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EXECUTIVE SUMMARY

In autumn 2008 the UK government forecast that its total revenue in 2008–
09 would be 37.3% of national income. This is a lower share than in 1978–
79, reflecting a fall in non-tax receipts (such as surpluses of nationalized
industries): taxes alone were forecast to raise 35.3% of GDP, a larger share
than thirty years ago.

Most other developed countries have also seen a rise in tax as a share of
GDP since 1978. In 2006 (the latest year for which comparative data are
available) the share of national income taken in tax in the UK was around
the average for developed countries: lower than most of the EU15 countries
(such as France, Italy, and the Scandinavian countries), but higher than in
most of the new EU countries of eastern Europe and higher than in the USA,
Japan, and Australia.

Most of the key developments in UK taxation over the last thirty years have
been very much in line with those seen internationally:

� The share of revenue provided by VAT has greatly increased, while the
share provided by taxes on specific goods has fallen by a similar amount.

� Basic and higher rates of income tax have been cut, and the number of
rates reduced.

� Income tax has moved towards taxing members of couples indepen-
dently.

� Tax credits have brought support for low-income workers within the tax
system.

� Statutory rates of corporation tax have been cut, and the tax base broad-
ened by reducing the value of allowances for capital investment.

� Shareholder taxation has been reformed to give less credit for corpora-
tion tax already paid on profits.

� New environmental taxes have been introduced.

However, in some respects the UK is unusual:

� An unusually small share of UK tax revenue comes from social security
(National Insurance) contributions, and an unusually large share comes
from recurrent taxes on buildings (council tax and business rates).

� The UK applies a zero rate of VAT to many more goods than most other
countries.

� The UK is unusual in having abolished tax relief for mortgage interest.
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� Tax raising in the UK is exceptionally centralized, with only 5% of
revenues raised locally; and it has become more centralized over time,
notably with the move of business rates from local to central control.

The tax and benefit system as a whole redistributes significantly from
rich to poor. But whether tax and benefit reforms have contributed to or
counteracted the sharp increase in income inequality seen in the UK over the
last thirty years is hard to determine definitively, in part because it depends
on what is meant by ‘reform’. The tax and benefit system in 2008 does more
to reduce inequality than if the system of thirty years ago had remained in
place with tax thresholds and (more importantly) benefit rates increased in
line with inflation, but does less to reduce inequality than if the rates and
thresholds of the 1978 system had kept pace with GDP per capita. Within
this period, though, Labour’s reforms have been clearly more progressive
than the Conservatives’: Labour’s reforms since 1997 have had a similar effect
on overall inequality as increasing benefit rates in line with GDP, while the
Conservatives’ reforms were roughly equivalent to increasing them in line
with inflation.

On the other hand, reforms under the Conservatives did more to
strengthen financial work incentives than those under Labour. The Conserva-
tives’ tax and benefit reforms unambiguously strengthened average incentives
for people to be in work and for those in work to increase their earnings.
Reforms since 1997, however, have had much less impact on incentives to be
in work—on average, they are now slightly stronger than they would have
been if Labour had increased the benefit rates they inherited in line with
growth in the economy, and much the same as if they had increased benefit
rates in line with inflation—and Labour’s reforms have weakened average
incentives for those in work to increase their earnings. All of these broad
trends, however, hide substantial variations across the population.

The tax system influences the amount that people save and the form in
which they do so. Owner-occupied housing and Individual Saving Accounts
(ISAs) are not subject to personal income taxes; pensions are effectively sub-
sidized by the provision of a 25% tax-free lump sum and by the exemption
of employer pension contributions from National Insurance contributions
(although deferral of tax from the point at which earnings are paid into a
pension fund to the point at which they are withdrawn from the fund means
that the attractiveness of saving in a pension depends a great deal on whether
an individual’s marginal tax rate is different at those two points). Pensions,
ISAs, and housing cover the significant saving activity of the bulk of the
population, but other forms of saving are discouraged by income tax and
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capital gains tax—and to a markedly greater extent than the statutory tax
rates might suggest, because no allowance is given for inflation. The decline
of inflation from the very high rates prevalent thirty years ago has been a
major factor reducing the extent to which the tax system biases the choice
between different saving vehicles. Policy reforms have also reduced these dis-
tortions by reducing the highest income tax rates, introducing tax-free saving
vehicles such as ISAs, and abolishing the subsidies offered through tax relief
for life assurance and mortgage interest. The result of all this is that saving
is now less likely to be heavily taxed, and less likely to be subsidized, than in
the past.

Like different forms of personal saving, different forms of business invest-
ment are treated differently by the tax system. In the UK, as around the
world, debt-financed investment is treated more favourably than equity-
financed investment, and investment in plant and machinery is treated more
favourably than investment in industrial buildings. Both of these distortions
have been reduced since 1979.

1.1. INTRODUCTION

This chapter provides a description and assessment of the UK tax system,
placing it in historical, international, and theoretical contexts. We begin in
Section 1.2 by outlining the evolution of the size and composition of tax
revenues in the UK since 1978 and comparing this to developments in other
OECD countries. Section 1.3 describes what has happened to the design of
major taxes over the same period and compares this to worldwide trends
in tax reform. The economic analysis of these developments is taken up
in Section 1.4, which assesses their effects on the income distribution and
incentives to work, save, and invest. Section 1.5 concludes with a summary
of the main issues raised. An appendix describes each of the main taxes in
2008–09.

1.2. THE LEVEL AND COMPOSITION OF REVENUES

Total UK government receipts are forecast to be £545.5 billion in 2008–
09, or 37.3% of UK GDP.1 This is equivalent to roughly £10,900 for every

1 All 2008–09 revenue figures in this chapter are 2008 Pre-Budget Report forecasts.
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Figure 1.1. The tax burden, % of GDP

adult in the UK, or £8,900 per person. Not all of this comes from taxes (or
National Insurance (social security) contributions): net taxes and National
Insurance contributions are forecast to raise £516.6 billion in 2008–09, with
the remainder provided by surpluses of public-sector industries, rent from
state-owned properties, and so on.

Figure 1.1 shows the development of total government revenues and tax
revenues since 1978–79. Receipts rose sharply as a proportion of GDP from
1978–79 to 1981–82, fell steadily from the early 1980s until the mid-1990s,
but have risen again since then, with a dip during the current recession
forecast to be only temporary. The share of non-tax revenues fell substantially
over the 1980s and 1990s as many public-sector industries were privatized, so
that, although total receipts are now slightly lower than in 1978–79 as share
of GDP, tax revenues are higher.

Figure 1.2 places this increase in tax revenue in an international context.
Between 1978 and 2006, most other OECD countries also experienced an
increase in their tax-to-GDP ratios, and the UK’s increase was smaller than
most. In 1978 the UK’s tax-to-GDP ratio was about two percentage points
higher than the OECD (unweighted) average while in 2006 it was about one
point higher. The share of national income taken in tax in the UK in 2006
was below the EU15 (unweighted) average, but higher than in most of the
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Figure 1.2. Tax revenues as a share of GDP

new EU countries of eastern Europe and higher than in the USA, Japan, and
Australia.2

Table 1.1 shows the composition of UK government revenue. Income tax,
National Insurance contributions, and VAT are easily the largest sources of
revenue for the government, together accounting for almost two-thirds of
total tax revenue. Figure 1.3 summarizes how the composition of tax rev-
enue has changed over the last thirty years. The biggest change has been
a doubling of the share of tax revenue provided by VAT, with a reduction
of similar size in the share of other indirect taxes (mainly excise duties).
This follows a worldwide trend of moving from taxes on specific goods to
general consumption taxes. Corporation tax revenues are highly cyclical but
have increased overall as a proportion of the total, as have revenues from
other capital taxes (principally stamp duties). Reliance on personal income

2 All international averages in this chapter are unweighted unless otherwise stated. The EU15
countries are members of the EU prior to the 2004 expansion, namely Austria (abbreviated as Aut),
Belgium (Bel), Denmark (Den), Finland (Fin), France (Fra), Germany (Ger), Greece (Gre), Ireland
(Ire), Italy (Ita), Luxembourg (Lux), the Netherlands (Neth), Portugal (Por), Spain (Spa), Sweden
(Swe), and the UK. The OECD countries included vary over time because OECD membership
changed and figures are not always available for all countries. Other country abbreviations used
are for Australia (Aus), New Zealand (NZ), Japan (Jap), the United States of America (USA), and
Canada (Can).
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Table 1.1. Sources of government revenue, 2008–09 forecasts

Source of revenue Revenue (£ bn) Proportion
of tax revenue
(%)

Income tax (gross of tax credits) 156.7 30.3
Tax credits counted as negative income tax by
HM Treasurya

(−5.5) (−1.1)

National Insurance contributions 97.7 18.9
Value added taxb 82.6 16.0
Other indirect taxes

Fuel duties 25.1 4.9
Tobacco duties 8.2 1.6
Alcohol duties 8.5 1.6
Betting and gaming duties 1.5 0.3
Vehicle excise duty 5.8 1.1
Air passenger duty 1.9 0.4
Insurance premium tax 2.3 0.4
Landfill tax 0.9 0.2
Climate change levy 0.7 0.1
Aggregates levy 0.4 0.1
Customs duties and levies 2.6 0.5

Capital taxes
Capital gains tax 4.9 0.9
Inheritance tax 3.1 0.6
Stamp duties 8.3 1.6

Company taxes
Corporation tax 44.9 8.7
Petroleum revenue tax 2.6 0.5
Business rates 23.5 4.5

Council tax (net of council tax benefit) 24.6 4.8
Other taxes and royalties 15.7 3.0
Net taxes and National Insurance
contributions

516.6 100.0

Interest and dividends 7.7 n/a
Gross operating surplus, rent, other receipts,
and adjustments

21.1 n/a

Current receipts 545.5 n/a

a Most of the cost of tax credits is counted as government spending rather than a reduction in income
tax revenue. See Appendix for details.
b Net of (i.e. after deducting) VAT refunds paid to other parts of central and local government: these are
included in ‘Other taxes and royalties’.
Note: Figures may not sum exactly to totals because of rounding.
Source: HM Treasury, Pre-Budget Report, 2008 <http://www.hm-treasury.gov.uk/d/pbr08_annexb_
262.pdf>.
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Figure 1.3. The composition of UK tax revenues, 1978–79 to 2008–09

taxes fell sharply in the late 1970s and early 1980s but they have since
recovered their share. The replacement of domestic rates by the community
charge (poll tax) dramatically reduced revenues from property taxes, but then
the replacement in turn of the poll tax by council tax restored property’s
share.

Figure 1.4 compares the structure of tax revenues in the UK with that in
other OECD countries. The UK particularly stands out with its relatively
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Figure 1.4. The composition of tax revenues, 2006

low (but not lowest) share of social security contributions3 and its relatively
high share of recurrent taxes on buildings (although these are also relatively
high in the USA, Japan, and Canada). It is also somewhat above average
in the share of personal income tax, but several countries have even higher
shares.

Figure 1.5 compares the distribution of revenues by levels of government
in the UK to the averages of OECD unitary countries and OECD federal
countries, and a selection of individual unitary and federal countries.4 This
comparison shows that the UK has a particularly large share of revenue
going to central government, a share that is exceeded only by Ireland. This
is reflected in the fact that UK local authorities are particularly dependent on
grants from central government rather than tax revenues of their own.

3 This category also includes payroll taxes (which do not give entitlement to contributory bene-
fits) for those few countries that have them. The most significant example in this set of countries is
Australia, which does not have social security contributions but does levy payroll taxes.

4 This figure attributes revenue to levels of government on the basis of their legal entitlement to
the revenue rather than their control over the tax rate (or base). Thus the state level of government
in both Germany and Australia receives a substantial part of their revenues from taxes whose rates
are set at national level (although in consultation with state governments). In contrast, UK business
rates are not classed as local because central government has complete discretion as to how the
revenue is allocated.
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Figure 1.5. Tax revenues by level of government, 2006

1.3. DEVELOPMENT OF THE MAJOR TAXES SINCE 1978

Table 1.2 lists some of the most important changes in the UK tax system seen
since 1978.5 It is clear that the tax system is now very different from the
one that existed then. The income tax rate structure has been transformed,
the taxation of saving has been repeatedly adjusted, the National Insurance
contributions system has been overhauled, the main VAT rate has more than
doubled, some excise duty rates have risen sharply while others have fallen,
the corporate income tax system has been subject to numerous reforms, and
local taxation is unrecognizable. Figure 1.3 and the associated discussion in
Section 1.2 show how these changes have been reflected in the composition of
aggregate government revenue (although there have been other factors that
have played a part, such as the effect of property and stock markets on stamp
duty revenues).

5 For a timeline of the main tax changes announced in each Budget and Pre-Budget Report since
1979, see <http://www.ifs.org.uk/ff/budget_measures.xls>.
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Table 1.2. Summary of main reforms, 1978–2008

Income tax Basic rate cut from 33% to 20%
Top rate 98% (unearned income), 83% (earnings) cut to 40%
Starting rate abolished, re-introduced and abolished again
Independent taxation introduced
Married couple’s allowance abolished
Children’s tax credit and working families’ tax credit introduced,
then abolished
Child tax credit and working tax credit introduced
Mortgage interest tax relief abolished
Life assurance premium relief abolished
PEP, TESSA, and ISA introduced∗

National Insurance Employee contribution rate increased from 6.5% to 11%
Ceiling abolished for employer contributions
Ceiling for employees raised and contributions extended beyond it
‘Entry rate’ abolished and floor aligned with income tax allowance
Imposition of NI on benefits in kind

VAT Higher rate of 12.5% abolished
Standard rate increased from 8% to 17.5%
Reduced rate introduced for domestic fuel and a few other goods

Other indirect taxes Large real increase in duties on road fuels and tobacco
Real decrease in duties on wine and spirits, little change for beer
Air passenger duty, landfill tax, climate change levy, and aggregates
levy introduced

Capital taxes Introduction and abolition of indexation allowance and then taper
relief for capital gains
Capital gains tax rates aligned with income tax rates then returned
to flat rate
Capital transfer tax replaced by inheritance tax
Graduated rates of stamp duty on properties abolished then
reintroduced
Stamp duty on shares and bonds cut from 2% to 0.5%

Corporation tax Main rate cut from 52% to 28%
Small companies’ rate cut from 42% to 21%
Lower rate introduced, cut to 0%, then abolished
R&D tax credits introduced
100% first-year allowance replaced by 20% writing-down allowance
Advance corporation tax and refundable dividend tax credit
abolished

Local taxes Domestic rates replaced by council tax (via poll tax)
Locally varying business rates replaced by national business rates

∗ PEP = Personal Equity Plan; TESSA = Tax-Exempt Special Savings Account; ISA = Individual Savings
Account.
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1.3.1. Personal income taxes

There are two principal personal income taxes in the UK: income tax and
National Insurance contributions. Capital gains tax, which has existed as a
tax separate from income tax since 1965, can also be thought of as a tax on
personal income, but it supplies very little revenue compared with income tax
or National Insurance.

Income tax rate structure

The most dramatic change to income tax has been the reform of the rate
structure, as illustrated in Table 1.3. In 1978–79 there was a starting rate of
25%, a basic rate of 33%, and higher rates ranging from 40% to 83%. In
addition, an investment income surcharge of 15% was applied to those with
very high investment income, resulting in a maximum income tax rate of
98%. In its first Budget, in 1979, the Conservative government reduced the

Table 1.3. Income tax rates on earned income, 1978–79 to 2008–09

Year Starting rate Basic rate Higher rates

1978–79 25 33 40–83
1979–80 25 30 40–60
1980–81 to 1985–86 — 30 40–60
1986–87 — 29 40–60
1987–88 — 27 40–60
1988–89 to 1991–92 — 25 40
1992–93 to 1995–96 20 25 40
1996–97 20 24 40
1997–98 to 1998–99 20 23 40
1999–2000 10 23 40
2000–01 to 2007–08 10 22 40
2008–09 — 20 40

Notes: Prior to 1984–85, an investment income surcharge of 15% applied to unearned income
over £2,250 (1978–79), £5,000 (1979–80), £5,500 (1980–82), £6,250 (1982–83), and £7,100
(1983–84). Different tax rates have applied to dividends since 1993–94 and to savings income
since 1996–97. The basic rate of tax on savings income has been 20% since 1996–97, and the
10% starting rate which was largely abolished in 2008–09 continues to apply to savings income
that falls into the first £2,320 of taxable income. The basic rate of tax on dividends was 20%
from 1993–94 to 1998–99 and has been 10% since 1999–2000, when the higher rate of tax on
dividends became 32.5%. However, an offsetting dividend tax credit means that the effective tax
rates on dividends have been constant at zero (basic rate) and 25% (higher rate) since 1993–94.
When calculating which tax band different income sources fall into, dividend income is treated
as the top slice of income, followed by savings income, followed by other income.

Sources: Tolley’s Income Tax, various years.
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basic rate of income tax to 30% and the top rate on earnings to 60%. In 1980
the starting rate was abolished; in 1984 the investment income surcharge was
abolished; and through the mid-1980s, the basic rate of tax was reduced. In
1988 the top rate of tax was cut to 40% and the basic rate to 25%, producing
a very simple regime with three effective rates—zero up to the personal
allowance, 25% over a range that covered almost 95% of taxpayers, and 40%
for a small group of those with high incomes. The sharp reduction in top rates
in 1979 was the start of an international trend, while the continued reductions
in the basic rate are also part of an international trend.

This very simple rate structure was complicated by the reintroduction of
a 20% starting rate of tax in 1992 (in a pre-election Budget), cut to 10% in
1999 (fulfilling a pre-election promise made by the Labour Party). Budget
2007 announced the abolition again of the starting rate from 2008–09 to
pay for a cut in the basic rate, though as a simplification this was limited
by the decision to keep the starting rate in place for savings income. The
abolition of the starting rate proved highly controversial because many low-
income families lost out (although many more potential losers were protected
by other reforms announced at the same time). As a result, the government
announced in May 2008 that it would increase the tax-free personal allowance
by £600, compensating most of those losing from the reform.6

The 2008 Pre-Budget Report announced a considerable complication of
the income tax rate structure for those on the highest incomes. From 2010–
11, the personal allowance will be withdrawn in two stages from those with
incomes greater than £100,000, creating two short bands of income in which
tax liability will increase by 60 pence for each additional pound of income;
and from 2011–12, incomes above £150,000 will be taxed at a rate of 45%.7

The income levels to which the various tax rates apply have changed sig-
nificantly over the period as a whole. The basic-rate limit, beyond which
higher-rate tax becomes due, has failed to keep pace with price inflation,
while the personal allowance has risen in real terms. The overall effect of rate,
allowance and threshold changes on the shape of the income tax schedule is
shown in Figure 1.6, with 1978–79 values expressed in 2008 prices for ease of
comparison.

Table 1.4 gives the numbers of people affected by the different tax rates.
In 2008–09, out of an adult population in the UK of almost 50 million, an

6 The basic-rate limit was correspondingly reduced to eliminate any gain from the increased
personal allowance for higher-rate taxpayers. The personal allowance was increased only for under-
65s: an increase in the allowances for those aged 65 and over was part of the original package
announced in Budget 2007. For analysis of these reforms, see Adam et al. (2008).

7 Browne (2009) discusses these proposals.
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Figure 1.6. Income tax schedule for earned income, 1978–79 and 2008–09

Table 1.4. Numbers liable for income tax (thousands)

Year Number of
individuals
paying tax

Number of
starting-rate
taxpayers

Number of
basic-rate
taxpayersa

Number
of higher-
rate
taxpayers

1978–79 25,900 —b 25,137b 763
1990–91 26,100 — 24,400 1,700
2000–01 29,300 2,820 23,610 2,880
2007–08c 31,900 3,190 24,860 3,870
2008–09c 30,600 348d 26,710 3,640

a Includes those whose only income above the starting-rate limit is from either
savings or dividends.
b Basic-rate figure for 1979–80 covers both starting-rate and basic-rate taxpayers.
c Projected.
d From 2008–09 the starting rate applies only to savings income that is below
the starting-rate limit when counted as the top slice of taxable income (except
dividends).
Sources: HM Revenue and Customs, <http://www.hmrc.gov.uk/stats/income_
tax/table2-1.pdf> and table 2.1 of Inland Revenue Statistics 1994.
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Table 1.5. Shares of total income tax liability (%)

Year Top 1% of income
taxpayers

Top 10% of income
taxpayers

Top 50% of income
taxpayers

1978–79 11 35 82
1990–91 15 42 85
2000–01 22 52 89
2007–08a 23 53 90
2008–09a 23 53 89

a Projected.
Sources: HMRC Statistics <http://www.hmrc.gov.uk/stats/income_tax/table2-4.pdf> and table 2.3 of
Inland Revenue Statistics 1994.

estimated 30.6 million individuals are liable for income tax. This is a reminder
that attempts to use income tax reductions to help the poorest in the country
are likely to fail, since less than two-thirds of the adult population have high
enough incomes to pay income tax at all.8 The total number of income
taxpayers has increased slowly over the years, while the number of higher-
rate taxpayers has grown much more quickly, from around 3% of taxpayers
in 1978–79 to around 12% in 2008–09. Some of this growth reflects periods
when the threshold above which higher-rate tax is due has not been raised
in line with price inflation, some reflects the fact that incomes on average
have grown more quickly than prices, and some the fact that the dispersion
of incomes has grown, with especially rapid increases in the incomes of those
already towards the top of the income distribution, pushing more of them
into higher-rate income tax liability.

Although only 12% of income taxpayers face the higher rate, that group
is expected to contribute 56% of total income tax revenue in 2008–09.9

Table 1.5 shows that the top 10% of income taxpayers now pay over half of all
the income tax paid, and the top 1% pay 23% of all that is paid. These shares
have risen substantially since 1978–79, despite reductions in the higher rates.

Figure 1.7 shows the 2007 income tax burden on single workers at 67%,
100%, and 167% of average full-time earnings in the UK in comparison with
other OECD countries. This shows that the UK imposed a relatively high
income tax burden on low-paid workers, substantially higher than both the
EU15 and OECD averages. The progressivity of the income tax system—as

8 We might be more interested in the proportion of adults that live in a family containing a
taxpayer. Authors’ calculations using the IFS tax and benefit model, TAXBEN, run on data from the
Family Resources Survey, suggest that this figure stood at 76% for the UK in 2006–07 (the latest year
for which data are available): most non-taxpaying adults do not have a taxpayer in the family.

9 Source: HM Revenue and Customs Statistics Table 2.5 <http://www.hmrc.gov.uk/stats/
income_tax/table2_5.pdf>.
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Figure 1.7. The income tax burden for a single worker, 2007

shown by the extra burden on average and above-average earners—was less
than average for the OECD and, especially, for the EU15.

The treatment of families

Prior to 1990, married couples were treated as a single unit for income
tax purposes. The 1970 Income and Corporation Taxes Act (in)famously
announced that, for the purposes of income tax, ‘a woman’s income charge-
able to tax shall . . . be deemed to be her husband’s income and not her
income’. Reflecting the ‘responsibilities’ taken on at marriage, the tax system
also included a married man’s allowance (MMA). The system was widely
felt to be unpalatable and a consensus emerged that a new system, neu-
tral in its treatment of men and women, should be introduced. The new
system introduced in 1990 was based on the principle of independent tax-
ation of husbands and wives, but included a married couple’s allowance
(MCA), which was available to either husband or wife. This established
equal treatment of men and women, but not of married and unmarried
people. In fact, married and unmarried people with children had been treated
equally since 1973 through the additional personal allowance (APA), an
allowance for unmarried people with children which was set equal to the



Taxation in the UK 17

MMA and then the MCA; but unequal treatment persisted for those without
children.

Between 1993 and 2000, the MCA and APA were reduced in value, and they
were eventually abolished in April 2000 (except the MCA for people aged 65
or over at that date). A year later, children’s tax credit was introduced, reduc-
ing the tax liability of those with children by a flat-rate amount (gradually
withdrawn from higher-rate taxpayers) but making no distinction between
married and unmarried people. Meanwhile, in-work support for low-paid
families with children was brought within the tax system when working
families’ tax credit (WFTC) replaced family credit from October 1999.10

Children’s tax credit and WFTC (along with parts of some state benefits) were
replaced in April 2003 by child tax credit and working tax credit. Child tax
credit provides support for low-income families with children irrespective
of work status, while working tax credit provides support for low-income
families in work whether or not they have children; but neither depends on
marriage. In short, over the past twenty years, the UK income tax has moved
away from providing support for marriage and towards providing support
for children.

National Insurance contributions

National Insurance (social security) contributions (NICs) originated as (typ-
ically) weekly lump-sum payments by employers and employees to cover the
cost of certain social security benefits—in particular, the flat-rate pension,
unemployment benefits, and sickness benefits. Since 1961, however, National
Insurance has steadily moved towards being simply another income tax. The
link between the amount contributed and benefit entitlement, which was
once close, has now almost entirely gone, and substantial progress has been
made in aligning the NICs rate structure and tax base with those of income
tax. Most of this has occurred in the last twenty-five years.

Figure 1.8 shows the structure of combined employee and employer NICs
in 1978–79 and 2008–09, all expressed in 2008 prices.

In 1978–79, no NICs were due for those earning less than the lower earn-
ings limit (LEL). For those earning at least this amount, employees paid con-
tributions of 6.5% and employers 12% of total employee earnings, including
earnings below the LEL. This meant a jump in contributions at the LEL (the
‘entry rate’), and it is not surprising that this discontinuity led to significant

10 For more information on these two programmes, see Dilnot and McCrae (1999).
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Figure 1.8. National Insurance contributions schedule, 1978–79 and 2008–09

bunching of earnings just below the LEL. No NICs were payable on earnings
above the upper earnings limit (UEL).

This rate schedule was substantially changed in 1985: the UEL was abol-
ished for employers, and the single large jump in NICs at the LEL was
replaced with a number of graduated steps instead. Subsequent reforms have
continued in the same direction. The UEL is still in place for employees,
but no longer acts as a complete cap on contributions: a one percentage
point rise in NIC rates in April 2003 extended employee NICs to earnings
above the UEL. The entry rate was phased out altogether and the graduated
steps removed, so that since April 1999 the earnings threshold in NICs has
operated in a similar way to the income tax personal allowance, essentially
being discounted from taxable income. Furthermore, the earnings threshold
for employers (from 1999) and employees (from 2001) were aligned with
the income tax personal allowance, and the 2007 Budget announced that the
UEL would be aligned with the higher-rate income tax threshold from April
2009.11

11 The increase in the personal allowance announced in May 2008 (see p. 13) decoupled it from
the NI earnings threshold. The earnings threshold for employees is due to be realigned with the
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Figure 1.9. The burden of income tax and SSCs for a single worker, 2007

The abolition of the entry rate, the alignment of thresholds with those for
income tax and the abolition of the cap on contributions have made NI look
more like income tax. Important differences remain: in particular, the self-
employed face a very different, and much less onerous, National Insurance
system (see the Appendix). NICs are also charged on a different base: it is a
tax on earnings only, whereas income tax is levied on a broader definition of
income. However, the NICs base has expanded to match the income tax base
more closely; this can be seen, for example, in the extension of NICs to cover
benefits in kind.

Economically, there is little rationale for having separate income tax and NI
systems in the UK given how weak the link is between the amount contributed
and the benefits received. There is a strong argument for either merging
income tax and National Insurance into a single system (as in Australia and
New Zealand) or strengthening the link between contributions and benefits.

Figure 1.9 shows that the addition of employee and employer social secu-
rity contributions to income taxes has a considerable effect on the UK’s rela-
tive tax burden on labour. In contrast to Figure 1.7, which showed income tax

personal allowance from 2011–12, although as yet there are no equivalent plans for the employers’
earnings threshold. For more on this, see Browne (2009).
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alone, the UK now appears as a relatively low tax country for all three levels
of earnings. However, the progressivity of income tax and NICs combined is
still unusually low, especially in terms of the comparison between workers on
100% and 167% of average earnings. These comparisons should be treated
with caution, however, as the link between social security contributions and
benefit entitlements varies widely across countries (Disney (2004)): the dis-
tributional and work incentive effects of social insurance can look rather
different if such links are taken into account. In addition, work incentives
and progressivity need to be assessed in the context of the tax and benefit
system as a whole: this is done in Section 1.4.

1.3.2. Taxation of saving and wealth

The income tax treatment of saving has changed significantly over the last
thirty years. The radical reforms to the rate structure of income tax, reducing
the top marginal rate on savings income from 98% to 40%, are discussed
above. But there have also been major changes to the tax treatment of differ-
ent savings vehicles, with some forms of savings becoming more generously
treated and some less so.

The two most significant changes widening the base of income tax have
been the abolition of life assurance premium relief in 1984, which had given
income tax relief on saving in the form of life assurance, and the steady
reduction and final abolition of mortgage interest tax relief (MITR). Until
1974, MITR had been available on any size of loan, but in that year a ceiling
of £25,000 was imposed. In 1983, this ceiling was increased to £30,000, which
was not enough to account for general price inflation and much too little to
account for house price inflation. From 1983, the ceiling remained constant,
steadily reducing its real value. From 1991, this erosion of the real value of
MITR was accelerated by restricting the tax rate at which relief could be
claimed, to the basic rate of tax in 1991 (25%), 20% in 1994, 15% in 1995,
and 10% in 1998, with the eventual abolition of the relief in April 2000.

The main extension of relatively tax-favoured saving came in 1988 with the
introduction of personal pensions, which allowed the same tax treatment for
individual-based pensions as had been available for employer-based occu-
pational pensions (tax relief on contributions, no tax on fund income, tax
on withdrawals apart from a lump sum not exceeding 25% of the accumu-
lated fund). The other main extensions were the Personal Equity Plan (PEP)
and the Tax-Exempt Special Savings Account (TESSA), introduced in 1987
and 1991 respectively. The PEP was originally a vehicle for direct holding
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of equities, but it was reformed to allow holdings of pooled investments
such as unit trusts. The TESSA was a vehicle for holding interest-bearing
savings accounts. Both PEP and TESSA benefited from almost the reverse
tax treatment to that of pensions: saving into a PEP or TESSA was not given
any tax relief, there was no tax on income or gains within the fund and there
was no tax on withdrawals. The PEP and TESSA have now been superseded
by the Individual Savings Account (ISA), which is similar in most important
respects.

For those (very few) who can and wish to save more than £7,200 per annum
(the current ISA limit) in addition to any housing or pension saving, capital
gains tax (CGT) is potentially relevant. Prior to 1982, CGT was charged at a
flat rate of 30% on capital gains taking no account of inflation. Indexation
for inflation was introduced in 1982 and amended in 1985, and then in 1988
the flat rate of tax of 30% was replaced by the individual’s marginal income
tax rate. The 1998 Budget reformed the CGT system, removing indexation
for future years and introducing a taper system which reduced the taxable
gain for longer-held assets by up to 75%, depending on the type of asset. The
taper system created predictable distortions and complexity, and the 2007
Pre-Budget Report announced the abolition of both tapering and indexation
from April 2008 and a return to a system like that before 1982, in which gains
are taxed at a flat rate, now 18%, with no allowance for inflation.12

Capital is taxed not only directly by taxes levied on investment income
and capital gains, but also by stamp duty on transactions of securities and
properties, and by inheritance tax on bequests.13 The current form of inheri-
tance tax was introduced in 1986 to replace capital transfer tax. When capital
transfer tax had replaced estate duty eleven years earlier, gifts made during
the donor’s lifetime had become taxable in the same way as bequests. But
differences in treatment were soon introduced and then widened, until finally
the new inheritance tax once again exempted lifetime gifts except in the seven
years before death, for which a sliding scale was introduced (see Appendix)
in an attempt to prevent people avoiding the tax by giving away their assets
shortly before death.

With all of these capital taxes, the 1980s saw moves to reduce the number
of rates and/or align them with income tax rates. Thus in 1978 capital trans-
fer tax had no fewer than fourteen separate rates; since 1988 its successor,

12 The announcement in the 2007 Pre-Budget Report met with an angry reaction from business
organizations, and entrepreneurs’ relief (described in the Appendix) was introduced as a concession.
These reforms are discussed in Adam (2008).

13 Corporation tax is also relevant for capital invested in companies, and council tax or business
rates for capital invested in property. These taxes are discussed in Sections 1.3.3 and 1.3.5 respec-
tively.
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inheritance tax, has been charged (above a tax-free threshold) at a single 40%
rate, equal to the higher rate of income tax. As mentioned above, capital gains
tax was charged at the individual’s marginal income tax rate from 1988. Four
rates of stamp duty on properties were replaced by a single 1% rate in 1984.
Stamp duty on shares and bonds was almost abolished entirely: the rate fell
from 2% to 0.5% during the 1980s, and in 1990 the then Chancellor, John
Major, announced that stamp duty on shares and bonds would be abolished
in 1991–92 when the London Stock Exchange introduced a paperless dealing
system known as TAURUS. However, this system was never introduced and
stamp duty on shares and bonds remained.

Labour’s first Budget following their election in 1997 announced the rein-
troduction of graduated rates of stamp duty on properties, and these rates
were increased in the next three Budgets so that the rates of stamp duty land
tax (as it has been known since 2003) are now 1%, 3%, and 4%. However,
what did most to bring stamp duty land tax, along with inheritance tax, to
public attention was rapid growth in house prices. From 1997 to 2005, house
price inflation averaged more than 10% a year, far outstripping both the
inheritance tax threshold (which has typically increased in line with general
price inflation) and the stamp duty zero-rate threshold (which has typically
been frozen in cash terms).

Table 1.6 illustrates the implications of this. When Labour came to power
in 1997, around half of property transactions attracted stamp duty; over
the following six years this rose to almost three-quarters as house prices
doubled while the stamp duty threshold was unchanged. The link between
house prices and inheritance tax is less direct, but since housing makes up
about half of total household wealth, house prices are clearly an important
determinant of how many estates are affected by inheritance tax. A widely
reported concern was that rising house prices were making inheritance tax
into a tax on ‘ordinary people’ instead of only on the very wealthy. However,
although the proportion of death estates liable for inheritance tax more than
doubled in a decade—increasing from 2.3% of the total in 1996–97 to 5.9%
in 2006–07—it remained small. And recently two factors have counteracted
the spread of stamp duty and inheritance tax. One is policy reforms: in April
2005 the stamp duty land tax threshold was doubled (then increased by a
further £50,000 for one year only from 3 September 2008), and in October
2007 unused inheritance tax nil-rate bands became transferable to a surviving
spouse or civil partner, reducing the number of estates liable to tax by a third
and removing the threat of future inheritance tax for many couples. The
other is that property prices have fallen substantially from their autumn 2007
peak.
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Table 1.6. Stamp duty, inheritance tax and house prices

Yeara Average
house priceb

(£)

Inheritance
tax threshold

(£)

Stamp duty
(land tax)
zero-rate
thresholdc

(£)

Death estates
liable for
inheritance tax

(%)

Property
transactions
liable for
stamp dutyd

(%)

1993 62,333 140,000 60,000 2.7 42
1994 64,787 150,000 60,000 3.0 43
1995 65,644 154,000 60,000 3.1 43
1996 70,626 200,000 60,000 2.3 45
1997 76,103 215,000 60,000 2.6 49
1998 81,774 223,000 60,000 2.8 53
1999 92,521 231,000 60,000 3.2 58
2000 101,550 234,000 60,000 3.7 62
2001 112,835 242,000 60,000 3.8 69
2002 128,265 250,000 60,000 4.5 73
2003 155,627 255,000 60,000 4.9 73
2004 180,248 263,000 60,000 5.4 71
2005 190,760 275,000 120,000 5.7 55
2006 204,813 285,000 125,000 5.9 59
2007 223,405 300,000 125,000 4.9 61

a Years are fiscal years (so 1993 means 1993–94) except average house prices, which are for calendar years.
b Simple average, not mix-adjusted, so changes reflect changes in the types of property bought as well as
changes in the price of a given type of property.
c Threshold for residential properties not in disadvantaged areas.
d Excludes Scotland. Other columns are UK-wide.

Sources: Average house prices from Communities and Local Government Housing Statistics Table
503 <http://www.communities.gov.uk/housing/housingresearch/housingstatistics/housingstatisticsby/
housingmarket/livetables/>; thresholds and numbers of taxpayers from HMRC Statistics Tables A.8,
A.9, 1.4, and 16.5 <http://www.hmrc.gov.uk/stats/>; total number of registered deaths from Monthly
Digest of Statistics Table 2.4 <http://www.statistics.gov.uk>.

1.3.3. Taxation of company profits

Figure 1.10 charts the evolution of statutory rates of corporation tax in the
UK, showing a pattern of decline that is common amongst OECD countries.

In the eighteen years of Conservative government prior to 1997, the biggest
reform to corporation tax was the 1984 Budget. This announced a series of
cuts in the main corporation tax rate, taking it from 52% to 35% (further
reduced to 33% by 1991–92), and a very generous system of deductions
for capital investment (100% of investment in plant and machinery could
be deducted from taxable profits in the year the investment was made) was
replaced by a less generous one (25% of the remaining value each year for
plant and machinery). The 1984 reform was intended to be broadly revenue-
neutral.
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Figure 1.10. Corporation tax rates

The taxation of company profits changed significantly after 1997. The
incoming Labour government changed the way that dividend income was
taxed: dividend tax credits, a deduction from income tax given to reflect the
corporation tax already paid on the profits being distributed, ceased to be
payable to certain shareholders (notably pension funds) that were already
exempt from income tax. This was followed in 1999 with a reform of the
payments system for corporation tax (see Appendix). In its first five years in
office, the Labour government also cut the main corporation tax rate from
33% to 30% and the small companies’ rate from 24% to 19%.14 The 2007
Budget cut the main rate further to 28% and reduced capital allowances
for most plant and machinery from 25% to 20%; but at the same time it
departed from the previous trend by announcing that the small companies’
rate would rise in stages from 19% to 22% and that the first £50,000 per
year of investment in plant and machinery would be immediately deductible
from profits. Figure 1.11 provides a comparison of the rates of corporate and

14 Despite its name, the small companies’ rate applies not to companies that are small in a
conventional sense, but to those with profits below a particular threshold. The threshold has been
set at £300,000 since 1994–95, up from £60,000 in 1978–79.
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Figure 1.11. Taxation of companies and shareholders, 2008

shareholder taxes in the UK with those in other OECD countries, as well as
showing the cuts in the UK since 1979. The bottom part of each bar shows
the main corporation tax rate, while the top part shows the additional tax
(net of dividend tax credit or equivalent relief) paid by a shareholder resident
in the same country who pays the top rate of personal income tax. The UK
reduction since 1979 is dramatic, reflecting both the cut in corporation tax
rates and the very substantial cuts in the top rate of personal income tax.15

The UK corporation tax rate is slightly above the OECD and EU15 averages
but below the rates in the other G7 countries except Italy. This comparison
remains true when shareholder taxes are added, except that the UK’s rate is
then higher than Japan’s.

Of course, corporation tax revenue depends on the base as well as the rate.
Figure 1.12 shows the present discounted value16 of capital allowances for
depreciation, the principal deduction from the corporate tax base. It also
reports the effective average tax rate (EATR), which combines statutory rates
of corporation tax with the deductions from the tax base to estimate (under
certain assumptions) the proportion of profits (net of assumed true economic

15 The fall would be even more dramatic if the comparison were made with 1978, as the personal
income tax on dividends was even higher then than in 1979.

16 This is the sum of future amounts, but reduced to take account of the fact that income in future
years is less valuable than current income, as reflected in the interest rate that saved income earns.
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Figure 1.12. Capital allowances and effective average tax rates, 2005

depreciation) that a company can expect to pay in corporate taxes. This shows
the substantial cut in UK capital allowances from 1979 to 2005, but also shows
that the cut in the headline rate was sufficient to outweigh this and reduce the
EATR. Looking across countries, it is clear that the UK’s capital allowances are
fairly similar to those in the other countries shown, and so it is not surprising
that its EATR is (like its statutory corporate tax rate) lower than in the other
G7 countries.17

In April 2000, a tax credit for R&D was introduced (see Appendix for
details). At the same time, a 10% lower rate was introduced for companies
with less than £10,000 of taxable profits, and this lower rate was cut to zero
in April 2002. This last tax cut came as a surprise, with potentially large
costs if self-employed individuals registered as companies to reduce their
tax liabilities.18 Having apparently failed to anticipate the scale of this effect,
the government swiftly reversed the reform. In April 2004, the zero rate was
abolished for distributed profits, removing much of the tax advantage but
at a cost of greater complexity; and so in December 2005, the zero rate was
abolished for retained profits as well. This takes us back to where we were
before April 2000, with the standard small companies’ rate applying to all
firms with profits up to £300,000, regardless of whether the profits are paid

17 Data for OECD and EU15 averages are not available for the measures used in Figure 1.12.
18 See Blow et al. (2002) for a view at the time.
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out as dividends or retained by the firm. In the meantime, there has been
unnecessary upheaval in the tax system, and thousands of individuals have
incurred effort and expense to establish legally incorporated businesses that
they would not otherwise have set up. This episode provides a clear illustra-
tion of how not to make tax policy.19

1.3.4. Indirect taxes

Value added tax

As noted earlier, the most dramatic shift in revenue-raising over the last
thirty years has been the growth in VAT, which has doubled its share of total
tax revenue. The bulk of this change occurred in 1979 when the incoming
Conservative government raised the standard rate of VAT from 8% to 15% to
pay for reductions in the basic rate and higher rates of income tax. The rate
was further increased from 15% to 17.5% in 1991, to pay for a reduction in
the community charge (poll tax), although it has been temporarily returned
to 15% for a 13-month period from December 2008 as part of a package to
stimulate the economy.

There have been a number of (mostly minor) extensions to the base of
VAT over the years. Perhaps the most significant was the extension of VAT to
cover domestic fuel and power from April 1994, then at a reduced rate of 8%.
The original intention was to increase this to the full 17.5% rate a year later,
but this second stage of reform was abandoned in the face of fierce political
opposition, and in fact the reduced rate was cut from 8% to 5% in 1997,
fulfilling a pre-election promise by the Labour Party. The reduced rate has
since been extended to cover a few other goods which were previously subject
to VAT at the standard rate.

The EU is a major player in VAT policy—indeed, the UK adopted a VAT
in 1973 largely because it was a precondition for entry to what was then
the European Economic Community. As well as setting out standardized
definitions and rules, the EU mandates a minimum standard rate of 15%,
restricts the use of reduced rates, forbids the extension of zero-rating to new
items, and insists on various exemptions (where, in contrast to zero-rating,
VAT paid on inputs is not refunded).

The UK in fact makes less use of reduced VAT rates than many other EU
countries, while generally conforming to EU norms on exemptions. However,
far more goods are subject to no VAT at all in the UK than in almost any other

19 See Crawford and Freedman, Chapter 11, and Bond (2006) for more discussion.
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Figure 1.13. VAT rates and bases

country: for example, the UK and Ireland are the only EU countries to apply
a zero rate to most food, water, books, or children’s clothes. Cost estimates of
the various VAT reliefs are provided in the Appendix. Figure 1.13 provides an
international comparison of VAT rates and bases. It shows the increase in both
the VAT rate and the base (measured by VAT revenue as a percentage of what
it would be if the main rate were applied to all consumption) since 1980, but
also shows that many countries—and especially New Zealand—have found
it possible to apply their standard rate of VAT to a much wider range of goods
and services.

Excisable goods

Alcohol, tobacco, and road fuels are subject to significant excise duties as
well as VAT. Figure 1.14 shows how the levels of these excise duties have
evolved relative to general price inflation, while Table 1.7 shows how much
of the price of these commodities is made up of indirect tax (VAT and excise
duty). Between 1978 and 2000, taxes on cigarettes and road fuels increased
rapidly, especially during the 1990s, when both these commodity groups were
covered by government commitments to substantial annual real increases in
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Figure 1.14. Real levels of excise duties (1978 = 100)

excise duty. Since 2000, however, duty on cigarettes has barely kept pace with
inflation, while fuel duties have fallen by more than a fifth in real terms.
Nevertheless, real duty rates on cigarettes and fuel remain substantially higher
than thirty years ago, in addition to the increase in VAT from 8% to 17.5%—
although the pre-tax price of cigarettes has also increased sharply, so tax as a
percentage of price has not increased as much as might be expected.

The pattern for alcoholic drink is very different. The tax rate on beer has
changed little, while the real level of duty on spirits has fallen steadily and is
now only half what it was in 1978. Duty on wine fell in real terms through
the 1980s and has changed little since; but since the pre-tax price of wine has
fallen sharply over time and VAT has risen, tax makes up more of the price of
a bottle now than it did thirty years ago. As shown in Table 1.8, implied duty
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Table 1.7. Total tax as a percentage of retail price

Yeara Cigarettesb Beerc Wined Spiritse Petrolf Dieselg

1978 72 30 45 78 47 49
1988 77 35 48 69 68 63
1998 81 30 50 63 82 82
2008 79 29 55 60 62 58

a Figures are for April of each year, except that wine and spirits figures for 1998 are for January.
b Packet of 20.
c Pint of bitter (3.9% abv) in licensed premises.
d 75 cl bottle of table wine (not exceeding 15% abv) in a retail outlet.
e 70 cl bottle of whisky (40% abv) in a retail outlet.
f Litre of fuel: leaded (4∗) in 1978 and 1988, premium unleaded in 1998, and ultra-low sulphur
in 2008.
g Litre of fuel: ultra-low sulphur in 2008.
Sources: Duty (and VAT) rates as for Figure 1.14. Prices: cigarettes and beer from National
Statistics, Consumer Price Indices <http://www.statistics.gov.uk>, except that the 1978
prices are estimated by downrating the Consumer Price Indices prices for 1987 using the
relevant sub-indices of the Retail Prices Index (RPI); wine and spirits from UK TradeInfo
2008 Factsheet <http://www.uktradeinfo.co.uk/index.cfm?task=factalcohol>, except
that 1978 prices come from HM Treasury (2002), with the wine price downrated
from the 1979 price by the wine and spirits sub-index of the RPI; petrol and
diesel from HM Treasury (2002) for 1978 and 1988 and Table 4.1 of Depart-
ment for Business, Enterprise and Regulatory Reform Quarterly Energy Prices
<http://stats.berr.gov.uk/energystats/qep411.xls> for 1998 and 2008.

Table 1.8. Implied duty rates per litre of pure alcohol (April
2008 prices)

Item 1978 1988 1998 2008

Beer £14.61 £17.25 £14.66 £14.96
Winea £25.85 £17.26 £15.86 £16.19
Spirits £45.29 £31.90 £25.74 £21.35

a Wine of strength 12% abv.
Source: Authors’ calculations from duty rates sourced as for Figure 1.14.

rates per litre of pure alcohol are now much closer together than they were
in 1978, but substantial variation persists. This may seem puzzling since a
natural starting point for a tax regime for alcoholic drink would be to impose
the same level of tax per unit of alcohol, regardless of the form in which it is
consumed. Variation in tax rates might be justified if one form of alcohol were
more likely to lead to anti-social behaviour, for example, but such arguments
are rarely made. The truth appears to be that the current system is more a
product of history than of a coherent rationale, and there is obvious merit in
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reviewing it. Budget 2008 increased all alcohol duties by 6% above inflation
and announced further real increases of 2% a year until 2013, but did not
change the relativities between different forms of alcohol.

The EU mandates minimum levels of excise duties for its members, but in
fact UK duties on cigarettes and petrol are the highest in the EU, and those
on alcohol among the highest.20 The existence of relatively high tax rates in
the UK on some easily portable commodities could lead to loss of revenue
through cross-border shopping. While it is possible that the UK tax rates are
so high that reductions in those rates would encourage enough additional
UK purchases to produce a net increase in revenue, the available evidence for
alcohol suggests that this is unlikely.21 Only in the case of spirits is it likely that
the current tax rate is high enough for a reduction to have little or no revenue
cost, which might help explain why duty on spirits had been consistently cut
in real terms until recently.

Environmental taxes

Environmental taxes are difficult to define precisely, since all taxes affect
economic activity and almost all economic activity has some environmental
impact. However, a classification is attempted in the ONS’s Environmental
Accounts; on that basis environmental taxes are forecast to raise £39.2 billion
in 2008–09, some 7.6% of total tax revenue or 2.7% of GDP. This is somewhat
reduced from a peak in the late 1990s, and (as most recently measured)
similar to the EU average but above the OECD average.22 More than three-
quarters of this revenue is accounted for by fuel tax (duty plus VAT on the
duty), and the other sizeable chunk is vehicle excise duty, a licence fee for
road vehicles. Thus taxes on motoring account for more than 90% of environ-
mental tax revenues. Since 1994, several new environmental taxes have been
introduced, including air passenger duty (1994), landfill tax (1996), climate
change levy (2001), and aggregates levy (2002). These are described in the

20 See UKTradeInfo Factsheets <http://www.uktradeinfo.co.uk/index.cfm?task=factsheets> and
European Commission Excise Duty Tables <http://ec.europa.eu/taxation_customs/taxation/
excise_duties/gen_overview/index_en.htm>.

21 See Crawford et al. (1999) and Walker and Huang (2003).
22 As a share of GDP, environmental taxes in the UK were marginally below both the

EU27 and EU15 weighted averages in 2006 (authors’ calculations using data from Eurostat,
Environmental Accounts, <http://epp.eurostat.ec.europa.eu/portal/page?_pageid=1996,45323734&
_dad=portal&_schema=PORTAL&screen=welcomeref&open=/data/envir/env/env_acc&language
= en&product=EU_MAIN_TREE&root=EU_MAIN_TREE&scrollto=0>). In contrast, it was sub-
stantially above the OECD weighted average and slightly above the unweighted average in 2004
(data from the OECD/EEA database on instruments used for environmental policy and natural
resources management, <http://www2.oecd.org/ecoinst/queries/index.htm>).
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Appendix, but even air passenger duty, by far the largest of them, is forecast
to raise only £1.9 billion in 2008–09.

The amount of revenue raised is rather limited as an indicator of the
environmental impact of a tax. The more successful the tax is in changing
behaviour, the less it will raise. It also matters how well the tax targets
environmentally damaging behaviour rather than some broader activity. For
example, differential fuel duty rates have been used extensively to encourage
a switch to cleaner fuels. Vehicle excise duty changed in 1999 from a flat rate
charge to one dependent on engine size, and then in 2001 to one based on
vehicle emissions; since then the differential between high-emission and low-
emission vehicles has repeatedly been widened. Similarly, from November
2009 rates of air passenger duty are to depend directly on distance travelled
rather than on whether the destination is within the EU. Such reforms can
be designed either to increase or to reduce revenues while encouraging less
environmentally harmful activities. Nevertheless, it remains fair to say that
environmental taxation in the UK is dominated by taxes on motoring.

1.3.5. Local taxation

Thirty years ago, local taxes in the UK consisted of domestic rates (on
residential property) and business rates (on business property). However,
this changed dramatically in 1990 when business rates (described in the
Appendix) were taken from local to national control and domestic rates were
replaced by the community charge (poll tax), a flat-rate per-person levy.23

The poll tax was introduced in April 1990 in England and Wales after a one-
year trial in Scotland, but was so unpopular that the government quickly
announced that it would be replaced. The tax was based on the fact that
an individual lived in a particular local authority, rather than on the value
of the property occupied or the individual’s ability to pay (subject to some
exemptions and reliefs). In the 1991 Budget, the government increased VAT
from 15% to 17.5% to pay for a large reduction in the poll tax, with a cor-
responding rise in the level of central government grant to local authorities.
The poll tax was abolished in 1993 to be replaced by the council tax, which is
based mainly on the value of the property occupied, with some exemptions
and reliefs (outlined in the Appendix).

The result of these changes, and particularly the centralization of business
rates, is that local services are now largely financed by central government,

23 These reforms were not introduced in Northern Ireland, which retained a system of locally
varying business and domestic rates.
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with the only significant local tax left—the council tax—financing only
around one-sixth of total local spending (although councils also raise a larger
amount from non-tax sources such as user charges). As shown in Figure 1.5,
this leaves UK taxation unusually centralized, with only 5% of tax revenues
raised locally. At the margin, spending an extra pound locally requires the
raising of an extra pound locally, giving local authorities appropriate incen-
tives overall. But this extra money must come entirely from council tax, which
bears particularly heavily on those groups (such as pensioners) with high
property values relative to their incomes and hence limits local authorities’
willingness to increase expenditure. Furthermore, while universal capping of
local authority spending ended in 1999–2000, strengthened selective capping
powers were retained, and have been used in a few cases since 2004–05. The
threat and practice of capping are another limitation on local authorities’
financial autonomy.

1.4. ECONOMIC ASPECTS OF THE UK TAX
AND BENEFIT SYSTEM

This section assesses some key features of the UK tax system as a whole
and how these have changed over the last thirty years. Tax systems can be
assessed in terms of their revenue-raising power, their effects on efficiency
and equity, and their complexity and compliance costs. Section 1.2 described
the revenue effects of the tax system and this is not pursued further here. Also,
despite its undoubted importance, the complexity of the tax system and the
compliance burden that it places on taxpayers is not examined here because
of the lack of robust statistical measures that allow comparisons across time
and countries.24 The focus of this section will, therefore, be on the traditional
economic analysis of the tax system on efficiency and equity, examining its
effects on the income distribution and on incentives to work, save, and invest.

The division between taxes and benefits seems rather artificial in this con-
text: it is the overall distributional and incentive effects created by all different
taxes and benefits together that matters, and we would not wish to change our
analysis according to whether tax credits were counted as deductions from tax

24 But see Shaw, Slemrod, and Whiting (Chapter 12) and Evans (Commentary to this chapter)
for discussion.
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or additions to benefits, for example. In this section we therefore consider the
tax and benefit system as a whole.25

1.4.1. The distribution of income

The UK tax and benefit system transfers money from high-income to low-
income households. Figure 1.15 shows that the tax and benefit system overall
increases the average incomes of the poorest three-tenths of households,
while the richest three-fifths make a net contribution on average.

Income inequality is therefore clearly lower after taxes and benefits than
before. Figure 1.16 shows the Gini coefficient, a standard measure of inequal-
ity that can take values between zero (everyone has equal income) and one
(one person has all the income in the economy), before and after personal
direct taxes and benefits in the UK and the other EU15 countries in 2003, the
latest year available.26 In that year, personal direct taxes and benefits reduced
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Figure 1.15. Distributional impact of the UK tax and benefit system in 2006–07

25 Laws passed and public services provided can also have distributional and incentive effects.
Ideally these too would be taken into account, but in this chapter we restrict our scope to financial
transfers. We treat National Insurance contributions purely as a tax, ignoring any link to future
benefit entitlements that might change their distributional and incentive effects. We do not believe
that this materially affects the analysis for the UK.

26 The Gini coefficient is half of the average income gap between all pairs of individuals as a
fraction of average income. See, for example, Barr (2004) for an introduction and Sen (1973, 1992)
for fuller discussion.
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Figure 1.16. Effect of tax and benefit system on inequality in the EU15, 2003

the Gini coefficient by 0.19 in the UK, very similar to the EU15 average,
but this reduction was from a slightly higher starting level of private income
inequality.

The UK has seen an exceptionally large rise in income inequality since
1978. Figure 1.17 shows how the Gini coefficient for different measures of
income, corresponding to different stages of the redistributive process, has
changed since 1978. The Gini coefficient has fluctuated around 0.14 higher
for private incomes than for incomes after all taxes and benefits.27 It is clear
from the figure that the benefit system is responsible for the bulk of this
reduction in inequality, with direct taxes also reducing inequality slightly and
indirect taxes appearing to increase inequality slightly. This last point requires
some qualification, however.

Indirect taxes bear heavily on those with high expenditures, and will clearly
target those with high incomes in any particular year less precisely than, say,
an income tax does. But much low income observed at a point in time is
temporary and need not reflect low lifetime living standards: while some
people are persistently poor, many have volatile earnings, are temporarily

27 This is a smaller reduction than that shown in the UK bars of Figure 1.16, largely because
Figure 1.16 excludes indirect taxes, which increase the measured Gini coefficient. The effect of
including indirect taxes is shown in Figure 1.17.
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Figure 1.17. Inequality of incomes at different stages of the redistributive process

unemployed, are studying, are taking a break from the labour market to raise
children, are retired with hefty savings, and so on. People’s ability to borrow
and save means that those with low current incomes will typically have high
expenditure relative to their income, and many of those who in a particular
year have low income but pay a lot in indirect taxes are people we would
not ordinarily think of as ‘poor’. Over a lifetime, income and expenditure
must be equal (apart from inheritances), and indeed annual expenditure is
arguably better than annual income as a guide to lifetime living standards.28

If we were to look at the effect of the tax and benefit system on lifetime income
inequality, the contrast between ‘progressive’ direct taxes and ‘regressive’ indi-
rect taxes would appear much less stark. This is not to say that indirect taxes
are progressive relative to lifetime income—that depends on whether goods
consumed disproportionately by the lifetime-poor are taxed more heavily
(via tobacco duty, for example) or less heavily (as with VAT zero-rating of
most food) than other goods—but certainly their effect on the distribution
of annual income gives only a partial, and arguably misleading, impression of
their overall effect.

28 Studies that have examined the use of expenditure rather than income for looking at distrib-
utional outcomes include Goodman et al. (1997), Blundell and Preston (1998), Meyer and Sullivan
(2003, 2004), Goodman and Oldfield (2004), and Brewer et al. (2006).
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If we look at the changes over time shown in Figure 1.17, the amount by
which taxes and benefits reduce the Gini coefficient (for annual income) is
little different at the end of the period from in 1997 or indeed 1978. This does
not mean, however, that the tax and benefit systems in place at the start and
end of the period were equally progressive. The amount of redistribution that
a given tax and benefit system achieves depends on the economy to which
it is applied, and there have been major changes in the UK economy since
1978—not least the sharp increase in private income inequality shown in
the figure. Other things being equal, a progressive tax and benefit system
will redistribute more if applied to a more unequal income distribution, so
the fact that the 1978–79 and 2006–07 tax and benefit systems reduce the
Gini coefficient by the same amount suggests that reforms to the tax and
benefit system may have been regressive, offsetting the tendency for the tax
and benefit system to redistribute more as inequality rose.

To measure the effect of policy reforms on inequality more precisely, we use
a tax and benefit micro-simulation model to look at how different the Gini
coefficient would have been if previous years’ tax and benefit systems had
been kept unreformed.29 However, doing this raises the question of exactly
what is meant by ‘unreformed’: would ‘no change’ mean tax thresholds and
benefit rates keeping pace with price inflation, or with growth in average
earnings, GDP, or something else? We consider three scenarios for a ‘no
change’ baseline: one in which all taxes and benefits are uprated in line with
the Retail Prices Index (RPI) so that there is no real-terms change in rates and
thresholds, a second in which they are increased in line with growth in GDP
per capita, and a third in which tax thresholds (and rates of excise duties and
council tax) are uprated in line with the RPI and benefits (and tax credits)
in line with per-capita GDP growth.30 The rationale for this third scenario is
twofold: first, it corresponds reasonably closely to the government’s standard
uprating practice prior to 1978; and second, reforms since 1978 have had
relatively little impact on the overall budgetary position if measured relative
to this baseline (much less than relative to universal price-uprating or uni-
versal GDP-uprating), which seems like a relatively ‘neutral’ counterfactual
to choose.31

29 The methodology here follows Clark and Leicester (2004): the analysis here updates that work,
incorporates local taxes, and adds a third baseline. More information on the methodology and
results can be found in Adam and Browne (forthcoming).

30 For brevity, the rest of this section refers to uprating in line with GDP rather than GDP per
capita.

31 Government borrowing in 2008–09 would be £47.3 billion lower if a price-uprated 1978 tax
and benefit system were in place and £39.7 billion higher under a GDP-uprated system, but only
£10.2 billion higher in our third scenario. Note again that these estimates, like Figure 1.18, ignore
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Figure 1.18. Effect on the Gini coefficient of replacing the 2008–09 tax and benefit
system with those from previous years

Figure 1.18 shows how different the Gini coefficient in 2008 would be if
previous tax and benefit systems had been left in place and uprated accord-
ing to these three baseline scenarios.32 It shows, for example, that the Gini
coefficient would be about 0.03 higher if an RPI-indexed 1998 tax and
benefit system were now in place and therefore that reforms relative to RPI-
indexation since 1998 acted to reduce the Gini coefficient by 0.03.33 It is clear
that the choice of baseline is of crucial importance. The 2008 tax and benefit
system reduces inequality considerably more than the 1978 system would
have done if it had been price-indexed, but by much less than if benefits
had been GDP-indexed after 1978. (Whether tax thresholds are increased in
line with prices or GDP does not significantly alter this conclusion.) Indeed,

changes to most ‘business taxes’ (notably corporation tax and business rates) and capital taxes
(notably inheritance tax, stamp duties, and capital gains tax).

32 Throughout this section, the 2008 tax and benefit system with which past systems are com-
pared is the one originally in place in April 2008, ignoring later reforms even if they were backdated
to apply as from April.

33 All the tax and benefit systems are applied to a simulated 2008 population (actually a surveyed
2005–06 population with monetary values appropriately adjusted: earnings uprated in line with
average earnings, rents with average rents, etc). Clark and Leicester (2004) show that the effect of
reforms looks very similar whichever year’s population is used.
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relative to a GDP-uprated baseline, tax and benefit reforms from 1978 to
2008 acted to increase the Gini coefficient by about 0.035, and accounted
for around a third of the total increase in disposable income inequality up
to 2006. What is clear, however, is that Labour’s reforms have been more
progressive than the Conservatives’. Labour’s reforms since 1997 have had
a similar effect on overall inequality as increasing benefit rates in line with
GDP, while the Conservatives’ reforms were roughly equivalent to increasing
them in line with inflation.

One caveat to these findings is needed. In calculating what would have
happened to inequality as the economy evolved if the tax and benefit system
had not changed, we assume that tax and benefit reforms did not themselves
affect the evolution of the economy. But individuals and firms respond to the
incentives created by the tax and benefit system, so this assumption is unlikely
to be accurate in practice. The true effect of tax and benefit reforms on
inequality, therefore, depends not only on their direct redistributive effects,
but also on how they affected people’s decisions to work, save, and so on.
These indirect effects depend partly on how far individuals respond to such
incentives, which is difficult to estimate; but we can more easily estimate how
the incentives themselves have been changed by tax and benefit reforms, and
it is to this question that we now turn.

1.4.2. Work incentives

Commentators often express concern about the effect of high income tax
rates on work incentives, although such complaints faded somewhat as rates
were reduced during the 1980s. But means-tested benefits and tax credits,
which have expanded significantly in recent years, can be just as important:
the prospect of losing such support as income rises can be a crucial factor
in the work decisions of low-income families. And indirect taxes can be as
important as direct taxes: if the attractiveness of working is determined by
the amount of goods and services that can be bought with the wage earned, a
tax that reduces all earnings and a tax that increases all prices will clearly have
very similar effects.34 Looking at financial work incentives is not just a matter
of inspecting the income tax schedule: the whole tax and benefit system must
be taken into account.

34 In what follows, we incorporate indirect taxes by estimating, for each individual, the average
tax rate paid on their household’s spending. We can therefore allow for how large the ‘wedge’
between income and the value of consumption is for that person’s household; but this will not quite
be an accurate measure of how indirect taxes affect work incentives unless the average tax rate on
what additional income is spent on is the same as that on existing purchases.
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We should also distinguish between the incentive to be in work at all as
opposed to not working—which can be measured by the participation tax
rate (PTR), the proportion of total earnings taken in tax and withdrawn
benefits—and the incentive for those already in work to increase their earn-
ings slightly, whether by working more hours, seeking promotion or getting a
better-paid job—which can be measured by the effective marginal tax rate
(EMTR), the proportion of a small increase in earnings taken in tax and
withdrawn benefits. High PTRs among non-workers are often referred to as
the unemployment trap; high EMTRs among low-income families are known
as the poverty trap.35

Figure 1.19 shows the distribution of PTRs among working-age people in
2008–09.36 Reading across, we can see that around 20% of people have a
PTR below 40% (a strong incentive to be in work), and around 30% have
a PTR above 60% (a weak incentive to be in work). The remaining half
of the working-age population have PTRs between these values, with the
steepest part of the curve representing the highest concentration of people.
The median PTR is 50.7%, and the mean 52.5%. However, almost a tenth
of the working-age population—nearly 3 million individuals—have a PTR
above 80%, meaning that what they earn (or would earn if they worked) is
worth to them less than a fifth of what it costs (or would cost) to employ
them. Faced with losing such a large proportion of their earnings, working is
clearly a less attractive proposition, and indeed only a million of this group
are actually in work. Most of those facing such high PTRs are people who
earn (or would earn) little: although they (would) lose little in tax, the loss of
benefits is extremely important relative to these low earnings.

The distribution of EMTRs for those in work, shown in Figure 1.20,
is much more concentrated: three-quarters of workers face an EMTR of
between 40% and 60%, so that a small increase in their earnings is worth to

35 The analysis that follows updates that in Adam et al. (2006a, 2006b) and incorporates employer
NICs and indirect taxes. Adam (2005) incorporated these taxes but did not separate out the effect of
tax and benefit reforms from other changes in the economy. See Adam and Browne (forthcoming)
for more detail on methodology and results. Brewer, Saez, and Shephard (Chapter 2), show how
average PTRs and EMTRs vary with earnings for different family types in 2008–09 but excluding
indirect taxes.

36 In order to calculate participation tax rates for non-workers, we must estimate what they
would earn if they worked. To do this, we use their observed characteristics (age, sex, years of
education, marriage and cohabitation status, number of children, age of youngest child, ethni-
city, and housing tenure) to predict their earnings conditional on being in each of four different
hours bands (1–15, 16–23, 24–29, and 30+) using an ordinary least squares regression. We then
use the same characteristics to estimate (using a multinomial logit model) the likelihood of each
individual being in each of these hours bands were they to work, and weight the participation tax
rates associated with each earnings/hours band combination accordingly. Non-workers tend to have
characteristics associated with low earnings, and we therefore estimate that they face relatively high
participation tax rates as the loss of out-of-work benefits is large relative to what they could earn.
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Figure 1.19. Cumulative distribution of participation tax rates 2008–09

them around half of what it costs their employer. The median EMTR amongst
workers is 49.9%, and the mean is 52.1%. But Figure 1.20 shows that there
is also a substantial group of people—around 8% of workers, a little under
2 million individuals—with EMTRs of between 75% and 80%. These people
have such high EMTRs because they face steep withdrawal of tax credits or
housing benefit if they increase their earnings a little.

Figure 1.21 shows what the average (mean) PTR would be if other tax and
benefit systems from the past thirty years were now in place—uprated, as
in the previous subsection, in one of three different ways. It therefore shows
the impact of tax and benefit reforms since 1978 on financial incentives to
be in work, abstracting from other changes (such as demographic shifts and
changes in wages, rent levels, and working patterns) which also affect work
incentives.

After initially increasing the average PTR (weakening financial incentives
to be in work), reforms under the Conservative governments up to 1997 con-
siderably strengthened incentives to be in work. Labour’s reforms have had
much less impact: on average, financial incentives to be in work are slightly
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Figure 1.20. Cumulative distribution of effective marginal tax rates among workers,
2008–09

stronger than they would have been if the benefit rates Labour inherited
had simply been increased in line with growth in the economy, and much
the same as they would have been if benefit rates had increased in line with
inflation.37

A similar analysis for the average EMTR amongst workers is presented in
Figure 1.22. Reforms under the Conservatives acted to reduce the average
EMTR (strengthen financial incentives to increase earnings) overall, while
those under Labour have acted to increase it. But perhaps what is most
striking is how stable the average EMTR has been: for all the myriad reforms
that have happened over the past thirty years, none of the tax and benefit

37 It might seem surprising that increasing tax thresholds in line with the RPI but benefits in
line with GDP leads to weaker work incentives than either increasing both in line with the RPI or
increasing both in line with GDP. This pattern is evident for both PTRs and EMTRs. It arises because
more rapid indexation of benefit rates tends to weaken work incentives, raising out-of-work incomes
relative to in-work incomes and increasing the number of people facing benefit withdrawal, whereas
more rapid indexation of tax thresholds tends to strengthen them, applying higher rates of income
tax to fewer people.
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workers estimated as described in footnote 36. Excludes those over state pension age. Taxes and benefits
are those applying in April of the year shown; the 2008 regime is that originally in place in April 2008,
ignoring later announcements that were backdated to apply as from April.

Sources: Authors’ calculations using the IFS tax and benefit micro-simulation model, TAXBEN, run on
uprated data from the 2005–06 Expenditure and Food Survey.

Figure 1.21. Average participation tax rates that would be created by tax and benefit
systems from 1978 to 2008

systems seen would leave the average EMTR more than 5 percentage points
different from its current level of 52.1%.

Trends in the average PTR and EMTR hide variations across the popu-
lation, of course: the trends shown have not been universal. For example,
Labour’s reforms have strengthened financial work incentives for some of
those previously facing the weakest incentives (and particularly lone parents),
and have weakened work incentives for many others who have been brought
into means-testing.

Recent data for international comparisons are not available, but in 2003
the UK’s average EMTR was slightly lower than the EU15 average, while in
1998, the UK’s average PTR was considerably lower than the EU15 average,
and indeed lower than that of any other EU15 country except Greece.38

38 1998 PTR data from Immervol et al. (2005). 2003 EMTR data from EUROMOD statis-
tics on Distribution and Decomposition of Disposable Income, accessed at <http://www.iser.
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Figure 1.22. Average effective marginal tax rates amongst workers that would be
created by tax and benefit systems from 1978 to 2008

1.4.3. Incentives to save and invest

The UK imposes a number of taxes on capital: income tax on savings
and dividend income, corporation tax, capital gains tax, stamp duties on
properties and securities, council tax, business rates, and inheritance tax. The
significance of the revenues from these taxes can be gauged to some extent
by looking at Table 1.1 and Figures 1.3 and 1.4. Corporation tax and stamp
duties have grown as a proportion of total tax revenue since 1978; but it is the
substantial revenue raised from council tax and business rates that stands out
internationally.

essex.ac.uk/msu/emod/statistics/> using EUROMOD version no. D1 (June 2007). For a few coun-
tries where 2003 estimates are not available, 2001 estimates are used in constructing the EU15
average.
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Unfortunately, income tax data do not separate savings income from wage
income, so it is not possible to come to clear conclusions on how overall
revenues from capital taxes have changed over time or compare to other
countries. But it is not only the overall revenue from capital taxation that is
of interest. Not all capital taxes have the same effect on incentives to save and
invest, and differential treatment of different forms of saving and investment,
distorting the form that such activities take, can be equally important. In the
rest of this subsection we focus on quantifying how different taxes on capital
affect incentives for individuals to save and for businesses to invest.

We can distinguish between taxes that discourage UK residents from saving
and taxes that discourage businesses from investing in the UK. To see this
distinction, think of the UK as a small country in a vast, liquid international
capital market. Savers (in the UK and elsewhere) can invest anywhere in the
world, so in order to raise funds, businesses investing in the UK must offer
an after-tax return as high as that available on investments elsewhere. A tax
on UK investments will therefore not reduce the return that savers receive;
but to provide this same after-tax return, UK investments must yield a higher
pre-tax return, and less profitable investments will not be undertaken.

Conversely, UK residents subject to a tax on the return to their saving
cannot demand a higher pre-tax return to compensate, because businesses
can raise capital from savers anywhere in the world (or indeed from tax-
exempt institutions such as pension funds in the UK) that are not subject
to the tax. Thus the yield required on investments (in the UK and elsewhere)
will be unaffected and investment will not be deterred; but UK residents will
receive a lower rate of return after tax, discouraging them from saving.39

This is, of course, a highly simplified representation of the world. Capital
cannot really flow costlessly across borders. Small companies in particular are
often reliant on equity capital provided by a single owner-manager (or a small
number of closely linked people), which means that personal taxes on those
individuals’ returns might discourage investment in the company.

Nevertheless, we can broadly characterize income tax, capital gains tax,
and inheritance tax as taxing saving by UK residents, and corporation tax
as taxing investment in the UK. Stamp duty on shares is also primarily a
tax on UK investment rather than on residents’ saving. It must be paid on
transactions of shares in UK companies, regardless of who buys or sells them,
so people will be willing to pay less for shares in UK companies: specifically,

39 This analysis is for changes to UK taxes in isolation, assuming other countries’ tax systems
do not change. A change to UK taxes as part of an internationally co-ordinated move would have
different effects, since a co-ordinated move would affect the return available to residents of all
countries for investment in all countries.
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the price of shares will be reduced by the value of the expected stream of
stamp duty on all transactions in those shares. A saver buying a share will find
that the lower share price offsets the stamp duty that must be paid, making
saving in equities as attractive as it would be in the absence of a tax;40 but a
company seeking to issue new equity to raise capital for investment will find
that the share issue raises less money than it would in the absence of the tax,
so investment will be discouraged.41

The distinction between taxes on UK saving and on UK investment is
most difficult for property. To some extent similar arguments can be made—
stamp duty land tax applies to all UK property whoever buys it, whereas UK
income tax on rental income, as on other savings income, applies only to UK
taxpayers wherever the property is located—but the notion of a large liquid
market in UK property amongst non-UK taxpayers is clearly less plausible
than for many financial assets. More importantly, property taxes such as
council tax and business rates might affect the rental price of occupation as
well as the capital value of the property: they could potentially discourage
not only saving in property or investment in property development, but also
use of property. However, it is usually argued that the demand for prop-
erty is more responsive to property prices than the supply of property: as
property becomes more expensive, businesses can occupy smaller premises
and people live in smaller houses (or, for example, leave the family home
at an older age), whereas land is in fixed supply and new construction is
severely constrained by planning regulations.42 Insofar as that is the case, the
need to pay council tax or business rates simply makes the same properties
worth less to those occupying them, reducing rents and property prices.43

This is more complicated in the case of income tax on rental income, which
applies only to the rental sector (the size of which might be responsive to
taxation) and only to UK-taxpaying landlords.44 In this chapter, we assume

40 Whether the reduced share price more or less than exactly offsets the stamp duty liability for
any individual saver depends on how long the saver holds the share. The reduced share price means
that a given sum can be used to buy more shares and thus a larger stream of dividends; the longer the
shares are held, the more likely it is that this larger dividend stream will outweigh the stamp duty
paid on purchase. The two effects will balance for savers holding a share for the average holding
period expected by the market.

41 See Hawkins and McCrae (2002) and Bond, Klemm, and Hawkins (2005) for further discus-
sion and empirical evidence that stamp duty on shares is indeed reflected in share prices.

42 Evidence on the extremely low responsiveness of housing supply to house prices in the UK is
reviewed in chapter 2 of Barker (2003), for example.

43 Bond et al. (1996) provide empirical evidence that business rates are reflected in lower rents.
44 Council tax is not entirely uniform either: council tax benefit covers the bills of those on low

incomes, so that rises in council tax do not increase recipients’ net liability. In such cases, council tax
might not be reflected in lower property prices to the extent that a property can be sold to a council
tax benefit recipient who would pay as much for it as in the absence of the tax.
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that income tax on rental income has no effect on rents or property prices,
simply reducing the incentive to buy and let out property, but that council
tax, business rates, and stamp duty land tax are reflected in lower property
prices, so that the incentive to buy (and occupy) property is little affected by
the taxes, but property development is discouraged because the taxes mean
that the property will sell for less.

We now look in turn at incentives to save and to invest.

Incentives to save

Table 1.9 summarizes the treatment of different assets for income tax, NICs
and capital gains tax. For owner-occupied housing and for cash and shares
held in ISAs, saving is out of taxed income and there is no tax on returns
and no tax on withdrawals (the proceeds of sale in the case of housing).
Tax exemption is provided in a different way for pensions: saving is out of
untaxed income, fund income is untaxed but withdrawals are taxed. This
regime for pensions would produce the same effective tax rate of zero on
the normal return to saving;45 but the 25% lump sum that can be with-
drawn from pension funds as a tax-free lump sum means that pension
saving is in effect subsidized. In addition, employers’ pension contribu-
tions are particularly tax-favoured since they are not subject to employer
or employee NICs either at the point of contribution or at the point of
withdrawal.

Pensions, ISAs, and housing cover the significant saving activity of the bulk
of the population. But saving in other forms is discouraged by the tax system.
The returns to second or let properties and to cash or shares held outside ISAs
are all subject to the combination of income tax and CGT in slightly different
ways.

Under certain assumptions, we can calculate the effective tax rate (ETR)
on saving in each of the different asset types: the percentage reduction in
the annual real rate of return caused by tax.46 Table 1.10 illustrates ETRs

45 Assuming that the individual faces the same marginal tax rate in retirement as when mak-
ing the contribution—the implications of relaxing this assumption are discussed below. Taxing
withdrawals from funds instead of the income paid into funds does have significantly different
implications, however: by foregoing the up-front revenue on the income saved and taking a share
of the returns instead, the government is implicitly investing in the same assets as the individual,
changing its investment portfolio as well as the timing of revenue. This is particularly important if
the government would not otherwise have access to these assets, or if the investment cannot easily
be scaled up to accommodate the government’s share without reducing the individual’s share by the
same amount.

46 The calculation of ETRs here broadly follows that of IFS Capital Taxes Group (1989). For more
detail of methodology and results, see Wakefield (forthcoming).
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Table 1.9. Tax treatment of different assets

Asset Income tax and
NICs on
contributions

Returns Income tax
and NICs on
withdrawals

Income tax on
interest/dividends

Capital
gains tax

Pension
(employee
contribution)

Exempt from
income tax, not
exempt from
employer and
employee NICs

Exempt Exempt Taxed except
for a 25% lump
sum, no NICs

Pension
(employer
contribution)

Exempt from
income tax,
employer and
employee NICs

Exempt Exempt Taxed except
for a 25% lump
sum, no NICs

ISA Taxed Exempt Exempt Exempt

Interest-
bearing
account

Taxed Taxed at 10%,
20%, or 40%

n/a Exempt

Direct equity
holdings

Taxed Taxed at 10% or
32.5%, but
offsetting
dividend tax
credit means
effective rates are
0% and 25%

Taxed Exempt

Housing
(main or only
house)

Taxed Exempta Exempt Exempt

Housing
(second or
subsequent
house)

Taxed Rental income
taxed

Taxed Exempt

a Dividends are effectively the imputed value of income from owner-occupation—this was taxed on the
basis of the notional rental value of the property until 1963. Note that income tax is payable on income
received from letting out part of a main residence while the owner resides there, although the first £4,250
per year is tax-free.

for basic- and higher-rate taxpayers if all assets earn a 3% real rate of return
before tax and inflation is 2%.

Note that the ETR on an interest-bearing account is 33% for a basic-rate
taxpayer, not the statutory income tax rate of 20%, because tax is charged
on the nominal return, not the real return. With a 3% real return and 2%
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Table 1.10. Effective tax rates on saving in different assets

Asset Effective tax rate (%) for:

Basic-rate Higher-rate
taxpayer taxpayer

ISA 0 0
Interest-bearing account 33 67
Pension (employee contribution) (invested 10 years) −21 −53

(invested 25 years) −8 −21
Pension (employer contribution) (invested 10 years) −115 −102

(invested 25 years) −45 −40
Housing (main or only house) 0 0
Rental housing (invested 10 years) 30 50

(invested 25 years) 28 48
Direct equity holdings (invested 10 years) 10 35

(invested 25 years) 7 33

Notes: Assumes 3% annual real rate of return and 2% inflation. Calculations for rental hous-
ing and direct equity holdings assume that real returns accrue as rental income or dividends
while capital gains match price inflation and are realized at the end of the period in question.
Rental housing assumed to be owned outright, with no outstanding mortgages. Calculations for
employer pension contribution assume that the employee is contracted into the state second pen-
sion. Saver is assumed to be a basic- or higher-rate taxpayer throughout the period in question,
to have exhausted the CGT exempt amount where appropriate, and to have no entitlement to
means-tested benefits or tax credits.

Source: Wakefield (forthcoming).

inflation, £100 of saving yields nominal interest of about £5; 20% tax on
this, £1, represents 33% of the £3 increase in the real purchasing power of
the deposit. Inflation does not, however, affect ETRs on pensions, ISAs, and
owner-occupied housing, where the return is tax-exempt.

ISAs and owner-occupied housing have ETRs of zero: they are the
archetypal tax-free saving vehicles against which we measure ETRs on other
assets. Pension saving has a negative ETR because of the tax-free lump sum
and because of the NICs exemption for employer contributions. Both of
these subsidies are a percentage of total contributions or final fund size; since
investment returns make up a larger proportion of the fund the longer it
is held, the ETR (which is measured as a percentage of the real return) is
therefore less negative for longer investment periods.

The ETRs on direct equity holdings and on rental housing represent a com-
bination of income tax and capital gains tax: for simplicity, we assume that
asset price inflation matches general inflation and real returns are received as
dividends or rental income. The ETRs are lower for longer holding periods
because CGT is levied when an asset is sold rather than when the rise in value
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Table 1.11. Final wealth generated by saving in different assets as a percentage
of that generated by an untaxed asset

Asset % of tax-free final wealth
generated for:

Basic-rate Higher-rate
taxpayer taxpayer

ISA 100 100
Interest-bearing account (invested 10 years) 91 82

(invested 25 years) 79 61
Pension (employee contribution) 106 117
Pension (employer contribution) 139 134
Owner-occupied housing 100 100
Rental housing (invested 10 years) 92 86

(invested 25 years) 82 70
Stocks and shares (invested 10 years) 97 90

(invested 25 years) 95 79

Notes and Sources: As for Table 1.10.

occurs: this interest-free deferral of the latent tax liability is worth more the
longer the asset is held, reducing the ETR over time and creating an incentive
(known as the ‘lock-in effect’) for people to hold onto assets for longer than
they would in the absence of the tax.

The ETRs in Table 1.10 illustrate the effect of tax on annual rates of return,
but the phenomenon of compound interest complicates the calculation of
how these translate into the final wealth generated by saving. Table 1.11
shows, under the same assumptions, how tax affects the final worth of the
assets. Taxes on the return to saving compound over time: thus a basic rate
taxpayer putting money into a bank account would find that, after ten years,
she had 91% of what she would have had if the interest was untaxed (or
if she had put the money into an ISA instead), but after twenty-five years
her savings would be worth only 79% of what they would have been worth
untaxed.47 Taxes on initial contributions or final withdrawals do not have
this property, so the net tax subsidies for pensions imply the same percentage
increase in the value of the fund (relative to ISA-style treatment) regardless
of the duration of saving.

The tax implications of saving in different forms might seem to be radically
different. But the last thirty years have in fact seen a significant reduction

47 This measure is equivalent to looking at how much would have to be saved in a taxed asset
to yield the same final wealth as saving £1 in an untaxed asset: the latter can be calculated as 100
divided by the number in Table 1.11.
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both in the extent to which the tax system penalizes saving overall and in the
extent to which it distorts the return on different savings vehicles. There are
three reasons for this. First, inflation rates have declined. As shown above,
even modest inflation rates can significantly increase ETRs on assets where
the returns are taxed. But at the levels of inflation prevalent in the 1970s and
1980s, this effect can be immense. With the same 3% real return assumed
above but inflation at 10% rather than 2%, a basic-rate taxpayer would face an
ETR of 89% on an interest-bearing account, while for a higher-rate taxpayer
the ETR would be 177%, implying a negative real return: after tax, the savings
would be worth less than when they were deposited. Inflation at the rates seen
in the last fifteen years is a far less severe problem.

Second, the dispersion of income tax rates has narrowed. If a particular
form of saving attracted tax relief at, say, 83%, its underlying performance
could be quite poor and yet it could still provide an attractive return. As
the number of tax bands has fallen and the highest rates have come down,
the distortion caused by the taxation of different forms of saving has also
fallen.

Third, there have been a series of reforms that have reduced the tax advan-
tage of previously highly tax-privileged saving, and others that have removed
tax disadvantages of other forms of saving, leading to a general levelling of the
tax treatment of saving. Tax relief on life assurance and on mortgage interest
provided significant net subsidies to saving in these forms, but have now been
abolished; meanwhile, the introduction of personal pensions, PEPs, TESSAs,
and ISAs greatly extended the range of tax-free saving vehicles available. Over
the last three decades we have moved from an incoherent tax regime for
saving to one that seems more satisfactory. It has rarely been the case that
a clear strategy has been evident, but the power of the practical arguments
for similar tax treatment of all saving seems to have been great. There is still
some way to go to reach a tax system that is neutral in its effects, but we are
far closer to it now than we were thirty years ago.

Income tax, NICs, and CGT are not the only parts of the tax and benefit
system that might affect people’s saving decisions. Individuals who expect
their estates to be worth more than £312,000 (or twice that for married
couples) might be discouraged from further saving by the prospect of inher-
itance tax on their bequests if they are not foresighted or lucky enough
to dispose of their assets more than seven years before they die—although
inheritance tax does at least treat all major assets equally.

At the other end of the wealth scale, analysis of saving incentives must
take account of benefits as well as taxes: if savings reduce entitlement to
means-tested benefits and tax credits then this adds to the effective tax on
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saving. Tax credit entitlement is assessed on the same measure of income as
income tax; so saving in ISAs, pensions, and owner-occupied housing is not
discouraged by tax credit withdrawal, while other forms of savings income
are counted for the means test and reduce tax credit entitlement. Means-
tested benefits treat assets in a completely different way. Owner-occupied
housing is disregarded, as for income tax and tax credits; pension income
is counted, but unlike for income tax and tax credits, only half of pension
contributions are deducted from income. For other savings—ISAs receive no
special treatment—the actual income generated is disregarded; however, if
the total value of these assets is above £6,000, every £250 (£500 for those
aged 60 or over) of savings above this level is assumed to give an income of
£1 per week for the purposes of the means test, and those with assets of more
than £16,000 are not eligible for means-tested benefits at all.48 These rules,
combined with the high withdrawal rates of means-tested benefits, create
a very strong disincentive for those who are on means-tested benefits, or
consider themselves likely to be eligible for them in the future, to build up
financial assets worth more than £6,000.

Finally, it should be noted that means-testing magnifies what was already
a significant complication in the taxation of pensions. Putting earnings into
a pension fund in effect defers the tax on those earnings until they are with-
drawn from the fund. The ETR calculations above assume that an individual
faces the same marginal tax rate at these times; but in practice, the tax rate at
which an individual receives relief on their pension contributions may be very
different from the rate they face in retirement, so the deferral of tax on the
earnings saved can make a dramatic difference to the amount of tax actually
paid. The possibility of facing withdrawal of means-tested support at either
time (or both) increases the spread of possible outcomes.

Table 1.12 shows the ETRs on 25-year pension saving for some common
combinations of marginal rates. A basic rate taxpayer receiving 20% tax relief
on their contributions may be eligible for pension credit in retirement and
see their pension income effectively taxed at 40%, giving an ETR of 18%: the
tax and benefit system discourages rather than encourages pension saving for
such a person. Conversely, someone contributing to a pension while facing
tax credit withdrawal at 39% along with 20% basic rate income tax receives
59% relief on their contributions; if in retirement they are still a basic rate
taxpayer but no longer face withdrawal of tax credits, they will pay only 20%
tax on the proceeds, giving an ETR of −102%: the tax and benefit system
more than doubles the rate of return on their pension saving. The ETR can

48 This upper limit does not apply to those aged 60 or over.
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Table 1.12. Effective tax rates on 25-year pension saving, for different tax and benefit
positions in work and in retirement

Tax rate in work Tax rate in retirement Effective tax rate (%) for:

Employee Employer
contribution contribution

Basic rate (20%) Basic rate (20%) −8 −45
Higher rate (40%) Higher rate (40%) −21 −40
Higher rate (40%) Basic rate (20%) −48 −67
Basic rate (20%) Pension Credit taper (40%) 18 −19
Tax credit taper (59%) Basic rate (20%) −102 −163
Tax credit taper (59%) Pension Credit taper (40%) −74 −136

Notes: Assumes 3% annual real rate of return and 2% inflation. ‘Tax credit taper’ calculations assume that
the person is also paying basic-rate income tax. ‘Pension credit taper’ calculations assume that the person
is not liable for income tax. Calculations for employer pension contribution assume that the employee is
contracted into the state second pension.
Source: As for Table 1.10.

easily be outside the range shown in Table 1.12 for individuals who face
withdrawal of housing benefit or council tax benefit.49

Such differentials can make saving in a pension appear hugely attractive
or unattractive according to how individuals expect their tax and benefit
position to evolve over their life-cycle, and also provides large incentives
for people to concentrate their pension contributions at times when their
marginal rate is highest: to make contributions at times in their life when
they are either higher-rate taxpayers or facing tax credit withdrawal, rather
than when they are simply paying basic rate tax. The reduced dispersion
of income tax rates has reduced the magnitude of these effects to some
degree: the difference between the basic and top rates of income tax is now
much less than in 1978, when contributions relieved at 83% could finance
pensions taxed at 33%. On the other hand, recent years have seen significant
increases in both the number of people paying higher-rate income tax and the
number of people subject to means tests, meaning that such considerations
now affect many more people than in the past. Furthermore, annual limits
on tax-relieved pension contributions were made much more generous from
April 2006, increasing the scope for people to manipulate the timing of their
contributions.

49 The marginal tax rate faced by an individual can also vary over time simply because of policy
changes: a pensioner currently pays basic rate tax at 20% on their pension income, but contributions
he made in 1979—when also a basic rate taxpayer—received relief at 33%.



54 Stuart Adam, James Browne, and Christopher Heady

Incentives to invest

Income tax, capital gains tax, inheritance tax, and withdrawal of means-
tested benefits and tax credits affect UK residents’ incentives to save, with
the (dis)incentive depending on the individual’s tax position and the tax
treatment of the savings vehicle in question. Insofar as businesses can raise
funds from non-UK taxpayers such as pension funds and foreigners, these
taxes have little effect on incentives for businesses to invest in the UK. As
discussed above, the other main capital taxes—corporation tax, council tax,
business rates, and stamp duties on property and securities—can be thought
of as primarily taxing investment rather than saving: the stream of taxes to be
paid is likely to be reflected largely in lower share or property prices, so that
savers do no worse investing in these assets than elsewhere.

The tax system does not discourage all investment to the same degree.
House-building, for example, is particularly discouraged by council tax and
stamp duty land tax insofar as they reduce the amount that people will pay
for the houses built—although other aspects of the tax system (such as the
VAT zero-rating of new build) and the planning system are also important in
determining the level of house-building in the UK.

We focus here on corporation tax, much the biggest tax on UK investment.
Even if we restrict attention to corporation tax, the effective rate at which
investments are taxed is not merely the statutory rate, but varies according
to a wide range of factors: the form of the company’s investment (plant and
machinery, industrial buildings, R&D, etc.), whether it is financed by equity
or by taking on debt,50 the depreciation rate of the asset, interest rates, the
rate of inflation, and so on.

Figure 1.12 showed the effective average corporation tax rate (EATR) that
a firm might expect to pay on all its profits from equity-financed investment
in plant and machinery, combining statutory rates and capital allowances,
while making assumptions about the profitability of investment, real interest
rates, depreciation rates, and inflation. This is a measure of firms’ incentive
to undertake such investment at all, and so is useful for comparing the
relative tax-attractiveness of different countries for inbound foreign direct
investment.

For firms already operating in a particular country and deciding whether
or not to invest a little more, a more relevant measure is the effective mar-
ginal tax rate (EMTR). This looks at a small (marginal) investment that

50 By equity finance we mean either issuing new shares or retaining profits (paying out lower divi-
dends than the company otherwise would). These two sources of finance have the same treatment
for corporation tax, although the personal tax implications are different.
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Figure 1.23. Effective marginal corporation tax rates on different investments

is only just worthwhile for the firm to make and estimates the proportion
of the additional profits it generates that would be paid in corporation
tax.

EMTRs (and indeed EATRs) vary widely according to the type of asset
invested in and how the investment is financed. Figure 1.23 shows the EMTRs
created by corporation tax for three different investments: equity-financed
plant and machinery, debt-financed plant and machinery, and equity-
financed industrial buildings. All the countries shown treat investment in
plant and machinery more favourably than investment in industrial build-
ings, and all countries treat debt-financed investment more favourably than
equity-financed investment.51 Both of these distortions have been reduced
in the UK since 1979, although the removal of 100% capital allowances for
plant and machinery (see Figure 1.12) has meant that equity-financed plant
and machinery—easily the biggest form of investment—has seen an increase
in its EMTR.

51 Indeed, corporation tax regimes generally give substantial net subsidies to debt-financed
investment. This arises because nominal (rather than real) debt interest payments are deductible
from taxable profits, and because investment expenditure may often be deducted more quickly than
the assets really depreciate.
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1.5. CONCLUSION

Over the period since 1978, the tax system in the UK has undergone very
large changes. In common with most other OECD countries, the UK has
cut top and other rates of personal income tax; shifted from excise duties
towards VAT; cut corporate tax rates, broadened the corporate tax base and
reformed shareholder taxation; and shifted from family to individual taxa-
tion. It has also been part of two smaller groups of countries: one that has
introduced in-work support through the tax system and another that has
developed new environmental taxes. However, the UK has also moved against
the international trends by removing mortgage interest relief and increasing
centralization of tax revenues.

It is difficult to reach a definitive assessment of the economic effects of
these changes, in part because of the difficulty of establishing what a ‘no
change’ scenario would have involved. However, it is clear that Labour’s tax
and benefit reforms since 1997 have done more to reduce inequality directly
than the Conservatives’ earlier reforms, while the Conservatives’ reforms did
more to strengthen work incentives. There is now less distortion than thirty
years ago between different savings vehicles and between different methods
of financing investment.

APPENDIX

The UK tax system in 2008–09

1A.1. Income tax

The tax base

Income tax in the UK is forecast to raise £156.7 billion in 2008–09, but not all
income is subject to tax. The primary forms of taxable income are earnings from
employment, income from self-employment and unincorporated businesses, job-
seeker’s allowance, retirement pensions, income from property, bank and building
society interest, and dividends on shares. Incomes from most means-tested social
security benefits are not liable to income tax. Many non-means-tested benefits are
taxable (e.g. the basic state pension), but some (notably child benefit) are not. Gifts to
registered charities can be deducted from income for tax purposes, as can employer
and employee pension contributions, although employee social security (National
Insurance) contributions are not deducted. Income tax is also not paid on income
from certain savings products, such as National Savings Certificates and Individual
Savings Accounts.
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Allowances, bands, and rates

Income tax in the UK operates through a system of allowances and bands of income.
Each individual has a personal allowance, which is deducted from total income
before tax to give taxable income. Taxpayers under 65 years old receive a personal
allowance of £6,035, while older people are entitled to higher personal allowances
(Table 1A.1).

In the past, married couples were also entitled to a married couple’s allowance
(MCA). This was abolished in April 2000, except for those already aged 65 or
over at that date (i.e. born before April 1935). For these remaining claimants,
the MCA no longer acts to increase the personal allowance; instead, it simply
reduces final tax liability, by £653.50 in 2008–09 (£662.50 for those aged 75 or
over). Couples may choose which of them claims the MCA, or they can claim half
each.

If income for those aged 65 or over exceeds a certain limit (£21,800 in 2008–09),
then first the higher personal allowance and then (where appropriate) the MCA are
gradually reduced. The personal allowance is reduced by 50 pence for every pound of
income above the £21,800 threshold, gradually reducing it to a minimum level equal
to the allowance for the under-65s for those with incomes above £27,790 (£28,090
for those aged 75 or over). Above this latter threshold, those entitled to MCA have it
reduced by 5 pence for every additional pound of income until it reaches a minimum
level of £254.00 for those with incomes above £35,780 (£36,260 for those aged 75
or over).

The government has announced that, from 2010–11, the personal allowance will
be reduced by 50 pence for every pound of income above £100,000 until half has been
withdrawn, and the remaining half of the allowance will be withdrawn (at the same
rate) once income exceeds £140,000.

Taxable income is subject to different tax rates depending upon the band within
which it falls. The first £34,800 of taxable income (i.e. income above the personal
allowance) is subject to the basic rate of 20%. Taxable income above the basic-rate
limit of £34,800 is subject to the higher rate of 40%. Higher-rate tax is therefore

Table 1A.1 Personal allowances, 2008–09

Type of allowance Allowance (£ per year)

Aged under 65 6,035
Aged 65–74 9,030a

Aged 75 or over 9,180a

a For higher-income individuals, these are gradually
reduced to the level of the under-65s’ allowance, as
described in the text.

Source: HM Revenue and Customs, <http://www.hmrc.
gov.uk/rates/it.htm>.
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payable on income above £40,835. A new 45% rate will apply to incomes above
£150,000 from 2011–12.

Savings and dividend income are subject to slightly different rates of tax. Savings
income is taxed at 20% in the basic-rate band and 40% in the higher-rate band, like
other income, except that savings income that falls into the first £2,320 of taxable
income is subject to a lower tax rate of 10%. Dividend income is taxed at 10% up to
the basic-rate limit and 32.5% above that. However, this is offset by a dividend tax
credit, which reduces the effective rates to 0% and 25% respectively. This means that,
for basic-rate taxpayers, company profits paid out as dividends are taxed once (via
corporation tax on the company profits) rather than twice (via both corporation tax
and income tax). When calculating which tax band different income sources fall into,
dividend income is treated as the top slice of income, followed by savings income,
followed by other income.

Bands and allowances are increased at the start (in April) of every tax year
in line with statutory indexation provisions, unless Parliament intervenes. Their
increase is announced at the time of the annual Budget, and is in line with the
percentage increase in the Retail Prices Index (RPI) in the year to the previous
September. Increases in personal allowances are rounded up to the next multiple
of £10. The increase in the basic-rate limit is rounded up to the next multiple of
£100.

Payments system

Most income tax is deducted at source: by employers through the Pay-As-You-Earn
(PAYE) system, or by banks etc. for any interest payments. The UK income tax system
is cumulative in the sense that total tax payable for a particular financial year depends
upon total income in that year. Thus, when calculating tax due each week or month,
the employer considers income not simply for the period in question but for the
whole of the tax year to date. Tax due on total cumulative income is calculated and
tax paid thus far is deducted, giving a figure for tax due this week or month. For those
with stable incomes, this system will be little different from a non-cumulative system
(in which only income in the current period is considered). For those with volatile
incomes, however, the cumulative system means that, at the end of the tax year, the
correct amount of tax should have been deducted, whereas under a non-cumulative
system, an end-of-year adjustment might be necessary. To enable employers to deduct
the right amount of tax, HM Revenue and Customs supplies them with a ‘tax code’
for each employee, which describes the allowances to which the employee is entitled.
If individual circumstances change (starting to receive a pension, for example), the
Revenue issues a new tax code for that individual.

Most people need do nothing more: for those with relatively simple affairs, the
cumulative system means that no end-of-year adjustment to the amount of tax
paid is necessary. Those with more complicated affairs, however, such as the self-
employed, those with very high incomes, company directors, and landlords, must
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fill in a self-assessment tax return, setting down their incomes from different sources
and any tax-privileged spending such as pension contributions or gifts to charity; HM
Revenue and Customs will calculate the tax owed, given this information. Tax returns
must be filed by 31 October if completed on paper, or 31 January if completed online;
31 January is also the deadline for payment of the tax. Fixed penalties and surcharges
operate for those failing to make their returns by the deadlines and for underpayment
of tax.

Tax credits

The last ten years have seen a move towards the use of tax credits to provide support
that would previously have been delivered through the benefit system. Since April
2003, there have been two tax credits in operation: child tax credit and working
tax credit. Both are based on family circumstances (apart from the married couple’s
allowance, the rest of the income tax system operates at the individual level) and
both are refundable tax credits, meaning that a family’s entitlement is payable even if
it exceeds the family’s tax liabilities.

Child tax credit (CTC) provides means-tested support for families with children as
a single integrated credit paid on top of universal child benefit. Families are eligible
for CTC if they have at least one child aged under 16, or aged 16–18 and in full-time
education. CTC is made up of a number of elements: a family element of £545 per
year (doubled for families with a child under the age of 1), a child element of £2,085
per child per year, a disabled child element worth £2,540 per child per year, and a
severely disabled child element worth £1,020 per child per year. Entitlement to CTC
does not depend on employment status—both out-of-work families and lower-paid
working parents are eligible for it—and it is paid directly to the main carer in the
family (nominated by the family itself).

Working tax credit (WTC) provides in-work support for low-paid working adults
with or without children. It consists of a basic element worth £1,800 per year, with an
extra £1,770 for couples and lone parents (i.e. everyone except single people without
children) and an extra £735 for those working at least 30 hours a week (30 hours in
total for couples). Families with children and workers with a disability are eligible
for WTC provided at least one adult works 16 or more hours per week; for those
without children or a disability, at least one adult must be aged 25 or over and
working at least 30 hours per week to be eligible. All childless claimants without a
disability will therefore be entitled to the 30-hour premium. There are supplementary
payments for disability and for those over 50 returning to work. In addition, for
families in which all adults work 16 hours or more per week, there is a childcare
credit, worth 80% of eligible childcare expenditure of up to £175 for families with
one child, or £300 for families with two or more children (i.e. worth up to £140 or
£240). The childcare credit is paid directly to the main carer in the family. The rest of
WTC is paid to a full-time worker (two-earner couples can choose who receives it);
originally this was done through the pay packet where possible, but this proved rather
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burdensome for employers, and so since April 2006 all WTC has been paid directly to
claimants.

A means test applies to child tax credit and working tax credit together. Families
with pre-tax family income below £6,420 per year (£15,575 for families eligible only
for child tax credit) are entitled to the full CTC and WTC payments appropriate
for their circumstances. Once family income exceeds this level, the tax credit award
is reduced by 39p for every £1 of family income above this level. The main WTC
entitlement is withdrawn first, then the childcare element of WTC, and finally the
child elements of the child tax credit. The family element of the child tax credit,
however, is not withdrawn unless family income exceeds £50,000 per year; above that
level, it is reduced by £1 for every additional £15 of income.

HM Revenue and Customs estimates that the total entitlement of claimants in
2006–07 was £20.3 billion, of which £14.9 billion was CTC and £5.4 billion WTC.
These figures include £2.1 billion that is technically paid as out-of-work benefits
rather than tax credits, so the amount formally classified as tax credits was £18.2
billion.52 However, many families are paid more (and some less) than their true
entitlement over the year, mostly because of administrative errors or because family
circumstances changed to reduce their entitlement (e.g. spending on childcare fell)
and HM Revenue and Customs did not find out early enough (or did not respond
quickly enough) to make the necessary reduction in payments for the rest of the year.
The scale of this problem has been reduced since the first two years of operation of
CTC and WTC, but HMRC still overpaid £1 billion (and underpaid £0.5 billion) in
2006–07.53 Primarily because of this, the total amount of tax credits actually paid
out in 2006–07 was higher than entitlements, at £18.7 billion, of which £4.6 billion
is counted as negative taxation in the National Accounts, with the remaining £14.1
billion classified as public expenditure. As at April 2008, 6.0 million families were
receiving tax credits (or the equivalent amount in out-of-work benefits): 4.0 million
receiving just child tax credit, 0.4 million receiving just working tax credit, and 1.7
million receiving both.

1A.2. National Insurance contributions

National Insurance contributions (NICs) act like a tax on earnings, but their payment
entitles individuals to certain (‘contributory’) social security benefits.54 In practice,
however, contributions paid and benefits received bear little relation to each other for
any individual contributor, and the link has weakened over time.

52 CTC was intended to replace, amongst other things, child additions to several social security
benefits. However, families that have been claiming income support or jobseeker’s allowance with
these child additions since before April 2004 still receive these additions unless they apply for child
tax credit instead. This is purely for administrative reasons: the amount received is the same whether
paid through child tax credit or additions to out-of-work benefits.

53 For more on the operational problems with tax credits and attempts to solve them, see Brewer
(2006).

54 For details of contributory benefits, see O’Dea et al. (2007).
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Table 1A.2 National Insurance contribution (NIC) rates, 2008–09 (%)

Band of weekly earnings (£) Employee NICs Employer NICs

Standard Contracted-out Standard Contracted-out
rate rate rate rate

0–105 (ET) 0 0 0 0
105–770 (UEL) 11 9.4 12.8 9.1
Above 770 1 1 12.8 12.8

Notes: Rates shown are marginal rates, and thus apply to the amount of weekly earnings within each
band. Contracted-out rate applies to defined benefit pension schemes, i.e. contracted-out salary-related
schemes (COSRSs). The rates applying to defined contribution pension schemes—i.e. contracted-out
money-purchase schemes (COMPSs)—vary according to age.
Source: HM Revenue and Customs, <http://www.hmrc.gov.uk/rates/nic.htm>.

In 2008–09, National Insurance contributions are forecast to raise £97.7 billion,
the vast majority of which will be Class 1 contributions. Two groups pay Class
1 contributions: employees as a tax on their earnings and employers as a tax on
those they employ. Employees pay NICs at a rate of 11% on any earnings (including
employee, but not employer, pension contributions) between the earnings threshold
(ET, £105 per week in 2008–09) and the upper earnings limit (UEL, £770 in 2008–09),
and at 1% on earnings above the UEL. Employers pay NICs for each employee who
earns over the ET, at a rate of 12.8% of all earnings above this level. The 2008 Pre-
Budget Report announced that these rates will all increase by 0.5 percentage points—
to 11.5%, 1.5%, and 13.3% respectively—from 2011–12.

NICs are lower for those who have contracted out of the State Second Pension
(formerly the State Earnings-Related Pension Scheme, SERPS) and instead belong
to a recognized private pension scheme. The reduction depends on the type of
pension scheme that an individual has joined. For defined benefit pensions, the
percentage levied on earnings between the ET and the UEL is currently reduced by
1.6 percentage points for employee contributions and by 3.7 percentage points for
employer contributions. The equivalent rebates for those who have opted out into
a defined contribution pension scheme depend on age. Table 1A.2 summarizes the
Class 1 contribution structure for 2008–09.

Class 1 contributions are remitted to HMRC by employers along with income tax.
But unlike for income tax, NICs liabilities are calculated for each pay period (typically
a week, fortnight, or month) separately, without reference to earnings in the rest of
the year.

The self-employed pay two different classes of NI contributions—Class 2 and
Class 4. Class 2 contributions are paid at a flat rate (£2.30 per week for 2008–09)
by those whose earnings (i.e. profits, since these people are self-employed) exceed
the small earnings exception, currently £4,825 per year. Class 4 contributions are
currently paid at 8% on any profits between the lower profits limit (£5,435 per year
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for 2008–09) and the upper profits limit (£40,040 per year for 2008–09), and at 1% on
profits above the upper profits limit; as for Class 1 contributions, these rates are due
to increase by 0.5 percentage points from 2011–12. This regime for the self-employed
is much more generous than the Class 1 regime, and the self-employed typically pay
far less than would be paid by employee and employer combined.

Class 3 NI contributions are voluntary and are usually made by UK citizens living
abroad in order to maintain their entitlement to benefits when they return. Class 3
contributions are £8.10 per week for 2008–09.

1A.3. Value added tax (VAT)

VAT is a proportional tax paid on all sales to UK purchasers. Before passing the
revenue on to HM Revenue and Customs, however, firms may deduct any VAT they
paid on inputs into their products; hence it is a tax on the value added at each stage
of the production process, not simply on all expenditure. The standard rate of VAT is
17.5%, but this has been reduced to 15% from 1 December 2008 until 31 December
2009 as part of an economic stimulus package. Domestic fuel and power and a few
other goods are taxed at a reduced rate of 5%. A number of major items are either
zero-rated or exempt. Zero-rated goods have no VAT levied upon the final sale, and
firms can reclaim any VAT paid on inputs as usual. Exempt goods have no VAT levied
on the final good sold to the consumer, but firms cannot reclaim VAT paid on inputs;
thus exempt goods are effectively liable to lower rates of VAT (typically between about
4% and 7%, depending upon the firm’s cost structure and suppliers). Table 1A.3 lists
the main categories of goods that are zero-rated, reduced-rated, and exempt, together
with estimates of the revenue foregone by not taxing them at the standard rate.

Only firms whose sales of non-exempt goods and services exceed the VAT registra-
tion threshold (£67,000 in 2008–09) need to pay VAT. Since April 2002, small firms
(defined as those with total sales below £187,500, including VAT, and non-exempt
sales below £150,000, excluding VAT, in 2008–09) have had the option of using a
simplified flat-rate VAT scheme. Under the flat-rate scheme, firms pay VAT at a single
rate on their total sales and give up the right to reclaim VAT on inputs. The flat rate
varies between industries as it is intended to reflect the average VAT rate in each
industry, taking into account recovery of VAT on inputs, zero-rating, and so on. The
rates for most industries were reduced in December 2008 when the main VAT rate
was temporarily cut to 15%, and currently range from 2% to 12%.

VAT is expected to raise £82.6 billion in 2008–09.

1A.4. Other indirect taxes

Excise duties

Excise duties are levied on three major categories of goods: alcoholic drinks, tobacco,
and road fuels. They are levied at a flat rate (per pint, per litre, per packet, etc.);
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Table 1A.3 Estimated costs of zero-rating, reduced-rating, and exempting goods and
services for VAT revenues, 2008–09

Estimated cost (£m)

Zero-rated:
Most food 11,950
Construction of new dwellingsa 7,650
Domestic passenger transport 2,650
International passenger transporta 200
Books, newspapers, and magazines 1,750
Children’s clothing 1,300
Water and sewerage services 1,350
Drugs and medicines on prescription 1,500
Supplies to charitiesa 200
Ships and aircraft above a certain size 700
Vehicles and other supplies to people with disabilities 400
Cycle helmetsa 15

Reduced-rated:
Domestic fuel and power 3,250
Women’s sanitary products 50
Contraceptives 10
Children’s car seats 5
Smoking cessation products 10
Energy-saving materials 50
Residential conversions and renovations 150

Exempt:
Rent on domestic dwellingsa 3,800
Rent on commercial propertiesa 200
Private educationa 50
Health servicesa 900
Postal servicesa 200
Burial and cremation 100
Finance and insurancea 4,600
Betting, gaming, and lotterya 1,250
Cultural admissions chargesa 30
Businesses below registration thresholda 1,650

Total 46,020

a Figures for these categories are subject to a wide margin of error.

Note: Costs are relative to taxation at the standard 17.5% rate, not the temporary 15% rate.

Sources: HMRC Statistics Tables 1.5 and B.1<http://www.hmrc.gov.uk/stats/tax_expenditures/ptmenu.
htm>.

tobacco products are subject to an additional ad valorem tax of 24% of the total
retail price (including the flat-rate duty, VAT, and the ad valorem duty itself). Since
flat-rate duties are expressed in cash terms, they must be revalorized (i.e. increased
in line with inflation) each year in order to maintain their real value. Table 1A.4
shows the rates of duties as of April 2008. All of these duty rates were increased in
the November 2008 Pre-Budget Report (offsetting the cut in VAT, although duty
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Table 1A.4 Excise duties, April 2008

Good Duty
(pence)

Total duty as a
percentage of
price

Total tax as a
percentage of
pricea

Packet of 20 cigarettes:
specific duty 224.1 } 63.9 } 78.8
ad valorem (22% of retail price)b 117.7

Pint of beer 33.2 13.8 28.7
Wine (75 cl bottle) 145.7 40.5 55.4
Spirits (70 cl bottle) 597.8 44.7 59.6
Ultra-low sulphur petrol (litre) 50.4 46.8 61.7
Ultra-low sulphur diesel (litre) 50.4 43.2 58.1

a Includes VAT.
b 22% was the ad valorem rate in effect in April 2008; it rose to the 24% mentioned in the text as part of
the duty increases announced in the 2008 Pre-Budget Report.

Notes: Assumes beer (bitter) at 3.9% abv, still wine not exceeding 15% abv, and spirits (whisky) at
40% abv.

Sources: Duty and VAT rates from HMRC website <http://www.hmrc.gov.uk>. Prices: cigarettes and beer
from National Statistics, Consumer Price Indices <http://www.statistics.gov.uk>; wine and spirits from
UKTradeInfo 2008 Factsheet <http://www.uktradeinfo.co.uk/index.cfm?task=factalcohol>; petrol and
diesel from Table 4.1 of Department for Business, Enterprise and Regulatory Reform Quarterly Energy
Prices <http://stats.berr.gov.uk/energystats/qep411.xls>.

rates will not fall back when the VAT rate returns to 17.5%), and the government
had already announced that alcohol duties will increase by a further 2% above
inflation every year until 2013. Excise duties are forecast to raise £41.8 billion in
2008–09.

Vehicle excise duty

In addition to VAT and excise duties, revenue is raised through a system of licences.
The main licence is vehicle excise duty (VED), levied annually on road vehicles. For
cars and vans registered before 1 March 2001, there are two bands. VED is £120 per
vehicle for vehicles with engines smaller than 1550 cc; above this size, VED is £185.
Cars and vans registered on or after 1 March 2001 are subject to a different VED
system based primarily on carbon dioxide emissions. For petrol cars or vans, VED
ranges from zero for vehicles emitting less than 100 g of carbon dioxide per kilometre
to £210 for vehicles emitting more than 186 g of carbon dioxide per kilometre.
Vehicles registered since March 2006 that emit more than 223 g of carbon dioxide per
kilometre are liable for an even higher rate, £400. The government has announced
changes to the VED regime for cars registered on or after 1 March 2001, with finer
gradations of emissions bands to be introduced from 1 April 2009 and different VED
rates for the first year of ownership to be introduced from 1 April 2010. These reforms
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will further increase VED rates for high-emission cars and reduce them for low-
emission cars. Different rates apply for alternative fuel vehicles and for other types of
vehicles, such as motorbikes, caravans, and heavy goods vehicles. In 2008–09, VED is
forecast to raise £5.8 billion.

Insurance premium tax

Insurance premium tax (IPT) came into effect in October 1994 as a tax on general
insurance premiums. It is designed to act as a proxy for VAT, which is not levied on
financial services because of difficulties in implementation. IPT is payable on most
types of insurance where the risk insured is located in the UK (e.g. motor, household,
medical, and income replacement insurance) and on foreign travel insurance if the
policy lasts for less than four months. Long-term insurance (such as life insurance)
is exempt. Since 1 July 1999, IPT has been levied at a standard rate of 5% of the gross
premium. If, however, the policy is sold as an add-on to another product (e.g. travel
insurance sold with a holiday, or breakdown insurance sold with vehicles or domestic
appliances), then IPT is charged at a higher rate of 17.5%. This prevents insurance
providers from being able to reduce their tax liability by increasing the price of the
insurance (which would otherwise be subject to insurance premium tax at 5%) and
reducing, by an equal amount, the price of the good or service (subject to VAT at
17.5%). Insurance premium tax is forecast to raise £2.3 billion in 2008–09.

Air passenger duty

On 1 November 1994, an excise duty on air travel from UK airports came into
effect (flights from the Scottish Highlands and Islands are exempt). Currently, the
air passenger duty rate on economy flights is £10 for destinations in the EU and
£40 for other destinations. The rates for those travelling first or club class are £20
within the EU and £80 elsewhere. In 2008–09, air passenger duty is forecast to raise
£1.9 billion. In order to make tax liability more closely related to carbon dioxide
emissions, the government has announced that the distinction between EU and non-
EU destinations, will be replaced by a distinction between four distance bands from
November 2009.

Landfill tax

Landfill tax was introduced on 1 October 1996. It is currently levied at two rates: a
lower rate of £2.50 per tonne for disposal to landfill of inactive waste (waste that does
not decay or contaminate land) and a standard rate of £32 per tonne for all other
waste. The government has announced that the standard rate will increase by £8 per
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tonne every year until at least 2010–11.55 The tax is forecast to raise £0.9 billion in
2008–09.

Climate change levy

The climate change levy came into effect on 1 April 2001. It is charged on industrial
and commercial use of electricity, coal, natural gas, and liquefied petroleum gas, with
the tax rate varying according to the type of fuel used. The levy is designed to help
the UK move towards the government’s domestic goal of a 20% reduction in carbon
dioxide emissions between 1990 and 2010. In 2008–09, the rates are 0.456 pence per
kilowatt-hour for electricity, 0.159 pence per kilowatt-hour for natural gas, 1.018
pence per kilogram for liquefied petroleum gas, and 1.242 pence per kilogram for
coal. The tax does not apply to fuels used in the transport sector or for electricity
generation. Energy-intensive sectors that have concluded climate change agreements
that meet the government’s criteria are charged a reduced rate equal to 20% of the
standard climate change levy. The levy is forecast to raise £0.7 billion in 2008–09.

Aggregates levy

Aggregates levy is a tax on the commercial exploitation of rock, sand, and gravel
(e.g. their removal from the originating site or their use in construction). The levy
was introduced in April 2002 to reduce the environmental costs associated with
quarrying. In 2008–09 it is charged at a rate of £1.95 per tonne and is forecast to
raise £0.4 billion.

Betting and gaming duties

Until relatively recently, most gambling was taxed as a percentage of the stakes
laid. Since October 2001, however, general betting duty (and pool betting duty for
pool betting) has been charged at 15% of gross profits for all bookmakers and the
Horserace Totalisator Board (the Tote), except for spread betting, where a rate of 3%
for financial bets and 10% for other bets is applied. Pool betting duty (since April
2002) and bingo duty (since October 2003) are also charged at 15% of gross profits
on those activities. In all cases, ‘gross profits’ means total stakes (and any participation
fees for bingo) minus winnings paid.

Gaming duty, which replaced gaming licence (premises) duty on 1 October 1997, is
based on the ‘gross gaming yield’ for each establishment where dutiable gaming takes
place. The gross gaming yield is money gambled minus winnings paid: this consists
of the total value of the stakes, minus players’ winnings, on games in which the house
is the banker, and participation charges, or ‘table money’, exclusive of VAT, on games

55 HM Treasury (2007).



Taxation in the UK 67

in which the bank is shared by players. Gaming duty is levied at marginal rates of
between 15% and 50% according to the amount of gross gaming yield.

Duties on betting and gaming are forecast to raise £1.5 billion in 2008–09.

1A.5. Capital taxes

Capital gains tax

Capital gains tax (CGT) was introduced in 1965 and is levied on gains arising from
the disposal of assets by individuals and trustees. Capital gains made by companies
are subject to corporation tax. The total capital gain is defined as the value of the
asset when it is sold (or given away etc.) minus its value when originally bought (or
inherited etc.). As with income tax, there is an annual threshold below which capital
gains tax does not have to be paid. In 2008–09, this ‘exempt amount’ is £9,600 for
individuals and £4,800 for trusts. This is subtracted from total capital gains to give
taxable capital gains. Taxable capital gains are subject to a flat rate of 18%, subject to
certain exemptions and reliefs outlined below.

The key exemption from CGT is gains arising from the sale of a main home. Private
cars and certain types of investment (notably those within pension funds or Individ-
ual Savings Accounts) are also exempt. Transfers to a spouse or civil partner and gifts
to charity do not trigger a CGT liability: in effect, the recipient is treated as having
acquired the asset at the original purchase price. Gains made by charities themselves
are generally exempt. CGT is ‘forgiven’ completely at death: the deceased’s estate is
not liable for tax on any increase in the value of assets prior to death, and those inher-
iting the assets are deemed to acquire them at their market value at the date of death.
This is partly because estates may instead be subject to inheritance tax (see below).

Entrepreneurs’ relief reduces the rate of CGT to 10% on the first £1 m of otherwise
taxable gains realized over an individual’s lifetime on the sale after April 2008 of cer-
tain eligible assets. These eligible assets are shares owned by employees or directors of
firms who have at least 5% of the shares and voting rights, unincorporated businesses
and business assets sold after the closure of a business.

It is estimated that in 2008–09, capital gains tax will raise £4.9 billion. Although
this represents only a small proportion of total government receipts, capital gains
tax is potentially important as an anti-avoidance measure, as it discourages wealthier
individuals from converting a large part of their income into capital gains in order
to reduce their tax liability. In 2008–09, approximately 350,000 individuals and trusts
will pay capital gains tax.

Inheritance tax

Inheritance tax was introduced in 1986 as a replacement for capital transfer tax. The
tax is applied to transfers of wealth on or shortly before death that exceed a minimum
threshold. The threshold is set at £312,000 in 2008–09, and the government has
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Table 1A.5 Inheritance tax reductions for
transfers before death, 2008–09

Years between Reduction Actual
transfer in tax rate (%) tax rate (%)
and death

0–3 0 40
3–4 20 32
4–5 40 24
5–6 60 16
6–7 80 8
7+ 100 0

Source: HM Revenue and Customs, <http://www.hmrc.
gov.uk/cto/customerguide/page13-1.htm>.

announced that it will increase to £325,000 in 2009–10 and £350,000 in 2010–11.
Inheritance tax is charged on the part of the transfers above this threshold at a single
rate of 40% for transfers made on death or during the previous three years, and
is normally payable out of estate funds. Transfers made between three and seven
years before death attract a reduced tax rate, while transfers made seven or more
years before death are not normally subject to inheritance tax. This is set out in
Table 1A.5. Gifts to companies or discretionary trusts that exceed the threshold
attract inheritance tax immediately at a rate of 20%, for which the donor is liable;
if the donor then dies within seven years, these gifts are taxed again as usual but any
inheritance tax already paid is deducted.

Some types of assets, particularly those associated with farms and small businesses,
are eligible for relief, which reduces the value of the asset for tax purposes by 50%
or 100% depending on the type of property transferred. All gifts and bequests to
charities and to political parties are exempt from inheritance tax. Most importantly,
transfers of wealth between spouses and civil partners are also exempt. In addition
to this, since October 2007 the inheritance tax threshold is increased by any unused
proportion of a deceased spouse or civil partner’s nil-rate band (even if the first part-
ner died before October 2007). This means that married couples and civil partners
can collectively bequeath double the inheritance threshold tax-free even if the first to
die leaves their entire estate to the surviving partner.

The number of taxpaying death estates is forecast to be 17,000 in 2008–09, equiva-
lent to around 3% of all deaths. The estimated yield from inheritance tax in 2008–09
is £3.1 billion.

Stamp duties

The main stamp duties are levied on security (share and bond) transactions and
on conveyances and transfers of land and property. They are so named because,
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Table 1A.6 Rates of stamp duties, 2008–09

Transaction Rate (%)

Land and buildings:
Up to and including £175,000a 0
Above £175,000 but not exceeding £250,000a 1
Above £250,000 but not exceeding £500,000 3
Above £500,000 4

Shares and bonds 0.5

a The £175,000 threshold applies only to residential properties from
3 September 2008 to 2 September 2009; outside this window it is
£125,000, or £150,000 for residential properties in certain designated
disadvantaged areas. The threshold for non-residential properties is
£150,000 throughout.

Source: HM Revenue and Customs, <http://www.hmrc.gov.uk/so/rates/
index.htm>, <http://www.hmrc.gov.uk/so/rates/sdrtrates.htm>.

historically, stamps on documents, following their presentation to the Stamp Office,
indicated their payment. Nowadays, most transactions do not require a document
to be stamped and are not technically subject to stamp duty: since 1986, securities
transactions for which there is no deed of transfer (e.g. electronic transactions) have
instead been subject to stamp duty reserve tax (SDRT), and since 2003, land and
property transactions have been subject to stamp duty land tax (SDLT). This is
essentially a matter of terminology, however: the rates are the same and the term
‘stamp duty’ is still widely used to encompass SDRT and SDLT as well. The buyer is
responsible for paying the tax.

Table 1A.6 gives stamp duty rates as they stand currently. For land and property
transactions, there is a threshold below which no stamp duty is paid. The threshold
is £150,000 for non-residential properties; for residential properties, the threshold
started 2008–09 at £125,000 (or £150,000 in certain designated disadvantaged areas)
but the government later announced an increase to £175,000 for one year only from
3 September 2008. For land and property above this exemption threshold, a range
of duty rates apply, depending on the purchase price. The appropriate rate of duty
applies to the whole purchase price, including the part below the relevant threshold.
As a result, a small difference in the purchase price can lead to a large change in
tax liability if it moves the transaction across a threshold; this structure creates
unnecessary distortions in the property market and is long overdue for reform. For
shares and bonds, there is no threshold and stamp duty is levied at 0.5% of the
purchase price.

Stamp duties are forecast to raise £8.3 billion in 2008–09. In recent years around
70% of stamp duty revenue has come from sales of land and property and the
remainder from sales of securities, but these shares are likely to be strongly affected
by ongoing upheaval in housing and stock markets.
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1A.6. Corporation tax

Corporation tax is charged on the global profits of UK-resident companies, pub-
lic corporations, and unincorporated associations. Firms not resident in the UK
pay corporation tax only on their UK profits. The profit on which corporation tax is
charged comprises income from trading, investment, and capital gains, less various
deductions described below. Trading losses may be carried back for one year to be set
against profits earned in that period or carried forward indefinitely.56

The standard rate of corporation tax in 2008–09 is 28%, with a reduced rate of 21%
on profits under £300,000. For firms with profits between £300,000 and £1,500,000,
a system of relief operates, such that an effective marginal rate of 29.75% is levied on
profits in excess of £300,000. This acts to increase the average tax rate gradually until
it reaches 28%. The tax rate on the first £300,000 of profits is due to rise to 22% in
2010–11, with corresponding changes to the system of marginal relief.

In broad terms, current expenditure (such as wages, raw materials, and interest
payments) is deductible from taxable profits, while capital expenditure (such as
buildings and machinery) is not. To allow for the depreciation of capital assets,
however, firms can claim capital allowances, which reduce taxable profits over several
years by a proportion of capital expenditure. Capital allowances may be claimed in
the year that they accrue, set against future profits, or carried back for up to three
years. Different classes of capital expenditure attract different capital allowances:

� Expenditure on plant and machinery is ‘written down’ on a 20% declining-
balance basis.57 But from 2008–09, the first £50,000 per year of plant and
machinery investment can be written off against taxable profits immediately.

Table 1A.7 Rates of corporation tax, 2008–09

Profits (£ p.a.) Marginal tax
rate (%)

Average tax
rate (%)

0–300,000 21 21
300,001–1,500,000 29.75 21–28
1,500,000 or more 28 28

Sources: HM Revenue and Customs, <http://www.hmrc.gov.uk/
rates/corp.htm>.

56 The 2008 Pre-Budget Report announced that, for one year only, up to £50,000 of losses can
be carried back for three years instead of the usual one year. The rules for offsetting trading losses,
investment losses, and capital losses are complicated. More information can be found in Klemm and
McCrae (2002) and full details in Tolley’s Corporation Tax.

57 The declining-balance method means that for each £100 of investment, taxable profits are
reduced by £20 in the first year (20% of £100), £16 in the second year (20% of the remaining balance
of £80), and so on. The straight-line method with a 3% rate simply reduces profits by £3 per year
for 33 years for each £100 of investment.
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� Expenditure on commercial buildings may not be written down at all. Capital
allowances for industrial buildings and hotels are being phased out between
2008–09 and 2010–11. In 2008–09, expenditure is written down on a 3%
straight-line basis; this will fall to 2% in 2009–10 and 1% in 2010–11 before
the allowance is abolished in 2011–12. However, fixtures that are integral to
a building are now separately identified and can be written down on a 10%
straight-line basis.

� Intangible assets expenditure is written down on a straight-line basis at either the
accounting depreciation rate or a rate of 4%, whichever the company prefers.

� Capital expenditure on plant, machinery, and buildings for research and devel-
opment (R&D) is treated more generously: under the R&D allowance, it can all
be written off against taxable profits immediately.

Current expenditure on R&D, like current expenditure generally, is fully deductible
from taxable profits. However, there is now additional tax relief available for current
R&D expenditure. For small and medium-sized companies, there is a two-part tax
credit, introduced in April 2000. The first part is called R&D tax relief and applies at a
rate of 75% (allowing companies to deduct a total of 175% of qualifying expenditure
from taxable profits, since R&D expenditure is already fully deductible). The second
part is a refundable tax credit that is only available to loss-making firms. Firms can
give up the right to offset losses equivalent to 175% of their R&D expenditure (or
to offset their total losses, if these are smaller) against future profits, in return for
a cash payment of 16% of the losses given up (up to a certain limit). An R&D tax
credit for large companies was introduced in April 2002. This credit applies at a
rate of 30%, allowing 130% of qualifying expenditure to be deducted from taxable
profits.

In all cases, to claim R&D tax credit, companies must incur eligible current R&D
expenditure of at least £10,000 in a 12-month accounting period; but the tax credit
is then payable on all eligible expenditure, not just the amount above the £10,000
threshold.

Before April 1999, all companies paid their total tax bill nine months after the
end of the accounting year unless profits had been distributed to shareholders in the
form of dividends. In that case, firms had to pay advance corporation tax (ACT),
which could then, in most cases, be deducted from the total due nine months after
the end of the accounting year. In April 1999, ACT was abolished apart from certain
transitional arrangements. Large companies are now required to pay corporation tax
in four equal quarterly instalments on the basis of their anticipated liabilities for the
accounting year, making the first payment six months into the accounting year. Small
and medium-sized companies still pay their total tax bill nine months after the end
of the accounting year.

Corporation tax will raise approximately £45.5 billion in 2008–09.
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1A.7. Taxation of North Sea production

The current North Sea tax regime has three layers of tax: petroleum revenue tax
(PRT), corporation tax, and a supplementary charge.58 All of these taxes are levied
on measures of profit, but there are some differences in allowances and permissible
deductions.

Corporation tax on North Sea production is ring-fenced, so that losses on the
mainland cannot be offset against profits from continental-shelf fields. Until recently,
corporation tax was otherwise the same as on the mainland, but important corpora-
tion tax reforms announced in the 2007 Budget do not apply to ring-fenced activities:
the rate of corporation tax on these activities remains at 30% (or 19% if profits are
below £300,000) while capital allowances are more generous than on the mainland.

The supplementary charge is levied on broadly the same base as corporation tax,
except that certain financing expenditure is disallowed. It was introduced in the 2002
Budget, and is currently set at a rate of 20%.

PRT is only payable on oil fields approved before March 1993. It is assessed every
six months for each separate oil and gas field and then charged at a rate of 50% on
the profits (less various allowances) arising in each chargeable period. PRT is forecast
to raise £2.6 billion in 2008–09. It is treated as a deductible expense for both the
corporation tax and the additional charge.

1A.8. Council tax

On 1 April 1993, the community charge system of local taxation (the ‘poll tax’, levied
per individual) was replaced by council tax, a largely property-based tax. Domestic
residences are banded according to an assessment of their market value; individual
local authorities determine the overall level of council tax, while the ratio between
rates for different bands is set by central government (and has not changed since
council tax was introduced).59

Table 1A.8 shows the eight value bands and the proportion of dwellings in England
in each band. The council tax rates set by local authorities are usually expressed as
rates for a Band D property, with rates for properties in other bands calculated as a
proportion of this as shown in the table. But since most properties are below Band
D, most households pay less than the Band D rate: thus in England and Wales the
average Band D rate for 2008–09 is £1,354, but the average rate for all households is
only £1,132.

Property bandings in England and Scotland are still based on assessed market val-
ues as at 1 April 1991: there has been no revaluation since council tax was introduced.

58 Until January 2003, some oil fields were also subject to licence royalties, a revenue-based tax.
59 Northern Ireland operates a different system: the community charge was never introduced

there, and the system of domestic rates that preceded it in the rest of the UK remained largely
unchanged—still based on 1976 rental values assessed using evidence from the late 1960s—until
April 2007, when a major reform took effect. Domestic rates are now levied as a percentage of
the estimated capital value of properties (up to a £500,000 cap) as on 1 January 2005, with the
Northern Ireland Executive levying a ‘regional rate’ (0.36% in 2008–09) across the whole province
and each district council levying a ‘district rate’ (ranging from 0.19% to 0.36% in 2008–09). Reliefs
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Table 1A.8 Value bands for England, September 2008

Band Tax rate relative Property valuation as Distribution of dwellings
to band D of 1 April 1991 by band (%)

A 2
3

Up to £40,000 25.0

B 7
9

£40,001 to £52,000 19.5

C 8
9

£52,001 to £68,000 21.7

D 1 £68,001 to £88,000 15.3

E 1 2
9

£88,001 to £120,000 9.5

F 1 4
9

£120,001 to £160,000 5.0

G 1 2
3

£160,001 to £320,000 3.5

H 2 Above £320,000 0.6

Note: Percentages may not sum exactly because of rounding.
Source: Table 2 of Communities and Local Government, Council Taxbase 2008 <http://www.local.
communities.gov.uk/finance/stats/lgfs/2008/data/ctbdwell2008.pdf>.

In Wales, a revaluation took effect in April 2005 based on April 2003 property values,
and a ninth band paying 2 1

3 times the Band D rate was introduced.
There are a range of exemptions and reliefs from council tax, including a 25%

reduction for properties with only one resident adult and a 50% reduction if the
property is empty or a second home.60 Properties that are exempt from council tax
include student halls of residence and armed forces barracks. Low-income families
can have their council tax bill reduced or eliminated by claiming council tax benefit.61

Council tax, net of council tax benefit, is expected to raise £24.6 billion in 2008–09.

1A.9. Business rates

National non-domestic rates, or business rates, are a tax levied on non-residential
properties, including shops, offices, warehouses, and factories. Firms pay a pro-
portion of the officially estimated market rent (‘rateable value’) of properties they
occupy. In 2008–09, this proportion is set at 46.2% in England and Scotland and
44.6% in Wales,62 with reduced rates for businesses with a low rateable value:

are available for those with low incomes, those with disabilities, those aged 70 or over living alone,
and full-time students, among others.

60 Since 2003, however, councils have had the power to charge second homes up to 90% of council
tax and empty homes 100%. Some empty properties are entirely exempt from council tax, e.g. those
left empty by patients in hospitals and care homes.

61 For details of council tax benefit, see O’Dea et al. (2007).
62 Northern Ireland operates a slightly different system of regional rates (set at 29.9% in 2008–09)

and locally varying district rates (ranging from 15.7% to 28.8% in 2008–09).
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� In England, businesses with a rateable value below £15,000 (£21,500 in London)
are charged a reduced rate of 45.8%. This is further reduced on a sliding scale
for rateable values below £10,000, with the liability halved for businesses with a
rateable value below £5,000.

� In Scotland, a reduced rate of 45.8% applies to businesses with a rateable value
below £29,000. This is reduced by a further 20% for businesses with a rateable
value between £10,000 and £15,000, 40% for rateable values between £8,000 and
£10,000, and 80% for rateable values of £ 8,000 or less.

� In Wales, business rates are reduced by 25% for businesses with a rateable value
between £2,000 and £5,000 and by 50% for businesses with a rateable value of
£2,000 or less.

Various other reductions and exemptions exist, including for charities, small rural
shops, agricultural land and buildings, and unoccupied buildings (for an initial three-
month period, longer in some cases).

Properties are revalued every five years. The latest revaluation took effect in April
2005, based on April 2003 rental values. Major changes in business rates bills caused
by revaluation are phased in through a transitional relief scheme.

Business rates were transferred from local to national control in 1990. Rates are
set by central government (or devolved administrations in Scotland and Wales), with
local authorities collecting the revenue and paying it into a central pool. Formally,
this revenue is then redistributed back to local authorities; but since this amount is
simply deducted from the grant that central government makes to local authorities,
local authorities’ income need not bear any relation to the amount that business rates
bring in. However, from 2010–11 the government proposes to allow English local
authorities to levy (subject to certain restrictions) a supplementary business rate of
up to 2% on properties with a rateable value above £50,000 to pay for economic
development projects.

Business rates are expected to raise £23.5 billion in 2008–09.
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1. INTRODUCTION

The tax system in any one country is, as Sandford (2000, p. 3) reminds us, the
product of an eclectic and sometimes even fortuitous amalgam of factors.
‘Historical circumstance, constitutions and legislative procedures, customs
and cultures, lethargy and the costs of change, the effects of pressure groups,
the influence of other countries and international groupings and agencies’,
and even ‘the whim of a finance minister’, all play their part in shaping a
country’s tax system as much as the identification and application of any sup-
posedly sound economic policy drivers. The UK’s tax system is no exception.

In the light of this observation, commenting on an entire tax system will
always be a daunting task, and even more so when it is accompanied by the
existence of temporal and geographical filters. My direct and local exposure to
the UK tax system was in the 1970s and 1980s, initially as one of Her Majesty’s
Inspectors of Taxes, later as a tax adviser in Central London, and finally as
a tax academic. I am conscious that the practice of tax—if not always the
theory—may be very different in the UK now compared to then. I am equally
conscious that the tyranny of distance since migrating to Australia can also act
as a barrier to full or proper understanding of the intricacies of the operation
of the UK tax system in later years.
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But I am heartened by the view that distances in time and space can also
provide a useful counterbalance to the problems of being too close to the
detail of a tax system—they can provide the observer with the capacity to see
the wood from the trees. And also—fortunately—this chapter on taxation in
the UK by Adam, Browne, and Heady provides a more than useful contextual
starting point for this commentary on the UK tax system.

Tax systems are rarely static. It is therefore not entirely surprising that
taxation in the UK has moved on in the thirty years since Meade (1978).
Adam et al. highlight major changes, identifying a number of the key themes,
from historical, international and theoretical perspectives, that are evident
in the current UK tax system. They provide a detailed analysis of many of
the significant developments in the UK tax system since Meade, including
essential material on the tax burden, the tax base and mix, and the tax rates
and structure before going on to consider some important economic features
of the UK tax system as a whole: its effects on income distribution and on
incentives to work, save, and invest.

There are two features, however, that do not receive as much attention in
this chapter as other aspects, but which may be more readily apparent to the
external observer of the UK tax system. Both merit additional comment. The
first is something of a paradox: despite the many changes that have occurred
since Meade, it is somewhat surprising that so much remains the same in
the UK tax system thirty years on. The second feature is the manner in
which the UK tax system has become yet more complex over time in spite
of many attempts at simplification. This second observation relates not just
to developments in tax law design but also to the manner in which the tax
system is operationalized and administered in the UK.

Each of these features is considered in more detail in the following sections.

2. THE MORE THINGS CHANGE THE MORE
THEY STAY THE SAME

Reviewing the changes that have occurred in the UK tax system since Meade,
there is certainly a sense in which there has been an abundance of activity.
There have, for example, been myriad changes to the tax rates and structures
of the major taxes.

The rate of VAT has more than doubled over the period, and there have
been virtually annual changes to the tax rates and tax brackets relating to
the personal income tax. As a result the personal tax schedule is broader and



80 Taxation in the UK

flatter now than it was in the late 1970s, and many of the allowances and
concessions (for example, married couples’ allowances, life assurance relief,
mortgage interest relief) have been allowed to wither on the vine and thus
have been ultimately consigned to the scrap heap of history. In the meantime
a variety of concessions to encourage savings and investments (such as PEPs,
TESSAs, and ISAs) have been introduced. The tax unit has shifted from
the family to the individual, with the introduction of independent taxation,
despite the tensions this causes alongside a tax-transfer system that operates
at the level of the family. The National Insurance contribution, still a separate
head of tax despite the lack of any semblance of hypothecation, has, over the
period, been more closely aligned with the personal income tax structure,
removing some1 of the anomalies and arbitrage opportunities that hitherto
existed.

There have also been significant changes to both the rate and the structure
of the corporation tax, and the capital gains tax (CGT) has undergone major
changes in the period as a result of re-basing in 1982, rate changes and the
introduction and then removal of, initially, indexation and, more latterly,
taper relief. Capital transfer tax has been replaced by inheritance tax, and
local taxation today, with its focus on the council tax, is barely recognizable
from the domestic rates system that Thatcher so fatally and unsuccessfully
sought to replace with the poll tax.

And yet, despite these obvious changes to rates and structures, it is surpris-
ing how similar aspects of the contemporary taxation system in the UK are
to the model that prevailed in the late 1970s. Whilst plentiful changes have
taken place affecting tax rates and structure, the tax burden and the broad tax
mix and tax base have remained essentially unaltered over the period. Less
surprising, perhaps, is how ‘comfortably’ the UK system fits within the broad
family of taxation systems in the developed world in the context of tax burden
and tax mix.

As a percentage of GDP, total government revenues in the UK have fluctu-
ated from just over 40% in 1979, down to about 36% in the early 1990s, and
back to just over 40% today.2 Tax receipts were by far the largest portion of
those government revenues.

The UK tax burden in 2005 was very close to the OECD unweighted
average of tax receipts to GDP, as shown in Table 1.

1 But not all—witness the debate surrounding the introduction of intermediaries legislation
(IR35: working through an intermediary such as a service company) in the early 2000s, designed
to eliminate the avoidance of income tax and National Insurance contributions; and the general
on-going tension between employment and self-employment status in the UK context.

2 See Figure 1.1 ‘The tax burden, % of GDP’ in this chapter.
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Table 1. Ratio of tax receipts to GDP for
selected comparable countries (2005)

Country Percent of GDP

Sweden 50.7
France 44.1
Italy 41.0
Netherlands 39.1
New Zealand 37.8
United Kingdom 36.5
OECD average (unweighted) 36.2
Germany 34.8
Canada 33.4
Australia 30.9
Ireland 30.6
Japan 27.4
United States 27.3

Source: OECD Revenue Statistics 17 October 2007, cited
in Smith (2007), p. 5.

Thus the tax burden in the UK in 2005 is not dissimilar to that of 1979,
and is very close to the average of OECD countries. In similar vein, the
contemporary UK tax mix, in terms of composition of revenues, is not
significantly different from that which prevailed in the late 1970s.3 Nor is it
significantly different in recent years from the OECD average.4 Overall there
remains a continued reliance on the personal income tax as the principal
source of revenues (roughly 28%), supplemented to a significant degree by
National Insurance contributions (roughly 17%). The take from the UK VAT
has increased significantly in the period 1978–79 to 2008–09, but that increase
has been matched by a corresponding fall in the revenue from other indirect
taxes (primarily excise duties), with the result that the revenue collected from
all indirect taxes in the UK is similar now to that at the time of the Meade
Report, and also similar to the current OECD unweighted average.

This analysis inevitably suggests that, despite the regular and frequent rear-
ranging (and occasional replacement) of the furniture of the UK tax system,
the fundamental architecture of the building is still in place. Rebuilding and
renovations (in the sense of significant tax reform) may have taken place in
other comparable jurisdictions,5 but that has not been the case in the UK in
the period since Meade.

3 See Figure 1.3 ‘The composition of UK tax revenues’.
4 See Figure 1.4 ‘The composition of tax revenues, 2006’.
5 For example, in Australia significant and fundamental reform took place in 1985 and again in

the late 1990s.
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3. ‘COMPLIFICATION’

The second striking feature of the UK tax system over the past thirty years
is the extent to which its principal stakeholders have been committed to
the goal of simplification, combined with their failure to achieve any such
simplification over the period. Indeed, many of the initiatives designed to
simplify have only served to make that system, at its technical, operational,
and administrative levels, yet more complicated. This ‘complification’ is cer-
tainly not unique to the UK—most developed economies continue to struggle
in this regard. The Australian ‘Simplified Tax System’ for small businesses
which operated from 2001 to 2007 (Woellner et al. (2008), p. 831) stands out
as an obvious example of a system that was anything but ‘simplified’.

Surrey and Brannon have noted that ‘simplification is the most widely
quoted but least widely observed of the goals of tax policy’ (1968, p. 915).
It has been used (and abused) as a primary justification for tax reform over
the last century, and typically it is seen as ‘a good thing’—‘to say that one is in
favour of tax simplification is tantamount to stating that one is in favour of
good as opposed to evil’ Cohen, Stikeman, and Brown (1975), p. 7. McCaffery
(1990, p. 1267) has noted that ‘people have long sought, or said they have
sought, simpler tax laws’. And yet there would be general agreement that
modern tax laws are anything but simple.

A number of factors have been at work to cause the complexity. In the
Australian context, Krever (2000, p. 86) identifies ‘judicial misapplication
[primarily of doctrines from the UK which have little or no relevance to
Australia], aggressive manipulation by advisers, poor drafting by wordsmiths
and narrow advice by Treasury officials’ as factors contributing to complexity
in the income tax law, but notes that ‘in almost all cases these factors are
symptomatic of or derivative from more fundamental causes of complexity’.

The more fundamental causes of complexity that Krever (2000) identifies
(p. 86) are the increasing use of the tax system by modern governments to
achieve social and political goals (‘abuse of tax law as a spending vehicle’),
and the ‘many legal distinctions used throughout the law to differentiate
taxpayers, transactions, investments and entities that are similar in economic
effect but different in legal form, and, on the basis of the legal distinction, are
subject to significantly different tax burdens’. A third factor, not mentioned
by Krever, is the greater complexity of commercial and other transactions in
the modern world.

McCaffery (1990) identifies three types, or layers, of complexity: ‘tech-
nical’; ‘structural’; and ‘compliance’. All are evident in the context of the
UK tax system. Technical complexity relates to the level of understanding or
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comprehensibility of a particular legislative provision in isolation. Structural
complexity (sometimes referred to as transactional complexity), relates to
the way in which laws are interpreted and applied, and which can affect the
certainty and manipulability of legislative provisions. And finally compliance
complexity relates to the variety of record-keeping and form-completing
tasks a taxpayer must perform to comply with the tax laws. The introduction
of self assessment in the UK in the 1990s, together with the changes to tax
schedules and rates already noted, will certainly have considerably added to
the compliance complexity. As Smith (2007, p. 24) has noted: ‘a broader tax
base and lower rates most often involve greater transaction numbers and
recording requirements than narrower bases.’

Evidence to support the contention that the UK tax system has become
more complicated at all of these levels is not difficult to find. One barometer
of complexity, not always entirely convincing, is provided by reference to the
volume of primary legislation in a jurisdiction. In the UK context, Broke
(2000, p. 19) has noted that in the period from 1945 to 1964 the average
number of pages in the annual Finance Act was about 74. Between 1965 and
1986 the average was 189 pages. Since then the average has been 289 pages.
More recently a report compiled for the World Bank by Pricewaterhouse-
Coopers (2007, p. 16) has suggested that in 2006 Britain had the second
largest volume of tax law in the world (behind India);6 and that the number
of pages had more than doubled over the past ten years, from approximately
3,700 to 8,300 (p. 17).

Of course, a simple measure of the volume of primary tax legislation
may not be an appropriate measure of the complexity of that legislation.
Quantity should not be confused with quality or with impact. For example,
the UK experience is undoubtedly distorted by the impact that its Tax Law
Rewrite project has had on the volume of tax legislation in the last ten years.
Thus far the Rewrite project has considered and redrafted a number of areas
of direct taxation, including capital allowances, savings income, employ-
ment income, general income and losses, trusts, and avoidance. Relatively
early in the process, Lord Howe, the chairman of the Steering Committee,
had noted that the project ‘can now be seen to be delivering a product
that is indisputably an improvement on the previous chaos’ (Howe (2001),
pp. 113–14). This claim appears to be substantiated by more impartial com-
mentators, including Broke (2000, p. 24), who states that ‘there is no doubt
that the final result [of the work of the Rewrite teams] is an immense
improvement in terms of comprehension’.

6 Measured by the number of pages of primary tax legislation. The figure for Britain was 8,300
compared to 9,000 pages in India (which ranked first).
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A simple count of pages of primary tax legislation also misses the very
significant impact that supporting regulations can have on the complexity
of a tax system. The USA, for example, ranks only fifth in terms of volume
in the World Bank survey (2007, p. 16), reflecting its relatively compact
primary code. Once supporting regulations are taken into account, however,
many commentators would argue that it has a more complex tax system than
the UK.

But even if volume is not necessarily the sole criterion of complexity, it
is certainly a reasonable indicator of that complexity. Another indicator of
the degree of complexity in a tax system is the extent to which its taxpayers
use intermediaries—tax agents—in their fiscal dealings with the revenue
authority. Studies by Sandford et al. in the 1980s suggest that 10.5% of the
personal income taxpaying population (employees and self employed) used
paid tax agents in 1983–84 (Sandford et al. (1989), p. 68). Twenty years later
the proportion of personal taxpayers required to submit tax returns who
used paid tax agents had increased five-fold and was 53% (OECD (2005),
p. 59). Although the comparable figures for corporate taxpayers are not
available, in 2004, 85% of corporate tax returns were prepared with the
assistance of tax professionals (OECD (2005), p. 59). This figure is almost
certainly higher than it was twenty years earlier.

Perhaps one of the more reliable or convincing indicators of the complexity
of a tax system is the level of its operating costs: compliance costs for tax-
payers in dealing with their tax affairs and administrative costs for revenue
authorities.7 The evidence suggests (Evans (2008)) that such costs have been
increasing over time in most countries, and recent UK-specific studies (Green
(1994); Collard et al. (1998); Hasseldine and Hansford (2002); Evans (2003))
tend to confirm that this is certainly the case in the UK. For example, in 2002,
93% of UK tax practitioners who responded to a survey about the compliance
costs of the CGT agreed or strongly agreed with the statement that ‘the CGT
legislation is more complex now than it was five years ago’ (Evans (2003),
p. 158). Practitioners identified the complexity of the legislation, and the
frequency with which that legislation changed, as the two principal drivers
of the high compliance costs in the CGT field (p. 163).

Frequent change in legislation, or the introduction of new legislation, can
significantly impact upon the compliance burden, and it does not matter
whether that change is as a result of the introduction of a relieving provision
or the introduction of an integrity measure designed to protect the revenue

7 Slemrod (1984) has argued that the total cost of collection is a useful, though flawed, index
of the complexity of a tax system. It is flawed, he argues, because it does not distinguish purely
compliance costs from planning costs, or between costs of administration and costs of enforcement.
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base. Change has the capacity to interfere with the smooth operation of the
tax administrative machinery that facilitates the interactions that necessarily
occur between taxpayer and revenue authority, and which takes time to settle
down to cope with change.

Moreover, if tax change is needed, it is imperative that as much consulta-
tion with affected parties as is possible and practical should be undertaken.
Taxpayers, representatives from tax professional bodies, and tax practitioners
as well as tax administrators all have a very real knowledge of the temporary
and recurrent compliance and administrative costs that are likely to occur as
a result of change, and can help to ensure that tax change is introduced in a
manner that minimizes the expected burden.

Attempts at measuring the administrative burden8 in the UK by way of a
‘total tax contribution’ framework9 are at an early stage of development, but
they also tend to confirm that the administrative burden in the UK is high
relative to many other countries and also higher than would have been the
case in earlier times (World Bank/PricewaterhouseCoopers (2007)).

In short, therefore, the fundamental architecture of the UK tax system may
not have needed significant capital works in the past thirty years, but ever
higher maintenance costs have been involved in managing the complexity10

of that system that has steadily increased in that period.

4. CONCLUSIONS AND FUTURE CHALLENGES

At the outset of this commentary, reference was made to the wide range of
factors that help to shape a tax system. Overall, the forces that have been at
work in shaping the UK tax system have produced one that is robust and
which has stood the test of time. Change has taken place, but that change

8 Administrative burden is a somewhat different concept from operating costs. It is defined by
the UK National Audit Office (in OECD (2008), p. 3) as ‘the cost to business of carrying out
administrative activities that they would not carry out in the absence of regulation, but that they
have to undertake in order to comply with it’. It is therefore closer to, but not synonymous with,
compliance costs.

9 The total tax contribution that a corporation makes comprises information from five areas
collated to establish a complete appreciation of a company’s overall economic contribution. These
five areas are: the business taxes borne; the business taxes collected; tax compliance costs; other
payments to and from government; and indirect economic impacts. The framework has been
developed by PricewaterhouseCoopers, who sought to identify a methodology which would enable
companies in different tax jurisdictions to collect and report total tax information in a consistent
manner (World Bank/PricewaterhouseCoopers (2007), p. 31).

10 Both Surrey ((1969), p. 673) and Grbich ((1990), p. 266) explore the notion that the focus
needs to be upon ‘managing complexity’ rather than upon ‘simplification’.
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has been incremental and has not been as dramatic as might at first be
supposed. The system has had to adapt (and has generally adapted well) to
new circumstances and realities, including the challenges of globalization and
the shift to a much more open economy than was the case thirty years ago.
The system is certainly far more complex now, and that complexity exacts a
high price in terms of compliance and the burdens it imposes.

There are a number of current and impending challenges—environmental,
economic, political, institutional, legal, social, and administrative—that will
compel the system to continue to adapt in the future, and will also impose
further costs. These factors are worthy of some further, albeit brief, consider-
ation.

The UK tax system currently raises, as Adam, Browne, and Heady note,
some 7 or 8% of total tax revenue from what can loosely be called envir-
onmental taxes, with the bulk of that coming from various motoring taxes.
There is little doubt that environmental considerations—particularly shaped
by the climate change debate—will play a greater role in the UK tax system
in future years. Various existing taxes can expect to be adapted to serve envir-
onmental imperatives better, and new taxes are also likely. Carbon taxes may
not ultimately prevail, but the tax implications of their obvious alternative—
carbon emissions trading schemes—will nonetheless ensure that environ-
mental factors will take a more central role in shaping the tax system as it
moves forward.

An obvious economic factor that will continue to have an impact upon the
shape of the UK tax system is globalization. The legislation underpinning the
UK tax system in the last thirty years has ensured that London has been able
to attain, and subsequently retain, its status as one of the leading financial
centres or hubs of the world. But capital is highly mobile, and so too are
certain high wealth individuals. Changes to tax rules can have an immediate
and potentially devastating impact upon that status, as is evident from the
current implications of the change to the legislation relating to the tax status
of resident but non-domiciled individuals in the UK.

Tax is politics with a dollar sign in front, and political and institutional
factors will always help to shape the future direction of the UK tax system.
The hysteria (and subsequent reform by the Labour government) generated
by the mass media after the Conservative Party proposals to increase the
inheritance tax threshold were aired in 2007 is testament to the force of simple
politics in the UK tax system. Such pressures will re-emerge in this and other
areas.

Future political and institutional challenges will also include the supra-
national pressure that will come from the European Union in the direct tax
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field, matching earlier encroachments on national fiscal sovereignty in indi-
rect taxation. There will be real questions in the future, some of which are
already being debated around the issue of a common consolidated corporate
tax base, about how much room will be left for national tax policy formula-
tion by member states of the European Union.

Debate about the size of the tax gap and shadow economy, together with
the unabated growth of what revenue authorities often term aggressive tax
planning, will ensure that legal and social responses relating to tax evasion
and tax avoidance will continue to be powerful forces in shaping the tax
system of the future, in the UK as well as elsewhere. These responses against
what Tanzi (2000) and Braithwaite (2005) have respectively called ‘fiscal’
and ‘moral’ termites will continue to include a host of compliance activ-
ities as well as the development of specific anti-avoidance rules and further
disclosure regimes.

There is now recognition that tax simplification is not always possible,
and that managing complexity is all that can be hoped for. This places a
strong onus on getting the administration of the tax system right—if tax is
inevitably complex at the technical and structural levels, at least ensure that
the compliance complexity is as well managed and administered as possible. It
also entails appropriate consultation, and getting it right first time whenever
possible, in order to avoid the problems associated with frequent tax change.
Failure to consult, as the UK’s 2006 proposals on the bringing forward of
dates for filing of annual returns has shown, can be disastrous. In that case
some seemingly sensible recommendations by Lord Carter, made without any
meaningful input from affected parties, had to be withdrawn when it became
obvious that they were not capable of sensible implementation and would
not be happily accepted by tax practitioners because of the compliance cost
implications. Earlier and more appropriate consultation would have averted
an otherwise embarrassing situation.

The OECD (2008, pp. 5–6) has already identified a number of key policy
and administrative strategies that are taking place which can help to contain
the administrative burden that the tax system imposes. These include re-
engineering government processes for the collection of data and revenue;
implementing citizen and business centric approaches to tax administration;
leveraging advances in technology; and redesigning compliance interven-
tions. Administrative initiatives such as these will inevitably help to shape
the future UK tax system.

It will certainly be interesting to see just what impact these administrative
factors, along with the various other factors mentioned above, will have on
the shape of the UK tax system in the next thirty years.
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