from £20,000 to £25,000. 

Company taxes  Petroleum revenue tax rate increased from 70% to 75%. 
 
1983 Budget, Geoffrey Howe 
Income tax  Personal allowances increased in real terms. 

Mortgage interest relief ceiling raised from £25,000 to £30,000. 
National Insurance Employee rate increased from 8.75% to 9% (contracted in). 

Employer National Insurance surcharge cut from 1.5% to 1%. 
Company taxes  Licence royalties abolished for all new oilfields. 
 
1984 Budget, Nigel Lawson 
Income tax  Personal allowances increased in real terms. 

Investment income surcharge abolished. 
Relief on life assurance premiums abolished for new policies. 

National Insurance Employer National Insurance surcharge abolished. 
Excise duties  Duty on wine cut sharply; increases on beer and cigarettes. 
Capital taxes  Stamp duty threshold on property increased from £25,000 to £30,000. 

Highest rate of stamp duty reduced from 2% to 1%. 
Top rate of capital transfer tax cut from 75% to 60%. 

Company taxes Corporation tax rate to be reduced from 52% in 1982–83 to 50% in  
1983–84, 45% in 1984–85, 40% in 1985–86 and 35% in 1986–87. 
Stock relief abolished. 
First-year allowances to be phased out and replaced by 25% writing-down 
allowances. 



Green Budget, January 2001 

116 

1985 Budget, Nigel Lawson 
Income tax  Personal allowances increased in real terms. 
National Insurance Employee and employer contributions restructured, with reduced rates for 

lower earners. 
Upper ceiling on employer contributions abolished. 

Company taxes  Development land tax abolished. 
 
1986 Budget, Nigel Lawson 
Income tax  Basic rate reduced from 30% to 29%. 

Announcement of the introduction of tax relief for profit-related pay (PRP) 
schemes in 1987. 
Tax relief for Personal Equity Plans (PEPs) introduced. 

Capital taxes  Capital transfer tax replaced with inheritance tax. 
Stamp duty for shares reduced from 1% to 0.5%. 

 
1987 Budget, Nigel Lawson 
Income tax  Basic rate reduced from 29% to 27%. 
Excise duties  Duties held constant in cash terms, implying a real cut. 
Capital taxes  Inheritance tax threshold increased from £71,000 to £90,000. 

Number of inheritance tax rates cut from seven to four. 
New arrangements to encourage personal pensions. 

 
1988 Budget, Nigel Lawson 
Income tax  Personal allowances increased in real terms. 

Basic rate reduced from 27% to 25%. 
All rates above 40% abolished. 
Announcement of separate taxation of husband and wife from 1990. 
Company car scale charges doubled. 

Capital taxes  Capital gains accruing before 1982 written off for capital gains tax purposes. 
Capital gains tax rates changed to equal marginal income tax rates. 
Inheritance tax threshold increased from £90,000 to £110,000. 
Inheritance tax rates reduced to a single rate of 40%. 

 
1989 Budget, Nigel Lawson 
Income tax  Limit for higher age relief reduced to 75. 

Age allowance taper reduced to 50%. 
Pensioner ‘earnings rule’ abolished. 
PEPs extended. 

National Insurance Employee 5% and 7% bands abolished. 
Lower 2% rate for employees introduced on earnings below lower earnings 
limit. 

Excise duties  Petrol duties adjusted to favour unleaded fuel. 
 
1990 Budget, John Major 
Income tax  Basic-rate limit frozen. 

Employer-provided work-place nurseries exempted from tax. 
Introduction of Tax-Exempt Special Savings Accounts (TESSAs). 
Abolition of composite rate of tax announced. 

Capital taxes  Plans for abolition of stamp duty on shares announced. 
Company taxes  Corporation tax rate cut from 35% to 34%. 
 
1991 Budget, Norman Lamont 
Income tax  Married couple’s allowance frozen. 

Mortgage interest relief restricted to the basic rate of tax. 
PEPs extended. 
Company car scale charges raised by 20%. 

National Insurance Employer contributions to be charged on company cars and free fuel from 
1992–93. 

VAT   Standard rate of VAT raised from 15% to 17.5%. 
Company taxes  Corporation tax rate cut from 34% to 33%. 
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