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5. Personal tax reforms: the child 
tax credit and the working tax 
credit 
The government has promised to announce the rates of two new tax credits – 
the child tax credit and the working tax credit – in Budget 2002. These credits 
will be introduced in 2003–04 and are likely to have a full-year cost of  
£2–3 billion a year. In addition, after a lamentable lack of public discussion 
and openness, many of the operational details may be announced in the 
Budget; these details will determine whether the people who the credits are 
aimed at understand them and choose to claim them.  

This chapter explores some options for the initial rates and total exchequer 
cost. As the child tax credit is the most direct mechanism the government will 
have to meet its child poverty targets, we show by how much the new tax 
credits could reduce child poverty. We also discuss what operational details 
need to be announced in the Budget and whether the credits will succeed as a 
new form of means test. Box 5.1 summarises what the credits are and how 
they will work. 

Box 5.1. What do we know about the new tax credits? 

In 2003–04, two new tax credits will be introduced: the child tax credit will 
bring together three parts of the existing tax and benefit system that support 
families with children, and the working tax credit will support those with or 
without children in low-paid work.  

Some of the details of how the credits will work are known: 

• They will be based on gross taxable income, jointly assessed for a couple, 
including savings income. The capital limits in existing means-tested 
benefits will not apply. 

• They will depend on annual income. Most families will initially apply in 
the summer, at which point an interim award will be made, based on 
annual income in the previous tax year. Payments may change if 
circumstances change during the year and will be reconciled at year-end if 
the interim award proves to be inaccurate.  

• People who apply in mid-year, or whose income changes significantly, 
will have an award based on their estimate of current-year income. 
Payments will be reconciled at year-end if this estimate was inaccurate. 

• The child tax credit will be paid direct to the main carer. It will not depend 
on whether the main carer or his or her partner is working, nor will 
recipients face any new obligations to look for work. 

• The working tax credit will be paid by employers. The self-employed will 
receive it direct from the Inland Revenue. 
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5.1 What are these credits? Why are they 
being introduced? 

The child tax credit and the working tax credit are being introduced for 
different reasons. The aim of the child tax credit is to simplify support for 
families with children, so that parents have a clearer idea of how much they 
can expect to receive in respect of their children and so that families do not 
need to claim different benefits or tax credits when their circumstances 
change. The government thinks that the present system is complicated because 
there are four main ways by which financial support is directed to families for 
their children, three of which depend on income (see Box 5.2). From 2003–04, 
there will be just two: universal, non-means-tested child benefit and the new, 
means-tested child tax credit. All families will continue to be entitled to child 
benefit and around 80% will be entitled to the child tax credit. The structure of 
the child tax credit and the working tax credit, and how they correspond to the 
existing tax and benefit system for families with children, are shown in 
Figures 5.1 and 5.2. 

Box 5.2. Tax credits and changes in support for children under Labour 

What is being abolished? 
The children’s tax credit reduces income tax bills of 5 million income-
taxpaying families with children. It was introduced in 2001, partly paid for by 
abolishing the married couple’s allowance. It will be subsumed within the 
child tax credit in 2003–04.  

The working families’ tax credit (WFTC) provides in-work support to  
1.2 million low-paid families working 16 or more hours a week. It was 
introduced in 1999 to replace a benefit called ‘family credit’. It will be 
subsumed within the child tax credit and the working tax credit in 2003–04. 

The childcare tax credit pays 150,000 families also receiving the WFTC up to 
70% of eligible childcare costs. It was introduced in 1999 and is formally part 
of the WFTC. It will be subsumed within the working tax credit in 2003–04. 

Child allowances in income support provided extra money to 1.5 million 
families with children claiming income support. Income support was 
introduced in 1988, and the child allowances will be subsumed within the 
child tax credit in 2003–04. 

What’s new? 
The child tax credit will provide income-related support to the main carer. 
Around 5.7 million families – all but the richest 20% – should receive it. The 
working tax credit provides in-work support to around 1 million single people 
or couples in low-paid work. Both will be introduced in 2003–04. 

What’s staying? 
Child benefit is a universal, non-means-tested payment for all mothers and 
lone fathers. All 7 million families with children in the UK receive it. It was 
introduced in 1977, and nothing is due to happen to it in 2003–04. 
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Figure 5.1. Financial support for a family with a child under the current 
system 
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Notes: April 2002 rates. IS(A) is the adult allowance, IS(C) is the child allowance and IS(F) is 
the family premium in income support. 
 

Figure 5.2. Forming the new tax credits from the present system 

£0

£20

£40

£60

£80

£100

£120

£0 £100 £200 £300 £400 £500 £600 £700 £800

Gross income (£/wk)

Working tax 
credit 

Child benefit

IS(A)

Child tax credit

 
Note: Assumes that new tax credits are implemented immediately and that a family qualifies 
for working tax credit at 16 hours of minimum-wage work.  
 

The child tax credit is replacing the child credits in the working families’ tax 
credit (WFTC), so the government needs to introduce some new form of 
compensation if existing WFTC claimants are not to lose out when it is 
abolished (compare Figures 5.1 and 5.2). The working tax credit will play this 
role, but it will be available to families in full-time work and on a low income 
whether or not they have children.  

The stated aim of the working tax credit is to reduce poverty and improve 
work incentives amongst those without children. There is little evidence, 
though, to support the introduction of an instrument such as the working tax 
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credit to tackle these aims.1 First, people working full-time tend not to be in 
poverty on government definitions, so the direct impact of the working tax 
credit on poverty looks likely to be small. Second, the government has 
presented no evidence that an insufficient financial reward is deterring 
families without children from working, which contrasts strongly with the 
research findings that supported the introduction of the WFTC.2 And, as we 
discuss later, the working tax credit might improve the reward to work for 
some but it will worsen it for others.  

5.2 Issues for Budget 2002 (I): What will 
the credits cost and who will gain? 

The government has promised to announce the initial rates of the new tax 
credits in Budget 2002. This will allow the new tax credits, finally, to be 
included in its public finance projections. Since it announced them in 
November 1999, the government has kept the cost of the new tax credits out of 
the public finance projections. Its reasoning is that it is impossible to give a 
costing until it has decided on the final rates and operational details. However, 
it would have been (and still is) perfectly possible for the government to 
publish indicative initial rates and cost estimates, even if these are not the 
actual rates used when the credits are introduced, or to estimate their cost 
under a range of assumptions. This would have been much more in keeping 
with the spirit of the government’s ‘Code for Fiscal Stability’.3  

We present below four options for the child tax credit. In our baseline system, 
the new tax credits closely replicate the existing structure of support for 
families with children assuming that no low-income families lose out. We then 
present three more generous alternatives: an option where no better-off 
couples with children lose from the abolition of the old children’s tax credit, 
and two options that do more for the poorest families to help the government 
meet its ambitious child poverty targets. We then present two possible options 
for the working tax credit for those without children. For all options, we model 
the cost, the distributional impact and the change in poverty rates and we 
discuss the impact on work incentives.  

                                                 
1 For more details, see M. Brewer, T. Clark and M. Myck, Credit Where It’s Due? An 
Assessment of the New Tax Credits, Commentary no. 86, Institute for Fiscal Studies, London, 
2001 (www.ifs.org.uk/taxben/taxcred.shtml). At the time that that document was written, the 
credit now known as WTC was called the employment tax credit. 
2 HM Treasury, Work Incentives: A Report by Martin Taylor, The Modernisation of Britain’s 
Tax and Benefit System no. 2, London, 1998. 
3 The about-to-be-abolished children’s tax credit, for example, was included in the public 
finances two years before it was introduced, but was finally introduced at £520 a year rather 
than the Budget 1999 suggestion of £416 a year. Cost estimates of the WFTC were published 
18 months before its introduction, and then altered as the government changed its forecasts, 
increased the rates and changed various operational rules before it was finally introduced. 
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Four options for the child tax credit 
We modelled the impact of four different systems for the child tax credit. The 
parameters are summarised in Table 5.1. This table also gives the aggregate 
cost of each option and its impact on poverty. All these reforms are expensive: 
under our assumptions, the new system of credits for families with children 
would cost £2 billion a year to introduce, and a system with no well-off losers 
would cost a total of £2.7 billion. The anti-child-poverty options necessarily 
cost even more money: our options are £1.4 billion and £3.4 billion more 
expensive than the base system – such large spending increases might not 
occur in Budget 2002, but they illustrate what scale of spending will be needed 
to reduce child poverty according to the government’s definition. These costs 
exclude the cost of extending the working tax credit to those without children, 
discussed below. These costings imply that the child tax credit will be worth 
around £11 billion a year in total: the additional £2–2.7 billion cost of 
introducing it comes on top of £9 billion a year that is currently spent on the 
existing children’s tax credit and the child allowances in WFTC and income 
support. This is a substantial sum – more than is spent on child benefit  
(£9 billion in 2001–02) – and it makes clear just how much the tax and benefit 
system supports families with children. 

The main gains and losses from introducing our base system for the child tax 
credit are the following:4  

• Out-of-work families will gain. The combination of our child tax credit 
and child benefit is greater than income support child rates, by £4.35 a 
week for the first child and by £3.50 for each subsequent child (April 2002 
values).  

• Families currently receiving WFTC cannot take full advantage of the 
existing children’s tax credit for two reasons. First, people with incomes 
less than around £8,000 a year pay insufficient income tax to benefit fully 
from the existing children’s tax credit. Secondly, people on the WFTC 
taper see the tax cut that the old children’s tax credit represents partially 
offset by a reduction in WFTC. When the existing children’s tax credit is 
incorporated into the new child tax credit, these families will gain by up to 
£10 a week. 

• The new tax credits will be assessed against gross income rather than net 
income as currently used by the WFTC. This is likely to benefit two-earner 
couples currently receiving WFTC. 

• Some couples higher up the income distribution will be worse off because 
the child tax credit will be withdrawn against joint income, whereas the 
existing children’s tax credit is withdrawn only against the higher income  
 

                                                 
4 For more details, see M. Brewer, T. Clark and M. Myck, Credit Where It’s Due? An 
Assessment of the New Tax Credits, Commentary no. 86, Institute for Fiscal Studies, London, 
2001 (www.ifs.org.uk/taxben/taxcred.shtml). 
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Table 5.1. Some options for the child tax credit 

Notes: We assume that the child tax credit is made up of a small fixed amount per family, with 
low-income families receiving extra credit for each child. The ‘higher threshold’ is the point 
where the fixed amount per family starts to be withdrawn (see Figure 5.2). There are around 
12 million children in the UK, so a fall of 10 percentage points in child poverty represents 
around 1.2 million children. Poverty estimates are very sensitive to modelling assumptions, 
and so a range has been given. ‘Winners’ are families gaining by £1 or more a week. ‘Losers’ 
are families losing by £1 or more a week. Details common to all systems are summarised in 
Table 5.2 and further explained in M. Brewer, T. Clark and M. Myck, Credit Where It’s Due? 
An Assessment of the New Tax Credits, Commentary no. 86, Institute for Fiscal Studies, 
London, 2001 (www.ifs.org.uk/taxben/taxcred.shtml). Costs are given in April 2002 prices 
and effects modelled as if the new tax credits were introduced in April 2002. 
Source: IFS tax and benefit model, TAXBEN, based on 1998–99 Family Resources Survey. 
 

Table 5.2. Assumptions common to all options 
 

Note: Full details available from the author. 

 Value of 
per-
child 

credit, 
£/wk 

Value of 
family 
credit, 
£/wk 

Higher 
threshold, 

£/wk 
(£/yr) 

No. of 
families 
who will 

gain 

No. of 
families 
who will 

lose 

Cost 
each 
year 

Reduction 
in child 
poverty, 
% points 

Base option £26.45  £10.40 £663.75 
(£34,515) 

3.6m 900,000 £2.0bn 3–4 

No ‘better-off’ 
losers 

£26.45 £10.40 £1,327.50 
(£69,030) 

4.4m <50,000 £2.7bn 3–4 

Child poverty 1 £31.45 £10.40 £663.75 
(£34,515) 

3.8m 900,000 £3.4bn 6–7 

Child poverty 2 £36.45 £10.40 £663.75 
(£34,515) 

4.0m 900,000 £5.4bn 7–11 

Structure of 
the credits 

The child tax credit consists of a payment for each child and a fixed payment 
for each family. The working tax credit consists of a payment for each family 
(with a full-time bonus for families with children working 30 hours or more 
per week). 
 

Lower 
threshold 
and taper 

The taper rate for both credits is 37.4%. The working tax credit starts to be 
withdrawn when gross family income exceeds the ‘lower threshold’, assumed 
to be £94.50 a week (£4,914 a year). For families with children, it will be fully 
withdrawn once gross income reaches around £255 a week (£13,260 a year). 
Beyond this point, the per-child payments of the child tax credit start to be 
tapered away. Once they are fully withdrawn, families are left with just the 
£10.40 a week per family payment. 
 

Higher 
threshold 
and taper 
 

Beyond the ‘higher threshold’, the per-family payment part of the child tax 
credit is withdrawn at 6.66% of income. 

Working 
tax credit 

When modelling the child tax credit options, the working tax credit for 
families with children was assumed to be £60 a week. Values for those without 
children are given in Table 5.3. 
 

Definition 
of income 

We assume that the credits are assessed against gross taxable income jointly 
assessed for couples. 
 

Interactions 
with other 
benefits 

The parameters of housing benefit and council tax benefit are adjusted so that 
none of the extra child support for those currently on income support is offset 
by reductions in housing benefit or council tax benefit. 

http://www.ifs.org.uk/taxben/taxcred.shtml
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in a couple. This will affect some couples where both adults earn but 
neither earns more than £42,000.5 They could lose up to £10 a week. 

Under our assumptions, 5.7 million of the 7 million families with children in 
the UK will be entitled to some child tax credit. Looking at all families with 
children, 3.6 million families will gain more than £1 a week from the reform, 
2.5 million will be relatively unaffected financially and 0.9 million will lose 
by more than £1 a week. Almost all of the losers are two-earner couples who 
suffer from the move to full joint assessment – about 26% of two-earner 
couples with children could lose, many losing the full value of the children’s 
tax credit, or £520 a year at present. The other losers are families with high 
amounts of non-earned income which is currently disregarded by the WFTC.6  

Poorer families will gain substantially more as a proportion of their income 
than richer families from the introduction of the new tax credit. The full 
distributional impact on families with children is shown in Figure 5.3,  
 

Figure 5.3. Likely effect of the child tax credit and the working tax credit 
on incomes of families with children 
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Source: IFS tax and benefit model, TAXBEN, based on 1998–99 Family Resources Survey. 

                                                 
5 Depending on decisions in Budget 2002, £42,000 will be approximately the maximum 
income someone can have and still benefit from the existing children’s tax credit from April 
2002.  
6 Government numbers suggest that 1.4 million better-off families with children could lose in 
this way – a greater estimate than ours as it counts families that lose at all, rather than losing 
by at least £1 a week. (See reply to question from Mr Webb, Hansard, 2 November 2001, col. 
880W.) 



Green Budget, January 2002 

76 

which also shows the number of families with children in each income decile. 
The gains for the poorest families with children are substantial – an average 
gain of £12 a week for families with children in the bottom four deciles – 
especially when considered on top of the significant increases in benefits and 
tax credits for the poorest families with children since April 1999.7 Lone 
parents gain by more, on average, than couples with children (£10.70 a week 
rather than £4.06 a week) because they tend to be found at the bottom end of 
the income distribution.  

The impact on work incentives is small and mixed.8 The incomes that families 
with children can receive if they do not work will rise, which will reduce the 
incentive to work at all, but the net incomes people on low wages can obtain in 
work have also increased, partially offsetting the first effect. The reforms will 
change the effective tax rates9 of about a third of parents: around 2.3 million 
will see their marginal deduction rates increase (as the increased generosity of 
the child tax credit means more people will face a tax credit withdrawal) and 
1.8 million will see them decrease (mostly because the credits will be assessed 
against gross income, which helps second earners in couples).  

Our other options for the child tax credit have qualitatively similar impacts 
(except that there are no better-off losers under the appropriately titled option), 
and these are summarised in Table 5.1 and Figure 5.4.  

Figure 5.4. Four options for the child tax credit 
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Notes and source: As for Figure 5.3.  

                                                 
7 See M. Brewer, The Structure of Welfare, Election Briefing Note no. 11, Institute for Fiscal 
Studies, London, 2001 (www.ifs.org.uk/election/ebn11.pdf). 
8 It is analysed in more detail in M. Brewer, T. Clark and M. Myck, Credit Where It’s Due? 
An Assessment of the New Tax Credits, Commentary no. 86, Institute for Fiscal Studies, 
London, 2001 (www.ifs.org.uk/taxben/taxcred.shtml). 
9 An effective tax rate (or marginal deduction rate) measures how much of an extra pound of 
income is lost in income tax and National Insurance payments and withdrawn benefits or tax 
credits. 
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The child tax credit will help the government reduce child poverty as it 
attempts to hit its target for 2003–04.10 Our base option could reduce child 
poverty by around 3–4 percentage points (360,000–480,000 children), and 
spending a further £3.4 billion on increasing the child credits could reduce 
child poverty by a total of 7–11 percentage points (840,000–1,320,000 
children). The latter is an expensive and generous option: as Figure 5.4 shows, 
it would involve increasing incomes for families with children in the bottom 
three deciles by over 12%. Box 5.3 discusses what these figures actually mean 
for the government’s target. 

Box 5.3. Measuring the impact of the child tax credit on child poverty 

The Treasury has recently clarified that its claim to have reduced child poverty 
by 1.2 million children in 2001 was compared with a hypothetical world 
where benefits and tax credits had been increased only in line with inflation 
since 1997 (see HM Treasury, Tackling Child Poverty: Giving Every Child the 
Best Possible Start in Life, London, 2001). The combined effect of underlying 
changes in demographics, employment and the earnings distribution over the 
past four or five years has worked in the opposite direction, so the actual fall 
in child poverty will be less than 1.2 million.  
In 1996–97, there were 4.4 million children in families below 60% of median 
income after housing costs. The Chancellor is reported to have said that if the 
government had only increased benefits and tax credits in line with inflation, 
then child poverty would have risen to 4.7 million by 2001–02. But the result 
of government tax and benefit reforms is modelled to have reduced child 
poverty to 3.5 million, a fall of 1.2 million (John Carvel, ‘Tories scorn Brown 
on child poverty’, The Guardian, 13 December 2001). So, if this forecast is 
accurate – and we won’t know for sure until official figures are released in 
Spring 2003 – child poverty will only be 900,000 lower in 2001–02 than it 
was in 1996–97. Even this forecast could be optimistic, though: child poverty 
had fallen by only 300,000 to 4.1 million by 1999–2000 (IFS Press Release, 
‘Latest poverty and inequality figures’, 13 July 2001); official figures for 
2000–01 (published on 11 April) will show whether the further fall of 600,000 
needed to meet the Chancellor’s forecasts actually materialised. 

Our estimates of the impact of the child tax credit are on the same basis as the 
government’s: they estimate how much child poverty will fall compared with 
a hypothetical world where the new tax credits are not introduced. The actual 
change in child poverty between now and 2003–04 could be higher or lower 
than we estimate, depending on factors such as changes in earnings and 
employment, and the take-up rate for the new tax credits. 

                                                 
10 The Department for Work and Pensions and the Treasury have a joint target to reduce the 
number of children in poverty by ‘at least a quarter by 2004’ against the 1998 baseline, 
defined as children in households with income below 60% of median (Department of Social 
Security, Public Service Agreement, 2001–2004: Technical Note, London, 2002 
(www.dss.gov.uk/publications/dss/2000/psa_tech/psatech.pdf)). 
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The impact of the working tax credit on those without children 
The impact of the working tax credit on those without children is 
straightforward: people working full-time but on a sufficiently low income to 
qualify for some tax credit will see their income rise. No one will lose from 
the reform. The size of the increase depends upon the levels of the credits 
chosen by the government: we present two options in Table 5.3. The more 
generous option assumes that the value of the working tax credit for couples 
without children will be equal to the current basic credit in WFTC, and that 
single adults will receive less (with the £30 difference approximately equal to 
the difference in income support rates for a single person and a couple); the 
less generous option uses figures mentioned in press articles around the time 
of the 2001 Pre-Budget Report.11 

Table 5.3. Some options for the working tax credit for those without 
children 
 

Source: Author’s calculations using IFS tax and benefit model, TAXBEN, based on 1998–99 
Family Resources Survey. 
 

Figure 5.5. Distributional impact of the working tax credit for families 
without children 
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Notes: As Figure 5.3. The vertical scale is directly comparable to the left-hand one in Figure 
5.3.  
Source: IFS tax and benefit model, TAXBEN, based on 1998–99 Family Resources Survey. 
                                                 
11 See, for example, Larry Elliot, ‘Chancellor to extend tax credits’, The Guardian, 26 
November 2001. 

 Value of 
credit for 
couples, 

£/wk 

Value of 
credit for 

single 
people, 
£/wk 

Number 
of families 

entitled 

Cost each 
year 

Reduction 
in adult 
poverty, 
% point 

More generous option 60 30 450,000 £370m 0.4 
Less generous option 35 10 300,000 £290m <0.1 



Child tax credit and working tax credit 

79 

Entitlement to the working tax credit for those without children is limited to 
those on low incomes: under our options, couples will need a joint weekly 
income of less than about £255 or £185 for the more and less generous options 
respectively to be entitled to anything, and single people less than £175 or 
£120. Combined with the restriction to workers over 25 working full-time, this 
means that very few people will be entitled. The overall distributional impact 
of our two options on non-pensioner families without children is 
correspondingly small, as shown in Figure 5.5. The more generous option goes 
to 450,000 families and costs around £370 million, and the less generous 
option goes to 300,000 families and costs around £290 million (a ‘family’ 
meaning either a single person without children, or a cohabiting or married 
couple without children). The direct impact on poverty is negligible: a fall of 
0.4 of a percentage point or 20,000 adults for our more generous option and 
nothing at all for the less generous option.  

In a document accompanying the Tax Credits Bill, the Inland Revenue said 
that  

The working tax credit will provide support for working 
households which have neither dependent children nor a 
worker with a disability or illness, provided the applicant is in 
full-time employment. This will increase work incentives for 
all low-income households … Specifically, the working tax 
credit will help tackle the unemployment trap that arises when 
the difference between in and out of work incomes is too small 
to provide an incentive for those currently out of work to take a 
job. The new tax credits will also help tackle the poverty trap 
which discourages those already in work, or with working 
partners, from working longer hours, moving to a better paid 
job or entering work, because higher in-work income is offset 
by reduced in-work support and higher tax and National 
Insurance Contributions.12 

This only tells half the story: the impact on work incentives is ambiguous. The 
working tax credit will improve the financial reward from moving into work 
for some and worsen it for others. But it will also worsen the poverty trap for 
almost all those without children who become entitled to it: on our estimates, 
around 500,000 people will see their effective tax rate increase while around 
50,000 will see a fall, and the net effect is to increase the number of adults 
facing marginal deduction rates between 50% and 70% by around 250,000.13  

                                                 
12 Emphasis added. Source: Inland Revenue, The New Tax Credits: A Regulatory Impact 
Assessment, London, 2001 (www.inlandrevenue.gov.uk/ria/ntcria.pdf). 
13 For more detail, see M. Brewer, T. Clark and M. Myck, Credit Where It’s Due? An 
Assessment of the New Tax Credits, Commentary no. 86, Institute for Fiscal Studies, London, 
2001 (www.ifs.org.uk/taxben/taxcred.shtml). 
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5.3 Issues for Budget 2002 (II): How will 
the credits work in practice? 

The child tax credit replaces three parts of the tax and benefit system that 
currently work very differently: different methods of payment, different 
periods over which income is assessed, different obligations on recipients to 
inform the authorities of changes in circumstances and different degrees of 
responsiveness to changes in entitlement. All of these details need to be 
decided upon for the new tax credits, and getting them right is vital if the 
credits are to succeed. First, these details will directly determine whether the 
reform manages to introduce a less intrusive form of support than traditional 
means-tested benefits. Secondly, they will determine the degree of 
responsiveness built into the new credits, which will affect the operation of the 
safety net and determine how efficiently resources are targeted.  

Some details were announced in a consultation document in July 2001 and 
some immediately after the 2001 Pre-Budget Report.14 In summary, claimants 
should certainly find the new credits very different from existing means-tested 
benefits. The Inland Revenue hopes that an annual system will be simpler to 
understand and administer, and less intrusive for claimants. But the conflicting 
aim of targeting the credits effectively has forced the government to 
compromise on achieving simplicity and predictability for families whose 
composition or income changes significantly during a year. Indeed, the 
apparent need for families to monitor their annual income, average hours of 
work and childcare costs may well increase complexity and uncertainty for 
some families. 

What do we know about how the credits will work?  
The innovative feature of the new tax credits is that they will depend on 
annual income (rather than a snapshot of income assessed every six months, as 
with the WFTC). The attraction of this is simplicity. But there are two 
problems with assessing support on annual income. First, it may give a very 
misleading impression of income for families whose circumstances have 
suddenly changed dramatically. Secondly, annual income is only known with 
a lag: tax-year income is only known, for example, in about July after the end 
of the tax year. For these two reasons, the new tax credits will not be a ‘pure’ 
annual system.15 The safety net will be preserved because the Inland Revenue 
has said that families with children who claim income support or jobseeker’s 
allowance will automatically receive the maximum amount of child tax credit 
regardless of their previous income; this is entirely sensible. The Inland 
Revenue will get round the second problem – that annual income is only 

                                                 
14 See: Inland Revenue, New Tax Credits: Supporting Families, Making Work Pay and 
Tackling Poverty, London, 2001; HM Treasury, Press Release 132/01, 2001.  
15 The earned income tax credit in the USA, by contrast, is a pure annual system: see M. 
Brewer, ‘Comparing in-work benefits and the reward to work for families with children in the 
US and the UK’, Fiscal Studies, vol. 22, pp. 41–77, 2001, which compares the USA and UK 
systems for supporting families with children. 



Child tax credit and working tax credit 

81 

known with a lag – by initially setting interim tax credit awards based on 
estimates of annual income.16 This is more problematic. To prevent people 
from systematically underestimating their income and claiming too much tax 
credit, the Inland Revenue will need to check these estimates against actual 
annual income (when it is finally known), and make retrospective changes to 
tax credit awards if the estimates are wrong by a ‘significant’ amount.  

This is a substantial drawback as it will add uncertainty: families cannot be 
sure that they will not have to pay back the credits they are currently 
receiving. To give a specific example, a couple with two children who earned 
£17,000 in the previous tax year might have a provisional tax credit award of 
around £2,500 a year. But if their income rose to £19,000 early in the tax year, 
then – depending on what the Inland Revenue’s definition of a ‘significant’ 
income change is – they might have to repay up to £748 of tax credits at the 
end of the tax year if they forgot to inform the Inland Revenue when the pay 
rise happened.17 It is theoretically possible for some people to be liable to hand 
back almost all of their provisional annual award. 

Widespread occurrence of these sorts of overpayments would clearly pose 
major difficulties for the Inland Revenue and for claimants. But the Inland 
Revenue has given no idea of how many people experience these sorts of 
income changes. It is possible that the administrative costs of the new system 
could be greater than those of the systems it replaces, although, again, the 
Inland Revenue has given no estimates of these. 

What needs to be announced in Budget 2002? 
Two crucial details that ought to be known by Budget 2002 are: 

• what the Inland Revenue defines as a ‘significant’ income change; 

• how the working tax credit will depend on hours of work.  
By defining a ‘significant’ income change, the Inland Revenue is determining 
how large a change in annual income needs to be before a recalculation of tax 
credits is triggered. As discussed in Brewer, Clark and Myck (2001),18 there is 
a trade-off between targeting/responsiveness and simplicity of administration 
of the new system: 

• Small or narrow thresholds improve the targeting and responsiveness of 
the system but increase compliance and administrative costs. 

• Broad thresholds could mean that the government would continue to pay 
tax credits to families whose circumstances have improved dramatically 

                                                 
16 In fact, there will be two ways that tax credit awards are assessed. Most families will 
initially apply for tax credits in the summer, and their interim award will be based on their 
past year’s annual income. But people who apply in mid-year or who suspect that their 
previous year’s income is a very bad estimate of their current year’s income could have their 
award based on their own estimate of current-year income. 
17 This assumes that the taper rate is 37.4%. 
18 M. Brewer, T. Clark and M. Myck, Credit Where It’s Due? An Assessment of the New Tax 
Credits, Commentary no. 86, Institute for Fiscal Studies, London, 2001 (www.ifs.org.uk/ 
taxben/taxcred.shtml). 
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and leave families whose circumstances have deteriorated going without. 
On the other hand, broad thresholds would be simpler for all to operate, 
and they would dull the impact of the high marginal deduction rates 
typically associated with benefit or tax credit withdrawal.  

The working tax credit will only be paid to families with children who work 
16 or more hours a week and to those without children who work 30 or more 
hours a week. This weekly hours-of-work requirement sits oddly with an 
annual system. Clearly, some form of averaging needs to take place, so the 
challenge is to find a definition of average hours worked that is easy for all to 
understand and implement. As payment of the working tax credit is 
conditional on working sufficient hours, it seems that there will be a 
responsibility on people claiming the working tax credit to monitor their 
(average) hours of work and to report to the Inland Revenue if they are no 
longer working sufficient hours to qualify. The new system risks producing 
considerable hassle and uncertainty for people whose hours of work fluctuate 
between above and below the required level: they might have to make 
repeated claims for the working tax credit within a year (by contrast, the 
WFTC has six-month fixed awards, so people currently make a maximum of 
two claims a year). 

5.4 Will the Inland Revenue manage to 
increase take-up of the new tax credits? 

The new tax credits confirm the Labour government’s belief in targeted, 
means-tested support assessed against joint family income. The main practical 
disadvantage of means-tested benefits is that people have to apply for them 
and not everyone does, either because they do not know they are eligible or 
because they decide not to apply. The WFTC take-up rate has been estimated 
at 62%, lower than that of family credit (72% in Summer 1999) and much 
lower than the estimated take-up rates for income support and housing benefit 
(over 95% in 1999–2000). Only 72% of entitled families with children had 
claimed the children’s tax credit by December 2001 (although some of those 
who have not yet claimed can claim it through self-assessment).19 People who 
do not claim benefits or tax credits tend to be entitled to small amounts; even 
so, non-take-up of the WFTC, for example, saved the government £1.4 billion 
a year in 2000–01.20 By contrast, income tax cuts affect income taxpayers 

                                                 
19 Sources: WFTC take-up rates from S. McKay, Low/Moderate Income Families in Britain: 
Work, WFTC and Childcare in 2000, DSS Research Report no. 161, Corporate Document 
Services, Leeds, 2002. Family credit take-up rates from A. Marsh, S. McKay, A. Smith and A. 
Stephenson, Low-Income Families in Britain, DSS Research Report no. 138, Corporate 
Document Services, Leeds, 2001. Take-up rates of other means-tested benefits from 
Department for Work and Pensions, Income Related Benefits: Estimates of Take-Up in 1999–
2000, London, 2001 (www.dss.gov.uk/asd/tu9900f.pdf). Children’s tax credit take-up rates 
from Hansard, 4 December 2001, col. 203W, answer to question by Mr Webb. 
20 Author’s calculations from S. McKay, Low/Moderate Income Families in Britain: Work, 
WFTC and Childcare in 2000, DSS Research Report no. 161, Corporate Document Services, 
Leeds, 2002. 
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automatically, and most universal benefits are claimed by virtually all who are 
entitled.  

There are many ways that the introduction of the child tax credit might change 
take-up behaviour compared with the existing tax credits and benefits: 

• The child tax credit will go to the majority of families with children, with 
all save the richest fifth (on our ‘base case’ assumptions) entitled to 
something. This could reduce the number of families that do not claim 
benefits or tax credits because they do not know that they are entitled, and 
could reduce the number of families that do not bother claiming benefits or 
tax credits because they think they will only be entitled for a short time.  

• The nature of the means-test process will be different from existing 
instruments. Until we see the actual claim forms, though, and know how 
awards will react to changes in circumstances, it is not clear whether this 
will increase or decrease take-up compared with the current system. The 
material released by the Inland Revenue suggests that the claim forms will 
require more information than the existing children’s tax credit, but 
perhaps less than is required for claiming the WFTC. 

There is more cause for concern over the working tax credit for people without 
children. Even on our more generous assumption, average awards are less than 
£20 a week. It is impossible to forecast what take-up rates will be for this 
group, but related reforms in the past suggest that it could be very low – and 
even lower initially because people seem to take time to realise that they are 
entitled to support. 

5.5 Tax credits and the public finances 
The Inland Revenue has said that ‘In line with the accounting treatment of the 
existing tax credits, WFTC and [the disabled person’s tax credit], the child tax 
credit and the working tax credit will be accounted for out of the Inland 
Revenue’s gross revenues, that is, the direct taxes collected by the Inland 
Revenue’.21 If the government goes through with this, it will reclassify  
£4 billion of social security expenditure into forgone tax revenues, 
immediately lowering the government’s favoured definition of the tax burden 
by 1 percentage point.  

The tax burden is, of course, not a number of any real economic significance – 
what matter for the macroeconomy are the size of public sector net borrowing 
(PSNB), the quality of public services and the degree of redistribution that the 
tax and benefit system achieves, and what matters for individuals is how the 
tax and benefit system affects incentives; none of these factors should be 
affected by the decision to label a transfer as a tax credit rather than as 
expenditure. It is also difficult to decide on what is the ‘correct’ way to 
classify tax credits, particularly when they are assessed on joint income. Given 
this, the crucial factor is that the Treasury and Inland Revenue treat a certain 

                                                 
21 Source: paragraph 210 of Inland Revenue, Tax Credits Bill: Explanatory Notes, London, 
2001. 
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area of government activity in a consistent manner in their accounts. So far, 
this government is failing to do this: in common with previous governments, it 
counted family credit (the predecessor of the WFTC) as social security 
spending; but it treated WFTC as negative tax revenue. The quote above 
shows that the new tax credits look set to continue this shift. Under the 
European System of Accounts (1995), used by the Office for National 
Statistics, it is likely that only some of the child tax credit and the working tax 
credit would count as forgone tax revenue, with the majority counting as 
government spending. 

 

Mike Brewer 
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