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Executive Summary

Realistically, if the government is serious about lowering public debt then tax burdens will need 
to remain at what are (by historic standards) high levels. The long term fiscal outlook will make it 
increasingly difficult to reconcile objectives to put public debt on track to fall to pre-recession 
levels (40 per cent of GDP) and lower tax burdens (as a share of GDP), even if spending can be 
reduced. There is no fiscal headroom for large reductions in tax revenue.

The UK’s indebtedness poses real risk. As the Treasury’s own figures show, a rise in interest 
rates would be particularly damaging for the public finances and the economy. If government 
bond yields were to increase by 1 percentage point then annual debt interest payments would 
grow by around £8.1 billion by 2017-18 and a 1 percentage point rise in effective mortgage 
rates would add £12 billion a year to households’ mortgage interest payments.1

Yet the tax burden as a share of GDP should not be confused with the system’s harm to the 
economy. It is possible for the government to simultaneously increase revenue while lowering 
economic costs. This is, however, only possible through ensuring a stronger focus on raising 
revenue in the least economically damaging way possible. Emphasis must go on the design not 
just level of taxation.

While there has been an additional – and welcome – focus on fiscal sustainability since the 
establishment of the Office for Budget Responsibility (OBR), it has taken a narrow approach to 
its remit. It has not reviewed in detail the inter-generational dimension to fiscal sustainability. 
However, changes in the tax system will significantly alter the distribution of tax burdens among 
different population groups.

The focus of this paper is on the direct tax system. These taxes raise around 55 per cent of tax 
revenue while indirect taxes raise around 45 per cent. When broken down by age, the direct tax 
base (at a personal level) has a clear lifecycle pattern, with taxes rising with age until 45 to 55, 
and then decreasing. Given the pattern of lifetime earnings this is not surprising.

With population ageing older taxpayers will account for an increasing share of the direct tax 
base. In 2010 the share of direct taxes paid by the over-65s was 4.5 per cent and (under current 
policy settings) this is projected to increase to 6.0 per cent in 2033. The result is that current 
policies that favour older taxpayers, such as the higher personal allowances for people over 65 
and the exemption from paying National Insurance Contributions (NICs) above State Pension 
Age, will come at a higher cost in terms of foregone revenue.

This means the Coalition is right to phase out age-related personal allowances. Yet there is a 
risk that future governments will avoid hard decisions and increase direct tax burdens through 
fiscal drag and/or increasing NICs. Such changes will fall most heavily on non-retired people 
who are in their most productive earning years. Governments should instead emphasise a 

1  HM Treasury (2013), Budget 2013, p. 22.
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“broad base, low rate” approach, which first involves broadening the direct tax base through 
removing the exemption from NICs for people over State Pension Age and reforming pension 
tax relief.

The exemption from employee and self-employed NICs enjoyed by people over State Pension 
Age does not reflect the modern labour market. Further, as the Institute for Fiscal Studies (IFS) 
has shown, the value of this exemption has grown in recent years as governments have 
increased NICs while holding stable or reducing income tax rates. One result is that the gap in 
the average tax rates between pensioners and non-pensioners has roughly doubled over the 
past 30 years.2

Age is now a less reliable indicator of need and Reform estimates that ending the exemption 
from (employment and self-employed) NICs would raise £735 million and only affect the richest 
(by income) 6.3 per cent of people aged over 65 (who have incomes above current NICs 
thresholds). Most of this revenue (£661.4 million, or 90 per cent of the total) would be raised 
from pensioners aged between 65 and 75.

Pensions tax relief is expensive, poorly targeted and fails to achieve its policy objectives. 
Furthermore, as Otto Thoresen, the Director General of the Association of British Insurers (ABI), 
has written: “the time is right to ask whether taxpayer’s money is really working as hard as it 
could to help and encourage as many people as possible to save. The current system does 
some good things, such as preventing people being double taxed, but the industry believes it is 
right to ask if the current system is as effective as it could be.”3

As the ABI has also noted, while it is right to look to reform pension tax relief, care is needed. 
This paper reinforces the need for careful reform by showing that not only is there the potential 
for double taxation but any changes will especially impact on younger taxpayers. Most relief 
(61.2 per cent) is received by people aged 35 to 55 and 19.7 per cent of relief is received by 
people below 35. The reform of pension tax relief is thus (like debates over the retirement age) 
an issue that largely affects future generations of retirees (indeed, only around 1.1 per cent of 
this tax relief goes to individuals aged over 65).

The big picture

There is a view that with growth returning it will soon be possible to significantly reduce tax 
burdens. And in this spirit the Chancellor of the Exchequer has ruled out new tax rises should 
there be a Conservative Government after the 2015 General Election. Yet it is hard to see how 
this position could be consistent with OBR data that show that there is little fiscal headroom for 
lowering tax burdens while also putting public debt on track to fall to pre-crisis levels, even 
when going further on spending reform. The requirement for greater revenue (as a share of 
GDP) is not just a short term phenomenon. Governments must take a different approach, 
particularly by restoring the link between taxation and spending. The public can no longer 
believe that ever-increasing spending can be made available to them at little or no extra cost.

Mind the (fiscal) gap

When developing a plan to rescue the public finances there is no greater mistake than to ignore 
the effect of demographic changes. The effect of these changes on government spending has 
been widely discussed. What has been less widely discussed is what they mean for government 

2 Adam, Browne and Johnson (2012), Pensioners and the tax and benefit system, IFS Briefing Note BN130.
3  Thoresen (2013), “One year on from Automatic Enrolment – what’s the next big idea to build on its initial success?” Opinionated, ABI Blog, 

9 September.
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revenue and, consequently, the overall impact on fiscal policy, particularly the fiscal gap.4

OECD analysis of the fiscal gap in the UK suggests grounds for concern. To illustrate the size of 
this gap they estimated the change in the underlying primary balance as a per cent of GDP 
needed to reduce gross financial liabilities to 2007 levels. They also estimated the changes 
needed for a number of other targets (e.g., returning gross financial liabilities to 50 per cent of 
GDP by 2050) and for different cost pressure scenarios (e.g., when additional account is made 
for pension, health and long-term care costs).5 As they showed:

 > To return debt to pre-crisis levels, the UK would need an immediate and permanent 
tightening of the primary balance in 2012 of 5.81 per cent, which is the fourth highest in the 
OECD, behind Japan (7.63), the United States (6.65) and New Zealand (6.02).

 > To reduce gross financial liabilities to 50 per cent of GDP in 2050 the UK would need an 
immediate and permanent tightening of the primary balance in 2012 of 5.75 per cent of GDP. 
This is the third highest requirement in the OECD, behind Japan (9.60 per cent of GDP) and 
the United States (6.90 per cent).

Failing to address this fiscal gap would pose a real risk for the economy as, as the OECD noted:6

 > High debt levels can induce fiscal policy to become pro-cyclical and less effective.

 > High current and expected future debt can lead to debt financing problems, which can push 
up interest rates on government bonds.

 > High public debt levels may have adverse effects on growth and inflation.

Indeed, as the Treasury’s own analysis shows, given the UK’s level of indebtedness, a rise in 
interest rates would be particularly damaging for the public finances and the economy. As they 
estimate, “a 1 percentage point increase in government bond yields would add around £8.1 
billion to annual debt interest payments by 2017-18. A 1 percentage point rise in effective 
mortgage rates would add £12 billion a year to households’ mortgage interest payments.”7

The window for change

While the figures on the fiscal gap are concerning, they should be seen in context. As they are 
based on the position at 2012 it is necessary to consider how existing plans for fiscal consolidation 
during out-years will help close this gap (as the OECD recognises). Yet even when account is made 
for these plans concerns remain. The UK has a narrow window to put its taxation and expenditure 
onto a sustainable track before demographic changes mean they are permanently off balance. 

Based on the OBR’s central projection, structural primary budget deficits will appear in 2037-38 
and persist for as long as the projection horizon (reaching 1.8 per cent of GDP by 2062-63). This 
is before net interest and the total figure for public sector net borrowing (including interest) is 
expected to reach 5.8 per cent of GDP in 2062-63. This outlook is reinforced by the projections 
for net government debt, which is currently around 75 per cent of GDP and is expected to reach 
85 per cent in 2017-18 before falling to 66 per cent of GDP by 2030-31. With the growth in the 
structural primary deficit this debt is expected to start to grow and reach 89 per cent of GDP by 
2061-62.

4  The fiscal gap illustrates the difference between the present value of all of a government’s projected financial obligations and receipts and, 
as Kotlikoff and Auerbach showed, can be expressed as: T = S + D + ∆M. T is the present value of current and future tax receipts, S is the 
present value of current and future spending, D is net public debt and ∆M is the present value of the money that the government prints to 
pay its bills (see, for example, Kotlikoff (2004), “Fiscal Policy and the Future of the Euro,” Cato Journal, Vol. 24, Nos 1-2, p. 51).

5  Merola and Sutherland (2012), “Fiscal Consolidation: Part 3. Long-Run Projections and Fiscal Gap Calculations,” OECD Economics 
Department Working Papers, No. 934, OECD Publishing, p. 18.

6  Merola and Sutherland (2012), “Fiscal Consolidation: Part 3. Long-Run Projections and Fiscal Gap Calculations,” OECD Economics 
Department Working Papers, No. 934, OECD Publishing, p. 7.

7 HM Treasury (2013), Budget 2013, p. 22.
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Figure 1: The UK’s Primary Fiscal Balance
Source: OBR (2013), Fiscal sustainability report, July 2013 
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Figure 2: Projected Public Sector Net Debt
Source: OBR (2013), Fiscal sustainability report, July 2013 
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This outlook is projected to come about even as tax burdens increase. The OBR also produces 
a range of projections for non-interest revenue as a share of GDP. These show that under 
current policy settings the central projection is for non-interest revenue to average 37.8 per cent 
of GDP over the next 20 years and non-interest revenue to average 38.1 per cent over the next 
40 years. This compares with current non-interest revenue of 37.2 per cent of GDP now and 
means the tax burden can be expected to remain at what is, by the standard of recent decades, 
a relatively high level. To put these figures into context, in today’s money 0.6 per cent of GDP 
(the increase to the average tax burden over the next 20 years) is equivalent to £10.1 billion or 
£383 per household in the UK, while 0.9 per cent of GDP (the increase to the average tax 
burden over the next 40 years) is equivalent to £15.0 billion or £569 per household.

Demographic and other changes will not only be reflected in changing aggregate tax burdens 
but also in the changing balance between different tax bases. As the OBR has shown:8

 > Non-demographic factors are likely to put downward pressure on oil and gas revenues and 
receipts from transport and environmental taxes and tobacco duties (reducing the revenue 
from these factors by up to 2 per cent of GDP over the next 30 years).

 > Global corporation tax rates have been on a declining trend as governments compete to 
attract mobile profits and capital (the direct and indirect effects of this tax competition may 
offset each other, and so this is not included in their modelling).

 > Globalisation has led to the price of tradeable goods falling relative to other goods and 
services, which could translate into modestly lower VAT receipts as a share of GDP.

The result is that “future governments are likely to need to find replacement streams of revenue 
merely to hold the tax burden constant, let alone to meet upward pressures on spending.”9

Striking a balance between spending cuts, debt targets and revenue measures

The projected increase in tax burdens risks harming the UK economy. A low tax economy 
leaves individuals with more of their money to invest in themselves and their futures. Lower 
taxes are important as they enable individuals to invest their own resources to develop their 
careers and add to their own capability. Added to this, increased globalisation has driven a 
worldwide movement towards lower tax countries, with implications for both business and 
personal taxes. The UK will need to respond to this trend with competent tax reforms if it is to 
meet the competitive challenges of the coming years.10

Further, generally speaking, when looking to undertake fiscal consolidation a focus on spending 
reductions over tax increases can reduce the economic costs of changes.11 It is sometimes 
argued that cuts in government spending would take money out of workers’ pockets and hold 
back growth. However, tax increases can dampen private consumption too. Indeed, tax 
increases can be more harmful than spending cuts (on a pound-for-pound basis), as they 
reduce the spending that individuals and households undertake while spending cuts reduce 
spending by government. In cases where individual households have a better understanding of, 
and information on, their own wants and needs than central government planners, lower taxes 
would usually lead to greater spending on goods and services that have a real economic benefit.

8 OBR (2013), Fiscal sustainability report, Tables, pp. 105-119.
9 OBR (2013), Fiscal sustainability report, p. 105.
10 Bassett, Haldenby, Nolan and Parsons (2010), Reality check: Fixing the UK’s tax system, Reform.
11  Lilico, Holmes and Sameen (2009), Controlling spending and government deficits: Lessons from history and international experience, 

Policy Exchange, London.
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This is why the Coalition was right to emphasise spending reductions in their plans for fiscal 
consolidation from 2010 to 2015. Data from the IMF’s Fiscal Monitor show that the Coalition’s 
plans for deficit reduction to 2015 (a 5.6 percentage point reduction in the cyclically adjusted 
primary deficit) were similar to the USA and just above the level of Australia and New Zealand.12 
What stands out is the balance between expenditure cuts and revenue measures, with 75.2 per 
cent of the consolidation occurring on the expenditure side. This is above the IMF average for 
developed countries of 51.7 per cent, but is similar to that of Germany and below that of 
countries like Canada, Spain and New Zealand. 

Table 1: Fiscal Consolidation in Selected Countries, 2010-15
Source: Nolan (2013), “Fiscal consolidation and transforming government in the 
United Kingdom,” Policy Quarterly, Vol. 9, Issue 3, p. 45

Change in 
revenue, 2010 to 
2015

Change in 
expenditure, 
2010 to 2015

Change in 
cyclically 
adjusted primary 
balance, 2010 to 
2015

Change in gross 
debt, 2010 to 
2015

Share of 
consolidation 
through 
expenditure 
reductions (%)

United Kingdom 1.1 -3.4 5.6 20.2 75.2

Australia 2.8 -2.2 5.0 4.6 44.2

Canada 0.6 -2.9 2.9 0.0 82.0

France 3.2 -1.3 3.9 11.8 29.7

Germany 1.1 -3.0 3.3 -6.8 73.1

New Zealand 0.1 -5.3 5.0 4.7 97.6

Spain 0.0 -3.0 5.2 40.3 98.5

United States 3.8 -3.2 5.6 10.2 46.1

Developed 
Country Average 2.3 -2.5 4.2 7.2 51.7

Yet the long-term fiscal outlook means future UK governments will find it increasingly difficult to 
reconcile objectives for holding down tax burdens and reducing public debt, even when 
reducing spending. To illustrate, Table 2 shows the degree to which total non-interest spending 
will need to be cut to put public debt on track to fall to 40 per cent of GDP by 2061-62 while 
also keeping spending at 35 per cent of GDP. The OBR’s central projection for non-interest 
revenue is used to indicate changes to tax burdens.

12 Nolan (2013), “Fiscal consolidation and transforming government in the United Kingdom,” Policy Quarterly, Vol. 9, Issue 3, p. 45.
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Table 2: Fiscal Consolidation Required to Reduce Debt to 40% of GDP by 2061-62
Source: OBR (2013), Fiscal sustainability report, July 2013 

Total non-interest 
spending

Total non-interest 
revenue

Primary balance Adjustment in 
primary balance to 
lower debt to 40% 
of GDP

2018-19 35.6 37.4 1.9 0.5

2021-22 35.8 37.5 1.7 0.5

2031-32 37.2 37.5 0.3 0.9

2041-42 38.5 37.9 -0.6 1.4

2051-52 39.4 37.9 -1.5 1.8

2061-62 40.8 38.2 -2.6 2.3

Thus, even with tax burdens at 37.4 per cent of GDP in 2018-19, to put public debt on a path to 
hit 40 per cent of GDP by 2061-62, there would need to be an additional consolidation of 0.5 
per cent of GDP. In today’s money this figure is equivalent to £8.0 billion, or £303 per family. 

Further, the presence of primary deficits from the late 2030s means that even with even with tax 
burdens rising to around 38 per cent of GDP, increasingly spending reductions will be needed to 
keep net debt on the desired path. There is thus little (if any) fiscal headroom for lowering tax 
burdens without also going much further on entitlement reform.

A tax system focussed on growth

The section above showed how the long term fiscal outlook means that future governments will 
find it difficult to reconcile objectives to lower tax burdens (as a share of GDP), keep spending 
at 35 per cent of GDP and put public debt on track to fall to 40 per cent by 2061-62. Yet a 
change in the tax burden as a share of GDP should not be confused with the economic costs of 
these taxes. It is possible to simultaneously raise more revenue while lowering the economic 
costs of the tax system, although this requires a significant improvement in current tax policy. 
There must be a much stronger focus on ensuring that taxes in the UK are raised in the least 
economically damaging way.

It is important to not simply assume that all tax cuts will lower the economic costs of the tax 
system. It is also important to not simply assume that tax cuts are always self-funding. There is 
a view that by expanding the tax base, tax cuts could, in short, lead to an increase in revenue 
(even with lower rates) and so provide a “free lunch.” This relationship between tax rates and 
revenues may be reflected in a “Laffer curve,” named after the supply-side economist Professor 
Arthur Laffer, which shows that there is a point above which an increase in tax rates becomes 
counter-productive and reduces revenues.
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These arguments have been criticised as “voodoo economics” and lacking empirical 
grounding.13 These criticisms are right and wrong. The empirical evidence is clear that even if 
not a free lunch the “correct tax cuts” can be a cheap lunch and that higher tax rates can be 
counterproductive. Yet these criticisms also highlight a challenge for advocates of tax relief to 
establish more accurately the value for money of tax cuts. It is wrong to blindly assume that tax 
cuts will always and everywhere expand the tax base and be, at least partially, self-financing. 
The revenue and economic effects of tax cuts depend crucially on getting the design right.

Indeed, as Professor Laffer noted in a 2007 interview: “I’ve never said that all tax cuts pay for 
themselves” and “the Laffer curve should not be the reason you raise or lower taxes. It is a 
consideration, but it’s not the reason.” People who argue that tax cuts are always and 
everywhere self-financing fail to understand the economics behind the Laffer curve. A common 
mistake is to confuse marginal effects (such as the effect on earning additional income) with 
inframarginal ones (such as the effect on income already earned). As Professor Laffer noted the 
second category of effects are deadweight revenue losers and are unlikely to have a feedback 
effect that increases the tax base and helps fund their cost.14 This is exactly the criticism that 
Professor Laffer made of elements of George W Bush’s tax cut programme.

Restoring the link between taxation and spending

The link between taxation and spending has been broken – with the public appearing to believe 
that ever increasing welfare benefits and public services can be made available to them at little 
or no extra cost. This is reflected in measures of the sustainability of the UK government debt 
which “show a long history of unsustainable borrowing: the surplus has been great enough to 
[sustainably] reduce public debt in only six of the past 34 years.”15

While many people have paid taxes and NICs all their working lives these payments have been 
spent on a pay-as-you-go basis. The fund into which NICs are paid (the National Insurance 
Fund) and the benefits paid out all operate on a pay as you go basis. Resources have not been 
put aside to cover future liabilities. Contributions have also on average been less than people 
could expect to receive from the welfare state at retirement. To illustrate:

 > As Prudential estimated in 2012, by the time the average worker is 56 years, nine months 
and three weeks old, they will have earned £1 million, paid £137,101 in income tax and 
£84,129 in NICs.16

 > As the Office for National Statistics has shown, on the basis of 2010-based projections, a 
man reaching State Pension age of 65 in 2011 could expect to spend 21.1 years in 
retirement and a woman could expect 23.8 years. Thus, based on 21 years life in retirement, 
these contributions made during working life by these people come out at around £4,000 a 
year.

 > Yet, as Corrie and Nolan showed, in 2010 the average retired family received £9,997 in cash 
benefits and £5,896 in benefits in kind. This does not account for benefits consumed during 
working lives.17

13 Corrie, Nolan and Zuccollo (2013), Not just a crash diet, improving public finances through structural reform, Reform, p. 29.
14 Nolan (2013), “Fiscal consolidation and transforming government in the United Kingdom,” Policy Quarterly, Vol. 9, Issue 3, p. 48.
15 Zuccollo (2012), “Long-term fiscal sustainability,” Reform Ideas, No. 1.
16 Prudential (2012), “One day we’ll be millionaires: Average Brit to make a million by the age of 65,” news release, 22 June.
17  Corrie and Nolan (2013), “Seismic shifts in the welfare state: Demographic trends and pension and NHS reform,” Reform Ideas, No. 4, Reform.
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This mismatch between contributions and benefits was able to persist as current contributions 
only had to be sufficient to cover current expenditure, not the larger liabilities that current 
workers were accruing. Further, as contributions allow “risk pooling” across the population 
(although in this case risk relates to benefitting from longevity), the contributions of people who 
reach retirement age are to some degree subsidised by people who contribute but die earlier. 
Fiscally speaking, this may have been manageable (although perhaps not wise) while the 
demographic outlook was favourable, but as the numbers of people in retirement increase and 
the share of the population of working age shrinks this is no longer the case.

Direct and indirect taxes

The focus on this paper is on the direct tax system. Direct taxes are taxes paid directly to 
HMRC by the entity (person) on which they are imposed. These include income taxes, NICs and 
corporation taxes (corporation taxes are not discussed in this paper as the focus is on the 
personal tax base).18 Indirect taxes, in contrast, are collected by an intermediary (e.g., a retailer) 
from the person who bears the tax (e.g., a shopper). Indirect taxes include VAT and excises. 
Direct taxes raise around 55 per cent of tax revenue while indirect taxes raise around 45 per 
cent. For families the burden they face from direct taxes increases for higher income deciles 
while indirect taxes make up a large share of the taxes paid by lower income deciles. The focus 
of this paper is on direct tax reform (particularly at the personal level) because, as shown below, 
the direction that indirect tax reform should take has already been clearly established. There is 
less clarity over the direction that direct tax reform should make.

The share of the tax burden between direct and indirect taxes

To illustrate the impact of direct and indirect taxes on income deciles Table 3 presents data 
drawn from the ONS’s series on the effects of taxes and benefits on household income. These 
data show the average taxes paid and the share of taxes paid in income taxes, NICs (both at the 
employee and employer levels), VAT and in other taxes over all households and in each income 
decile. Note that data limitations mean that not all taxes are covered in the ONS data (coverage 
is limited to those taxes which can be reasonably allocated to individual households). 

18  Some commentators may argue that there is no need to improve the UK’s personal tax base as action on the corporate base (such as 
closing the “tax gap”) would provide sufficient revenue. This view is wrong. It is necessary to recognise that the share of the tax gap that 
can be attributed to corporation tax, especially of large and very large businesses, is relatively small. Inaccurate returns from individuals 
and indirect taxes like VAT are the largest contributors to the UK’s tax gap (see Haldenby, Nolan, Thorpe and Trewhitt (2012), Reformers 
not spenders, Reform, pp. 36-40).
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Table 3: Tax Burden Facing All Households (2010-11)
Source: Reform calculations based on Effects of Taxes and Benefits on 
Household Income, 1990 to 2010-11 

Decile Households 
in the 
Population 
(000s)

Total 
Average 
Taxes

Total Tax Paid 
(Share of 
Total)  
(£ millions)

Share of Decile Payment by Tax Type

Income 
Tax

NICs NICs 
(Inc. 
Employer)

VAT Other 
Taxes

1st 2,643 £4,424 £11,693 
(3.4%)

9.2% 2.5% 10.4% 27.8% 52.6%

2nd 2,639 £4,989 £13,166 
(3.8%)

9.8% 4.6% 12.0% 28.6% 49.5%

3rd 2,649 £5,741 £15,208 
(4.4%)

13.0% 7.7% 14.5% 26.6% 45.8%

4th 2,642 £6,805 £17,979 
(5.3%)

17.9% 7.9% 14.0% 26.3% 41.8%

5th 2,643 £9,158 £24,205 
(7.1%)

24.4% 11.2% 16.4% 22.4% 36.8%

6th 2,644 £10,816 £28,598 
(8.4%)

26.5% 13.0% 17.8% 20.7% 34.9%

7th 2,641 £13,442 £35,500 
(10.4%)

31.7% 14.9% 19.0% 19.2% 30.1%

8th 2,644 £16,792 £44,398 
(13.0%)

37.2% 16.6% 20.2% 16.9% 25.6%

9th 2,643 £21,671 £57,276 
(16.7%)

41.1% 17.4% 20.6% 16.1% 22.2%

Top 2,648 £35,627 £94,340 
(27.6%)

53.6% 14.4% 17.0% 13.1% 16.3%

All 26,436 £12,946 £342,240 
(100%)

35.9% 13.5% 17.6% 18.4% 28.1%

These data show that the share of taxation for which income taxes account increases with 
income decile. For the poorest decile income taxes account for 9.2 per cent of tax revenues, 
while for the richest decile they account for 53.6 per cent. A similar pattern is present with 
employee NICs, although the share is highest for the ninth not tenth decile. When employer 
NICs are also included then the share significantly increases for lower deciles, with total NICs 
accounting for 10.4 per cent of the taxes paid by households in decile 1 (c.f., 2.5 per cent for 
employee contributions alone), compared to 20.6 per cent (c.f., 17.4 per cent) for decile 9.

In contrast to income taxes and NICs, the share of tax revenue that is collected via VAT 
decreases with deciles. Thus for decile one, 27.8 per cent of taxes are collected via VAT while 
for decile 10 the percentage is 13.1. Overall, 18.4 per cent of tax revenues from households are 
collected via VAT. Further, although the share of tax paid in VAT decreases with income, the 
absolute amount paid increases. Thus, while the average household in the bottom decile paid 
£1,230 in VAT, this increased for every income decile to reach £4,667 on average for every 
household in the wealthiest decile. This increase in VAT is consistent with the increase in the 
average tax paid by decile, with the average household in decile one paying £4,424 in total tax 
and the average household in decile ten paying £35,627.
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Indirect tax reform

The direction that indirect tax reform should take is clear. As Reform, the OECD, the Mirrlees 
Review at the IFS and the IMF, among others, have noted, the major opportunity for improving 
the indirect tax base is to broaden the VAT tax base.19 VAT is levied at a high rate but on a 
narrow base, which means it generates relatively little revenue at a high economic cost.

HM Revenue and Customs estimates that around £41.4 billion was lost in 2012-13 from zero-
rating and reduced-rating items with food, the construction of new homes and domestic gas 
and electricity accounting for the largest sources of lost revenue. Britain is one of only three EU 
countries to apply a zero rate to food (with Ireland and Malta) and is one of only two EU 
countries to apply a zero or reduced rate to children’s clothes (with Ireland and Luxemburg), 
and is alone in applying a zero rate to the construction of new homes (although other countries 
apply reduced rates).20 The result is that the UK’s “C-efficiency,” which measures the efficiency 
of consumption tax systems, is one of the worst in the OECD and only five EU-27 countries 
generate less revenue as a percentage of GDP from their VAT.21 

Table 4: Broadening the VAT Base (Estimated Lost Revenue 2012-13 Tax Years)
Source: HMRC (2013), Estimated costs of the principal tax expenditure and 
structural reliefs

 2012-13, £ million

Zero-rated items

Food 15,450

Construction of new dwellings (1) 6,500

Domestic passenger transport 3,500

International passenger transport (1) 300

Books, newspapers and magazines 1,750

Children’s clothing 1,800

Water and sewerage services 2,000

Drugs and supplies on prescription 3,000

Supplies to charities (1) 300

Certain ships and aircraft 750

Vehicles and other supplies to disabled people 600

Reduced rate items

Domestic fuel and power 5,200

Certain residential conversions and renovations 200

Total 41,350

Note: (1) These figures are particularly tentative and subject to a wide margin of error

Some commentators believe that broadening the VAT base would hurt poorer families most, 
since they spend a greater proportion of their income on goods and services than the rich. Yet 
zero-rating and reduced rating of items is of much less benefit to the lowest income families 
than often expected. As the International Monetary Fund has argued, “even if the poor spend a 

19  See Bassett, Haldenby, Nolan and Parsons (2010), Reality check: Fixing the UK’s tax system, Reform; Holmes (2010), “Growth friendly 
taxation,” Reform Journal, Issue 9; Mirrlees, Adam, Besley, Blundell, Bond, Chote, Gammie, Johnson, Myles and Poterba (2011), Tax by 
design: The Mirrlees Review, Institute for Fiscal Studies; International Monetary Fund (2013), United Kingdom—2013 Article IV 
Consultation Concluding Statement of the Mission, Washington.

20 European Commission (2013), VAT rates applied in member states of European Union.
21 Eurostat (2012), Tax Revenue in the European Union.
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larger proportion of their income on some item, the better off spend absolutely more.”22 Rather 
than trying to use the VAT system to help the poorest, there are more effective ways to provide 
support than through shrinking the VAT base. In 2010 Reform calculated that the government 
could scrap the zero and reduced rates of VAT while compensating the poorest and still raise 
approximately £15 billion extra revenue.23

The direct (personal) tax base

To help build a case for reform this paper outlines the current direct tax base (particularly at the 
personal level). Figure 3 shows the distribution of individuals by income. These data have been 
estimated based on the HMRC Survey of Personal Incomes (Public Use Tape), which provides 
unit record tax data for 674,716 individuals for 2009-10. As these data relate to a sample of the 
population of people for whom HMRC holds income tax records, weighting factors can be used 
to scale this sample up to reflect the tax base as a whole. Note that these data include both 
taxpayers and non-taxpayers (people with incomes below the personal allowance) and data on 
this second group should be interpreted with care. Note also the distribution shown is based on 
Total Earned Income (TEI), which does not include income from investments. There are 
limitations to any measure of income, but TEI is appropriate in this case as it broadly relates to 
the policy settings (the direct personal tax base) under review (although elements of the personal 
income tax base, e.g., savings and dividend income, are not captured). Further, as these data are for 
individuals and do not include household characteristics the distributional measures employed in 
this paper are for unequivalised incomes. The figure shows a large notch between £5,000 and 
£6,000 and the number of individuals declines as incomes increase. This distribution has a very 
long tail (which is truncated at £55,000 in the figure). 

Figure 3: Illustrative Distribution of Total Earned Income (TEI, Taxpayers and 
Non-Taxpayers, £1,000 bands)
Source: Reform calculations based on Survey of Personal Incomes 2009-10 
(Public Use Tape) 
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Note: This figure includes data on both taxpayers and non-taxpayers (people with taxable incomes below the 
personal allowance). The Survey of Personal Incomes (Public Use Tape) does not contain a representative sample 
of non-taxpayers and so this figure should be interpreted with care

22  IMF (2011), Revenue mobilisation in developing countries.
23  Bassett, Haldenby, Nolan and Parsons (2010), Reality check, Reform.
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Key features include personal allowances (and their claw-back), income tax rates and 
thresholds and employee NICs. In particular:

 > Income tax starts at a basic rate of 20 per cent for the first £32,010 of income, a higher rate 
of 40 per cent for income between £32,011 and £150,000, and an additional rate of 45 per 
cent for income over £150,000.

 > A personal allowance of £9,440 is applied to gross income (after other allowances and reliefs) 
before any income tax is deducted. The age-related personal allowance varies such that 
people aged between 65 and 75 have a personal allowance of £10,500, and people above the 
age of 75 have a personal allowance of £10,660. The standard allowance is clawed back 
above a threshold of £100,000 for all ages, and the extra age-related allowance is clawed 
back on income above £26,100 (until it reduces to the level of the standard allowance).

 > For wage earners, gross earnings below a primary threshold of £149 a week (£7,748 p.a.) do 
not have NICs payable. Income earned between the primary threshold and upper earnings 
limit of £797 a week (£41,444 p.a.) has a NICs rate of 12 per cent, and income above this 
upper earnings limit has a rate of 2 per cent.24

The combined operation of income tax and NICs is shown in Figure 4 and Figure 5. Figure 4 
shows the marginal effective tax rate (METR) profile. For illustrative purposes this profile shows 
METRs by taxable income, and only includes the effect of income tax and NICs on an additional 
pound of earnings. Nonetheless, as the figure shows, there are two main areas of very high 
marginal effective tax rates. These are where the 40p tax rate interacts with the 12 per cent 
NICs rate and where the clawback of the personal allowance interacts with the 40p tax rate.

Figure 4: Marginal Effective Tax Rate Profile
Source: Reform calculations
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24  Self-employed people face a different regime for NICs, with earnings above usually attracting a (Class 2) charge of £2.75 a week and 
profits above £7,755 also attracting (Class 4) charges.
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Figure 5: Average Tax Rate Profile
Source: Reform calculations
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Figure 5 shows the average tax rate profile. Average tax rates show the ratio of taxes paid and 
benefits received to income. When considering the labour supply effect of taxation it is 
important to consider changes to both marginal effective and average tax rates. While a tax 
reduction may, for example, lower marginal effective tax rates (thus increasing the reward from 
earning an additional £1.00), if this change also lowers average tax rates it may lower incentives 
to work (as a person may be able to meet a desired level of consumption earlier). The relative 
strength of changes to marginal effective and average tax rates requires careful empirical 
analysis.

Direct taxes by age group

The data on the direct tax base can also be used to identify how the burden of direct taxes falls 
on different age groups. As well as numbers of people, it is also possible to identify the direct 
taxes paid by age group. Figure 6 shows the total tax paid by each age group. This is based on 
total tax liability minus tax credits across the sample group. This analysis shows that the direct 
tax burden is particularly weighted on 35 to 55 year olds, who also have the greatest total 
income. When seen in the context of the pattern of lifetime earnings this result is not particularly 
surprising. 
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Figure 6: Total Income Tax and National Insurance Burden Paid (£ millions)  
by Age Group
Source: Reform calculations based on Survey of Personal Incomes 2009-10 
(Public Use Tape)
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Note: This figure includes data on both taxpayers and non-taxpayers (people with taxable incomes below the 
personal allowance). The Survey of Personal Incomes (Public Use Tape) does not contain a representative sample 
of non-taxpayers and so this figure should be interpreted with care

Table 5: Projected Share of Income Tax and NICs Base by Age Group
Source: Reform calculations based on Survey of Personal Incomes 2009-
10 (Public Use Tape) and ONS 2010-Based National Population Projections 
(Principal Projection)

2010  
(% share)

2013  
(% share)

2018  
(% share)

2023  
(% share)

2028  
(% share)

2033  
(% share)

Under 25 2.8 2.8 2.8 2.7 2.7 2.7

25-35 17.5 18.5 19.2 18.3 16.8 16.5

35-45 27.0 24.8 23.4 25.1 26.1 25.2

45-55 33.4 34.4 33.3 29.3 27.9 30.2

55-65 14.6 14.1 14.6 15.7 15.4 13.7

65-75 3.1 3.4 3.6 3.5 3.7 4.0

75+ 1.4 1.4 1.5 1.7 1.9 2.0

With population ageing, however, older taxpayers will account for an increasing share of the 
direct tax base. To illustrate, Table 5 shows projections for the share of direct taxes paid for 
each age group. These projections are based on the share of direct taxes paid by each group in 
2009-10, based on HMRC unit record tax data. Using population projections from the ONS 
these data were then projected (based on the average income tax and NICs burdens for each 
age group) forward to 2013 and then for every 5 years until 2033.
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The projections show that as the population ages, the share of income taxes and NICs paid by 
older cohorts will increase (holding all else constant). In 2010 the share of these direct taxes 
paid by the over-65s was 4.5 per cent and this is projected to increase by a third to 6.0 per cent 
in 2033. Conversely, the share paid by all age groups under 65 falls in the period to 2033. The 
result is that current policies which favour older taxpayers, such as the exemption from paying 
NICs and the higher personal allowances for people over 65, will imply a higher cost in terms of 
foregone revenue.

The challenge for fairness between generations

The OBR has taken a narrow approach to its remit on fiscal sustainability and has focussed on 
whether total tax revenue will be adequate to cover total expenditure. It has outlined the long 
term outlook for deficits, how this translates into a reliance on debt finance and the need for 
additional tax revenue and spending reductions.

The OBR has not, however, reviewed in detail how fiscal sustainability relates to inter-
generational issues. Yet changes in the tax system will radically alter the distribution of the tax 
burden between different population groups. This will impact on equity and on economic 
growth. Key issues are the balance between direct and indirect taxation and the structure of 
income tax. In particular:

 > The tax structure is likely to change in ways which could shift the emphasis in the tax system 
further towards income taxation. This reflects international pressure on corporate tax bases 
and possible reductions in the bases for excises on smoking, alcohol and on fuel.

 > There will be political incentives to shift income tax incidence towards the mid-life group.

The incentives to shift tax-incidence towards the mid-aged group reflects the increase in tax 
free allowances for workers with low incomes and international pressures which will make it 
difficult to raise tax rates on individuals with the highest incomes. There is a risk that 
governments will avoid hard decisions and simply raise tax burdens on the mid-aged group 
through fiscal drag and/or increasing NICs. Fiscal drag may potentially pull more people into 
higher rate tax bands, while older cohorts continue to enjoy low rates of income taxation and an 
exemption from NICs. The result is that the system could place a heavy burden on many people 
at the key productive stage of the life cycle and have serious effects on incentives and on 
economic growth. 
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Table 6: Population Ageing and Public Sector Net Debt
Sources: OBR (2013), Fiscal Sustainability Report, Table 1.1 and Chart 5.A; ONS 
(2010), Age Structure of United Kingdom, 1971-2085 

Share of Population 0 to 
64 (%)

Share of Population 15 to 
64 (%)

Public Sector Net Debt  
(% GDP)

1972 86.2 63.6 62

1982 84.9 65.7 44

1992 84.2 65.8 31

2002 84.1 66.5 31

2012 82.8 66.6 76

2022 80.7 63.6 74

2032 77.6 61.9 66

2042 76.3 61.0 71

2052 75.5 60.2 80

2062 74.2 59.2 99

High government deficits today impose a burden on future generations. Failing to rescue the 
public finances “would fuel rising taxes, lower economic growth and more severe restrictions 
on public expenditure in the future. Delaying action will serve to increase the size of the 
consolidation that is eventually required. Delay would place an unfair debt burden on future 
generations.”25 Putting (and keeping) public debt on a downward track not only requires 
eliminating the deficit but keeping the public finances in surplus for many years. This greater 
need for fiscal discipline will take place just as the demographic outlook facing future 
governments becomes more challenging. As Figure 6 shows, while the UK may have had high 
levels of public sector net debt before, this was when the population was younger.

Why shouldn’t pensioners get special treatment?

It has been argued that groups like pensioners deserve special treatment as their ability to pay 
taxes differs from non-retired individuals (even when these different individuals have the same 
incomes). This reflects an old principle of horizontal equity in tax policy, which, assuming 
income is regarded as a measure of ability to pay, argues that two individuals with the same 
income should pay the same amount of tax or receive the same amount of assistance.26 The 
corollary is that people with different abilities to pay should pay different amounts.

This old idea can be seen in contemporary debates – particularly on age related personal 
allowances and tax relief for married couples.27 Ability to pay not only reflects income but also 
reflects cost structures, with, for example, pensioner families having different cost structures to 
younger families. Given these different costs pensioner families may have lower ability to pay 
taxes then other families, and so consequently should face relatively lower tax burdens or 
receive higher levels of assistance.

25 Nolan (2011), The fairness test, Reform, p. 20.
26  The classical definition of horizontal equity is that people with equal ability to pay taxes or grounds for receiving assistance should face 

the same tax burden or should receive the same level of public assistance. A second and widely used definition of horizontal equity is 
based on the ranking of the income distribution and argues that horizontal equity requires the tax-benefit system to leave the ranking of 
individuals on the basis of pre-tax income unaltered. Conceptually, ability to pay (underpinning the classical definition of horizontal equity) 
differs from the distribution of income (underpinning the re-ranking criterion).

27  On married couples' tax relief see Nolan (2010), “Recognising marriage in the tax system is bad tax policy,” Conservative Home, 5 March, 
<http://conservativehome.blogs.com/centreright/2010/03/recognising-marriage-in-the-tax-system-is-bad-policy.html>, last accessed 
18 November 2013.
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There is wide support for the principle of horizontal equity or the equal treatment of equals. Yet 
while this principle sounds straightforward it can be difficult to apply in practice. A workable 
definition of horizontal equity has been elusive. Three key issues have arisen in the construction 
of measures of horizontal equity:

 > The first issue is establishing whether there is a need for an independent horizontal equity 
criterion or whether horizontal equity can be implied in the assumed aversion to inequality in 
the income distribution. Horizontal equity may simply represent a component of the overall 
measure of welfare. 

 > A second issue is justifying the criteria for horizontal equity if an independent horizontal 
equity criterion is required. For instance, one measure of horizontal equity is the assessment 
of whether re-ranking in the income distribution occurs. This criterion has, however, been 
criticised as giving undue weight to the status quo income distribution.

 > A third issue in defining a measure of horizontal equity is establishing the characteristics of 
the groups of people that are to be treated as equals (i.e., the extent that family’s cost 
structures should be taken into account), what equal treatment entails, and how deviations 
are to be evaluated. As Musgrave has argued: as a first step, operational meaning must be 
given to the concept of equal position.28

This all means that there are practical difficulties in basing tax policy upon horizontal equity 
principles. This requires precisely defining the groups of people to be treated as equals, and 
what equal treatment entails, which has become more difficult in an environment when 
increasing numbers of people over-65s are continuing to work.

Further, the mechanics of the income tax scale (e.g., based on individual and annual taxable 
incomes) means that there are some policy objectives that direct tax policy changes are not 
suited to addressing. Changes to direct taxes are a blunt policy tool, while for many objectives 
the more targeted approach that welfare benefits can provide (e.g., with their greater ability to 
assess need and more complex income streams) means they are more appropriate. A desire to 
account for the specific needs of pensioners would more appropriately be pursued through 
reform to the state pension system, not through broad changes to direct taxes.

Examples of special treatment for pensioners

Pensioners receive support from the state through state pensions and means-tested benefits. 
However, they are also treated more generously by other parts of the tax and benefits systems. 
One example of this is the exemption from employee and self-employed NICs for people above 
the State Pension Age. This exemption does not reflect the modern labour market. Further, as 
the Institute for Fiscal Studies (IFS) has shown, the value of this exemption has grown in recent 
years as the Government has increased NICs while holding stable or reducing income tax rates. 
One result is that the gap in the average tax rates between pensioners and non-pensioners has 
roughly doubled over the past 30 years.29 Favouring pensioners, without recognising variations 
in ability to work, is not a sound use of tax revenue.

28  Musgrave (1976), “ET, OT and SBT,” Journal of Public Economics, 6, pp. 4-5.
29 Adam, Browne and Johnson (2012), Pensioners and the tax and benefit system, IFS Briefing Note BN130.
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Table 7: Breakdown of Direct Tax Burden by Age Group
Source: Reform calculations based on Survey of Personal Incomes 2009-10 
(Public Use Tape)

Age Group Average Income Tax and 
NICs (£ pa, including Non-
Taxpayers)

Share Income Tax (%) Share NICs (%, 
Employee and Employer 
Contributions)

Under 25 £1,131 39.2 60.8

25-35 £4,903 48.2 51.8

35-45 £7,442 54.8 45.2

45-55 £9,674 59.3 40.7

55-65 £5,207 58.4 41.6

65-75 £1,674 86.6 13.4

75+ £865 96.4 3.6

TOTAL £5,131 56.8 43.2
 
Note: This table includes data on both taxpayers and non-taxpayers (people with taxable incomes below the 
personal allowance). The Survey of Personal Incomes (Public Use Tape) does not contain a representative sample 
of non-taxpayers and so this table should be interpreted with care

Reform estimates that ending the exemption from (employment and self-employed) NICs would 
raise £735 million and only affect the richest (by income) 6.3 per cent of people aged over 65 
(who have incomes above current National Insurance Contributions thresholds). Most of this 
revenue (£661.4 million, or 90 per cent of the total) would be raised from pensioners aged 
between 65 and 75.

Tax relief for contributions to pension funds is a further potential area for reform. The Pensions 
Policy Institute estimated that total tax relief on private pensions is over £35.0 billion or 2.2 per 
cent of GDP and the net cost of tax relief can be estimated at £23.7 billion or 1.5 per cent of 
GDP.30 There is a concern that this relief is expensive, poorly targeted and does not achieve its 
policy objectives. It is regressive, in that it tends to benefit higher and top rate taxpayers more, 
and is unlikely to increase national savings rates, as much of the savings it encourages are 
funds redirected from other forms of saving. Tax relief on pensions is complicated by the other 
pension entitlements, such as the Pension Credit, other social security means-tests, and 
frequent changes in its design.31

Furthermore, as Otto Thoresen, the Director General of the Association of British Insurers (ABI), 
has written: “the time is right to ask whether taxpayers’ money is really working as hard as it 
could to help and encourage as many people as possible to save. The current system does 
some good things, such as preventing people being double taxed, but the industry believes it is 
right to ask if the current system is as effective as it could be.”32

30 Echalier, Adams, Redwood and Curry (2013), Tax relief for pension saving in the UK, p. 16.
31  Bassett, Haldenby, Nolan and Parsons (2010), Reality check, Reform, and Office for Tax Simplification (2012), Review of pensioners’ 

taxation: Interim report, Office for Tax Simplification, London.
32  Thoresen (2013), “One year on from Automatic Enrolment – what’s the next big idea to build on its initial success?” Opinionated, ABI Blog, 

9 September.
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Table 8: Pensions Tax Relief by Decile and Age  
(£ Millions, Ranked by Unequivalised TEI)
Source: Reform calculations based on Survey of Personal  
Incomes 2009-10 (Public Use Tape)

Under 25 25-35 35-45 45-55 55-65 65-75 75+ Total Share (%)

1 2.4 8.2 37.6 45.0 42.5 0.8 0.1 136.6 0.6

2 9.9 8.7 18.4 30.8 35.4 3.2 0.1 106.5 0.5

3 10.2 15.7 60.6 87.9 64.7 5.6 0.3 245.0 1.1

4 21.2 25.4 66.0 98.5 66.8 6.4 1.4 285.7 1.3

5 33.3 48.2 84.9 109.4 80.7 8.1 0.4 364.9 1.6

6 75.3 106.2 145.0 171.1 107.2 7.5 1.1 613.4 2.7

7 104.1 254.9 273.2 329.2 197.4 12.4 0.2 1,171.5 5.2

8 119.9 528.9 501.6 577.1 352.8 14.4 0.2 2,095.0 9.4

9 109.1 1,157.7 1,189.4 1,222.9 652.8 22.9 0.4 4,355.1 19.5

10 43.0 1,712.2 3,750.9 4,875.2 2,421.6 155.8 2.2 12,960.9 58.0

Total 528.5 3,866.0 6,127.7 7,547.1 4,021.9 237.2 6.4 22,334.7 100.0

Share 2.4 17.3 27.4 33.8 18.0 1.1 0.0 100.0
 
Note: This table includes data on both taxpayers and non-taxpayers (people with taxable incomes below the 
personal allowance). The Survey of Personal Incomes (Public Use Tape) does not contain a representative sample 
of non-taxpayers and so this table should be interpreted with care

As the ABI has also noted, while it is right to look to reform pension tax relief, care is needed. 
This paper reinforces this need for careful reform by showing that not only is there the potential 
for double taxation but any changes will especially impact on younger taxpayers. Data 
extracted from the Survey of Personal Incomes 2009-10 (Public Use Tape) on the distribution of 
pension tax relief by decile and age are shown in Table 8. Not only do these data show that 86.9 
per cent of the relief goes to the top three income deciles (ranked by unequivalised TEI), but 
that the majority of the relief (61.2 per cent) is received by people aged 35 to 55 and 19.7 per 
cent of relief is received by people below 35. The reform of pension tax relief is thus (like 
debates over the retirement age) an issue that largely affects future generations of retirees 
(indeed, only around 1.1 per cent of this tax relief goes to individuals aged over 65). The 
necessary reform to tax relief on pensions should be done with care and also recognise this will 
represent an additional burden on younger taxpayers.

The limits of direct tax reform

There is no such thing as a tax policy change that pleases everyone. All changes require trade-
offs. To give one example, a reduction in a refundable tax credit (e.g., a tax credit like the Child 
Tax Credit when the amount paid can exceed tax liability) to parents out of work can help save 
money and improve financial incentives to work. Yet this may also mean that more of these 
families are in poverty (although in the longer term poverty rates may fall due to the improved 
incentives to work). This trade-off between poverty alleviation, financial incentives and fiscal 
cost can be referred to as an iron triangle.

Further, in many cases the trade-offs in the design of a policy are not just between the three 
objectives but within them. As a second example, an increase in the standard personal 
allowance may improve incentives to work for very few hours of work a week (between the 
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existing and new level of the allowance) but would discourage the shift to full-time and higher 
wage employment.33 This is because most people who receive a reduction in tax due to this 
policy change will have incomes above the level of the allowance, and so will pay less tax on 
existing earnings (have a reduction in average tax rates) but not actually face improved 
incentives to increase their work effort (face no reduction in their marginal effective tax rates). 
For this reason increasing personal allowances is likely to be an extremely ineffective approach 
to increasing labour supply.

While many tax policy changes will require trade-offs between principles, a good rule of thumb 
for reconciling them is to pursue a broad base, low rate tax policy. Generating additional tax 
revenue through broadening tax bases is preferable to increasing rates. A broader base would 
ensure that similar goods and activities are taxed in the same way. This approach would avoid 
the economic costs associated with higher tax rates – taxes become more damaging as rates 
increase – and it would allow for lower rates in the longer term. A broad base, low rate approach 
also tends to result in less political interference as it is harder for governments to introduce tax 
policies targeted towards particular groups.

Finally, the mechanics of the income tax scale (e.g., based on individual and annual taxable 
incomes) also mean that there are some policy objectives that direct tax policy changes are not 
suited to addressing. Changes to direct taxes are a blunt policy tool, while for many objectives 
the more targeted approach that welfare benefits can provide (e.g., with their greater ability to 
assess need and more complex income streams) is more appropriate. A desire to account for 
the specific needs of pensioners, for example, would more appropriately be pursued through 
reform to the state pension system, not through broad changes to direct taxes.

33  In the longer run labour market outcomes also reflect the segmented nature of labour markets with, for example, evidence showing that 
encouraging lone parents into micro-jobs may simply trap them on the sticky floor of the labour market and encourage churn in the 
secondary labour market rather than being a stepping stone to full-time employment.
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Annex 1: Evaluation of proposals for direct tax reform

This annex provides illustrative analysis of key direct tax policy proposals. These proposals are 
increasing the personal allowance to £12,500, introducing a 10p tax rate subject to a revenue 
constraint of £2 billion and replacing the 20p tax rate with a 10p tax rate.

The Conservative and Liberal Democrat proposal to increase the personal allowance to 
£12,500:

 > Is estimated to cost £15.9 billion.

 > Would provide 0 per cent of the support from this change to people below the current level 
of the personal allowance and 1.3 per cent would go to people who earn equivalent to the 
minimum wage for 35 hours per week.

 > Would mean more people will face marginal effective tax rates (METRs) of over 60 per cent 
(increasing from 34,178 to 176,097) due to the claw-back of the allowance.

Further, the Labour Party’s proposal to reintroduce a 10p tax rate subject to a fiscal constraint 
of £2 billion would do little to improve the outcomes of the tax scale. To restrict relief to 40p rate 
taxpayers the Labour Party’s proposal would also involve shifting this tax threshold down from 
£32,010 to £31,510. The maximum tax relief under this proposal would be £100 per annum and 
the changes:

 > Would provide 0 per cent of the support from this change to people with incomes below 
£9,440 or above £41,450 and mean 111,029 people would face higher METRs.

Increasing the personal allowance to £12,500

Under this proposal the personal allowance will be increased to £12,500. The baseline is the 
existing personal allowance of £9,440. The age-related personal allowances will also increase 
to £12,500 (from £10,500 for people aged 65 to 75 and £10,660 for people over 75).

Static Impact on Revenue and Age Groups

The static revenue effect of this option is shown in Table 9. This is a static estimate and so it 
makes no account for the possibility of there being a feedback loop between these tax 
changes, economic activity, the tax base and thus tax revenues. These estimates do not 
account for any effect of changes in the direct tax base on indirect taxes (e.g., due to any 
increase in consumer spending). These estimates also do not take into account any changes in 
administrative or compliance costs from these changes. 
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Table 9: Static Effect on Revenue of £12,500 Personal Allowance
Source: Reform calculations based on Survey of Personal Incomes 2009-10 
(Public Use Tape)

Total tax paid Current scenario (£ 
millions)

New scenario (£ 
millions)

Change (£ millions) Share of Gain (%)

Under 25 6,608.8 5,659.1 -949.7 6.0

25-35 40,633.0 37,349.8 -3,283.2 20.6

35-45 61,382.7 57,538.3 -3,844.5 24.1

45-55 75,980.7 72,181.5 -3,799.1 23.8

55-65 31,449.4 28,804.1 -2,645.3 16.6

65-75 7,007.8 6,113.0 -894.8 5.6

75+ 3,200.2 2,683.7 -516.6 3.2

TOTAL 226,262.6 210,329.4 -15,933.2 100.0
 
Note: This table includes data on both taxpayers and non-taxpayers (people with taxable incomes below the 
personal allowance). The Survey of Personal Incomes (Public Use Tape) does not contain a representative sample 
of non-taxpayers and so this table should be interpreted with care

The proposal is estimated to cost around £15.9 billion in tax revenue. As Table 10 shows, none 
of the benefit goes to people below the current level of the personal allowance, and only 1.3 per 
cent of the benefit goes to people who earn equivalent to the minimum wage (for adults 21+) for 
35 hours per week and 52 weeks a year. By age group, most of the gain goes people aged 25 to 
55, with people 25 to 35 receiving 20.6 per cent, people 35 to 45 receiving 24.1 per cent and 
people 45 to 55 receiving 23.8 per cent. People aged 55 to 65 receive around 16.6 per cent, 
people above 65 receive 8.8 per cent and people under 25 receive 6.0 per cent. 

Table 10: Distributional Effect of £12,500 Personal Allowance (Selected Groups)
Source: Reform calculations based on Survey of Personal Incomes 2009-10 
(Public Use Tape)

Receipt below threshold  
(£ millions)

Share below threshold

Current allowance (£9,440)  -   0.0%

Full time minimum wage (£11,484) 214.5 1.3%

£50,000 income per annum 12,856.6 80.7%
 
Note: This table includes data on both taxpayers and non-taxpayers (people with taxable incomes below the 
personal allowance). The Survey of Personal Incomes (Public Use Tape) does not contain a representative sample 
of non-taxpayers and so this table should be interpreted with care; full-time minimum wage is based on 35 hours 
per week, 52 weeks per year and the 21+ wage rate
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Impact on METRs

The potential effects of the package on incentives to work can be indicted with the METR 
profile. Note that METR profiles only provide a partial picture of incentives (emphasising the 
substitution effect on a next £ of earnings) and are more complex in reality than shown. 
Nonetheless, they can illustrate the broad effects of a package. 

As the current METR profile shows, the clawback of the personal allowance above £100,000 
leads to very high METRs at this income range. This also shows that there is an effective 42 per 
cent tax rate on incomes above £41,450 (due to the interaction of the interaction of the 40 per 
cent rate and 2 per cent NICs). (Note that between £41,444 and £41,450 the METR falls to 22.2 
per cent, as the NICs rate drops from 12 to 2 per cent while the 20 per cent income tax rate 
remains.)

The higher personal allowance means that more people are taken out of tax. However, the 
range of zero METRs is no larger as NICs apply before the current level of the personal 
allowance. The delay in income tax, however, means that for 4.46 million people there is a small 
reduction in their METRs. (Note that the efficiency effects of this particular aspect of the change 
should not be overstated, as there will be conflicting income and substitution effects.) The high 
METRs above £100,000 apply over a wider range of incomes. The number of people facing 
METRs above 60 per cent increases by 34,178 to 176,185. Overall there is thus little 
improvement in the financial incentives to work implicit in the overall personal income tax scale. 

Table 11: Impact on METRs
Source: Reform calculations

Range of METRs Number of People (Status 
Quo)

Number of People (After 
Reform)

Change in Numbers of 
People

0 to 10  13,275,623  13,275,623  -  

10 to 20  2,750,693  7,217,012  4,466,319 

20 to 30  1,041  559,193  558,152 

30 to 40  3,356,637  2,764,307 -592,330 

40 to 50  23,139,298  18,672,980 -4,466,319 

50 to 60  -   -   -  

60+  142,007  176,185  34,178 

Facing a reduction  5,024,470 

Facing an increase  34,178 

Facing no change  37,606,652 
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Figure 7: Impact on METRs
Source: Reform calculations
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Note: This profile uses pay as a proxy for total taxable income. The profile for groups who have non-pay taxable 
income (such as pensioners) or self-employed income may differ from that shown

A 10p tax rate

This section discusses two illustrative policy changes.

 > In the first the 10p rate is reintroduced and the band is designed so the foregone tax revenue 
is £2 billion. The threshold for the 40p rate is also lowered to ensure that people facing this 
rate do not benefit from the change. This £2 billion figure relates to the Labour Party’s 
estimate for the revenue gained from the introduction of an additional tax on large houses.

 > In the second illustrative change the 20p tax rate is replaced with a 10p tax rate.

The first proposal is evaluated only briefly below while the second proposal is evaluated in more 
detail.

10p rate at a cost of £2 billion 

The fiscal cost of introducing a 10p rate will depend on the band of income over which it 
applies. Changing initial tax rates is always very expensive as the benefit from these changes 
would usually go to all people with incomes above the level of the personal allowance. 
However, the Labour Party has proposed that, to satisfy a cap for the cost of this change of £2 
billion (the Labour Party estimate of the revenue gained from an additional tax on housing 
wealth), the band of income over which an initial 10p rate could apply should be £1,000 per 
annum and this would be made affordable by shifting forward the threshold for the 40p rate. 
This implies lowering the threshold for the 40p rate from £32,010 to £31,510.
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The result is a tax cut that costs £2.07 billion where no benefit would go to people below £9,440 
(the current level of the personal allowance) or above £40,950. For those people who do benefit 
the maximum annual tax reduction would be £100.00 and 4.3 per cent of the benefit would go 
to people who earn below the minimum wage for 35 hours per week (based on the 21+ rate and 
52 weeks of work a year).

This policy would make little material change to the METR profile as while 1.5 million people 
would receive a very small reduction in their METRs, 0.2 million people would face an increase 
in METRs and 23.1 million people would receive a very small reduction in their average tax rate. 
This expensive change would thus do practically nothing to improve the impact of the tax scale 
on incentives to work. There is thus no merit in pursing this policy. For illustrative purposes the 
remainder of this section evaluates the application of a 10p rate more generally. 

Table 12: Static Effect on Revenue of 10p Tax Rate
Source: Reform calculations based on Survey of Personal Incomes 2009-10 
(Public Use Tape)

Total tax paid Current scenario  
(£ millions)

New scenario   
(£ millions)

Change (£ millions) Share of Gain (%)

Under 25  6,608.8  6,438.9 -169.9 8.2

25-35  40,633.0  40,181.3 -451.7 21.7

35-45  61,382.7  60,974.5 -408.2 19.6

45-55  75,980.7  75,598.9 -381.7 18.4

55-65  31,449.4  31,120.5 -328.8 15.8

65-75  7,007.8  6,803.9 -204.0 9.8

75+  3,200.2  3,065.8 -134.5 6.5

TOTAL  226,262.6  224,183.8 -2,078.8 100.0
 
Note: This table includes data on both taxpayers and non-taxpayers (people with taxable incomes below the 
personal allowance). The Survey of Personal Incomes (Public Use Tape) does not contain a representative sample 
of non-taxpayers and so this table should be interpreted with care

Static Impact on Revenue and Age Groups

The static revenue effect of replacing the 20p rate with a 10p rate is shown in Table 13. This is a 
static estimate and so it makes no account for the possibility of there being a feedback loop 
between these tax changes and the tax base (economic activity) and thus in turn tax revenues. 
These estimates do not account for any effect of changes in the direct tax base on indirect 
taxes (e.g., due to any increase in consumer spending). These estimates also do not take into 
account any changes in administrative or compliance costs from these changes.
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Table 13: Static Effect on Revenue of 10p Tax Rate
Source: Reform calculations based on Survey of Personal Incomes 2009-10 
(Public Use Tape) 

Total tax paid Current scenario (£ 
millions)

New scenario (£ 
millions)

Change (£ millions) Share of Gain (%)

Under 25  6,608.8  5,371.4 -1,237.4 3.5

25-35  40,633.0  33,399.2 -7,233.8 20.6

35-45  61,382.7  52,382.6 -9,000.1 25.6

45-55  75,980.7  67,256.4 -8,724.3 24.8

55-65  31,449.4  25,881.5 -5,567.8 15.8

65-75  7,007.8  4,799.8 -2,208.1 6.3

75+  3,200.2  2,002.4 -1,197.9 3.4

TOTAL  226,262.6  191,093.2 -35,169.4 100.0
 
Note: This table includes data on both taxpayers and non-taxpayers (people with taxable incomes below the 
personal allowance). The Survey of Personal Incomes (Public Use Tape) does not contain a representative sample 
of non-taxpayers and so this table should be interpreted with care

The reform is estimated to cost around £35.2 billion in tax revenue. As Table 14 shows, none of 
the benefit goes to people below the current level of the personal allowance, and only 0.3 per 
cent of the benefit goes to people who earn equivalent to the minimum wage for 35 hours per 
week. By age group, most of the gain goes people aged 25 to 55, with people 25 to 35 receiving 
20.6 per cent, people 35 to 45 receiving 25.6 per cent and people 45 to 55 receiving 24.8 per 
cent. People aged 55 to 65 receive around 15.8 per cent, people above 65 receive 9.7 per cent 
and people under 25 receive 3.5 per cent.

Table 14: Distributional Effect of 10p rate (selected groups, £ millions)
Source: Reform calculations based on Survey of Personal Incomes 2009-10 
(Public Use Tape)

Receipt below threshold (£ millions) Share below threshold

Current allowance (£9,440)  -   0.0%

Minimum wage (£13,125)  107.2 0.3%

50,000  27,109.0 77.1%
 
Note: This table includes data on both taxpayers and non-taxpayers (people with taxable incomes below the 
personal allowance). The Survey of Personal Incomes (Public Use Tape) does not contain a representative sample 
of non-taxpayers and so this table should be interpreted with care; full-time minimum wage is based on 35 hours 
per week, 52 weeks per year and the 21+ wage rate

Impact on METRs

The potential effects of the package on incentives to work can be indicted with the METR 
profile. Note that METR profiles only provide a partial picture of incentives (emphasising the 
substitution effect on a next pound of earnings) and are more complex in reality than shown. 
Nonetheless, they can illustrate the broad effects of a package. As the METR profile shows, the 
replacement of the 20p rate with a 10p rate reduces METRs (and average tax rates) for a sizable 
number of people (people between £9,440 and £41,450, which is equivalent to 23.14 million 
people). All people above this level receive a reduction in average tax rates only, which is 
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equivalent to an additional 3.50 million people. (Note that the efficiency benefits of this 
particular aspect of the change should not be overstated, as there will be conflicting income 
and substitution effects.)

Figure 8: Impact on METRs
Source: Reform calculations
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Note: This profile uses pay as a proxy for total taxable income. The profile for groups who have non-pay taxable 
income (such as pensioners) or self-employed income may differ from that shown

Table 15: Impact on METRs
Source: Reform calculations

Range of METRs Number of People (Status 
Quo)

Number of People (After 
Reform)

Change in Numbers of 
People

0 to 10 13,275,623 13,275,623 -  

10 to 20 2,750,693 2,751,734 1,041 

20 to 30 1,041 23,139,298 23,138,257 

30 to 40 3,356,637 3,356,637 -  

40 to 50 23,139,298 -  -23,139,298 

50 to 60 -  -  -  

60+ 142,007 142,007 -  

Facing a reduction 23,140,340 

Facing an increase -  

Facing no change 19,524,960 
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Annex 2: Algebraic approach to calculating METRS

A key measure for evaluating changes to taxes and transfers is their impact on marginal 
effective tax rates (METRs) and average tax rates (ATRs).

 > Marginal effective tax rates (METRs) show the proportion by which a pound increase in gross 
income is reduced by income taxes and the abatement of welfare transfers. An METR is one 
minus the change in net income after taxation and abatement of income transfers resulting 
from earning £1 more. METRs are reflected in the slope of the budget constraint.

 > Average tax rates (ATRs) illustrate the change in the income available for consumption and 
are reflected in the height of the budget constraint. ATRs show the ratio of taxes paid and 
benefits received to income.

Whether changes to METRs and ATRs reinforce or offset each other depends on the case at 
hand and requires empirical analysis. The size of the responses of different groups depends on 
the uncompensated elasticity of labour supply and the numbers of people in the groups.

Modelling the degree to which changes in these measures results in behavioural responses is a 
difficult exercise and is often subject to controversy. Difficulties include:

 > Whether the results presented distinguish between the numbers and ages of children in 
households, which is an important consideration in the labour supply of lone parents.

 > Whether the results presented show incentives relative to hours of work (not earned 
incomes) in order to distinguish the effects among families on similar incomes but facing 
different wage rates.

 > Whether the results account for unemployment, which would mean that not all participation 
of particular groups would lead to increases in labour supply (due to displacement effects).

 > How joint labour supply decisions in couples are taken into account.

 > The sensitivity of results to the assumed labour supply elasticities and the degree to which 
earnings elasticities and participation elasticities are held constant among different 
population groups.

 > Whether decisions on whether or not to work, and hours of work, are based on continuous 
labour supply models, or discrete hours labour supply models (which recognise that people 
may choose from only a limited set of possible hours of work).

Approach to calculating METRs

METRs cannot always simply be calculated as the sum of the personal income tax rate, 
National Insurance Contributions and benefit abatement. Also complicating the calculation of 
METRs is that while personal income taxes are levied on individual income, some other 
programmes abate against joint income. The METRs in this study are calculated for adults in 
single and partnered families. When calculating the METRs of a person in a partnered family, his 
or her partner’s income is assumed to remain constant.

The calculation of METRs can be illustrated with the following algebraic approach. METRs 
measure the change in income in the hand from an additional £1.00 of earnings. This £1.00 
increase in gross earned income (YG ) is converted into gross taxable income (YT ) by subtracting 
any remaining personal allowance (PA ) up to £1.00:

 (1). YT = YG – PA
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Gross taxable income is then reduced by the relevant marginal income tax rate (T) and National 
Insurance Contribution rate (N), giving assessable income of (YA ):

 (2). YA = YT (1– T – N)

The Universal Credit abatement rate (UA) is applied to this assessable income, giving Net 
Income before Student Loan and High Income Child Benefit Charge (YN ). Note that Universal 
Credit claimants can disregard earnings up to their work allowance before the taper rate is 
applied:34

 (3). YN = (1 – UA) * YA

 The METR is then:

 (4). METR = 1 – YN

Some people may also face Student Loan repayments and the High Income Child Benefit 
Charge (note that with the benefit cap it is unlikely that families will face both this charge and 
abatement of the Universal Credit).

The Student Loan repayment (S) applies to gross earned income (YG ), which means it can be 
accounted for in the METR calculation as:

 (5). METR = 1 – YN + S

Where:

 (6). S = YG * SR

And SR is the student loan repayment rate.

The High Income Child Benefit Charge (C) also applies to gross earned income (YG), which 
means it can be accounted for in the METR calculation as:35

 (7). METR = 1 – YN + S + C

Where:

 (8). C = YG * (CB/10,000)

And CB is the annual value of the family’s Child Benefit and 10,000 reflects the Government’s 
policy parameters (where the benefit reduces at the rate of 1 per cent for every £100 of income 
above £50,000).

34  For a joint income household this assessable income is the total of both the primary and secondary earners’ Net Income before Student 
Loan and High Income Child Benefit Charge.

35 For a joint income household the High Income Child Benefit Charge applies to the higher of the two incomes only.


