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 : Executive summary

Financial pressures are not even over our lifetimes. People 
usually find themselves most “squeezed” immediately after 
buying their first house, and after their children are born. If 
Britain were to have age-specific tax breaks, it should be for 
the young. 

Instead, we give tax breaks to retired people – through an 
additional personal tax allowance, a tax-free pension lump 
sum, and by exempting pensioners from National Insurance. 
The government has already limited the additional personal 
allowance, but it is the tax-free lump sum and the National 
Insurance exemption that are most costly – and most regressive.

The result of these tax breaks is that the most affluent 
pensioners pay far less in tax than people on the same level 
of income who just happen to be young. 

This report argues that we should move to a much more age 
neutral tax system. As well as phasing out the additional 
personal tax allowance, as the government is doing, we 
should reduce the maximum tax-free lump sum, end further 
accrual rights, and levy National Insurance on affluent 
pensioners.

More specifically, we argue that the maximum tax-free lump 
sum should fall from £375,000 to £41,450, the level of income 
at which people are required to pay higher rate tax. The right to 
any tax-free lump should be gradually withdrawn from those 
with pension pots greater than £250,000, so that those with 
pension pots of more than a third of a million are no longer 
eligible for a tax-free lump sum. There is no case for giving a 
tax break to some of the wealthiest people in the country.
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Furthermore, we would end the right of accrual for tax-free 
lump sums. Existing rights to a lump sum would be respected, 
up to the levels outlined above, but no further accrual would 
be allowed. This means that over time the tax-free lump sum 
would fade away, and this anomalous, regressive element of 
the income tax system would disappear.

The report also argues that there is no reason to exempt either 
pensions or pensioners from National Insurance. National 
Insurance is now a form of income tax in all but name, and 
should be treated as such. We accept that it makes no sense to 
levy National Insurance on pensioners who are also on means 
tested benefits, and therefore propose that pensioners should 
receive an additional £8,000 pensioner National Insurance 
allowance. This means that no pensioner with an income of 
less than £15,810 would pay a penny in National Insurance, 
which would be levied at the standard rate thereafter. As with 
the current pensioner additional tax allowance, the proposed 
additional pensioner National Insurance allowance would be 
withdrawn from the most affluent pensioners.

These proposals raise more than £5bn in the short run 
and over £9bn in the long run. Since our intention is to 
make taxes fairer, rather than to raise taxes, we propose 
using the money raised to increase the standard personal 
allowance. The amount raised allows the allowance to rise 
by £1,100 immediately, and almost £1,700 in the long run. 
This is sufficient to take 700,000 people out of income tax 
immediately, rising to 2 million later on. Almost all remaining 
income taxpayers would receive a tax cut of £230 in the short 
run, rising to £330 in the medium term. 

These changes are progressive: those in income deciles 
one to seven are made better off on average, while those in 
deciles eight to ten are worse off. 

The majority of existing pensioners would be unaffected, 
with 68% of current pensioner households either unaffected 
or better off as a result of the changes. In the medium term 
people will pay less tax when they are young and more likely 
to be under financial pressure, and more tax when they are 
retired and less likely to be in need of a tax break.
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 : Introduction

Buying our first house was a good financial decision for 
my wife and me. But it was tough at the time. Every penny 
we had, and some more, went to pay for the deposit. The 
monthly payments were high. We could not afford curtains 
for our bedroom, and made do with an old pair given to us 
by my in-laws, which were about 6 inches too short. We put 
a row of books along the windowsill to fill the gap. All our 
furniture was cast-offs, second hand, and borrowed. The 
television, needless to say, was black and white. 

The second time we felt the pinch was after our daughter was 
born. We had moved to a bigger house, and our mortgage 
was correspondingly larger. My wife went from working full 
time to part time, and we had to pay for child care. We were 
glad to have an interest only mortgage. 

I hear the same from other people. Almost every homeowner 
will tell you that the first couple of years are the hardest. 
Later on pay rises and creeping inflation generally make the 
mortgage a bit easier to bear, and once you have curtains 
that fit, they last forever. Childcare costs also fall once 
children are entitled to free nursery care, and later on to free 
schooling. My parents and parents-in-law, both retired now, 
tell me that it was harder to make ends meet when they were 
younger than now they are retired. 

Nor are these pressures on the young getting better. David 
Willetts has written an excellent book, The Pinch, setting out 
how life is tough for young people, while the middle aged 
and older do ever better.1 As well as the pressures that I faced 

1 D Willetts, ‘The Pinch’, 2010.
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as a young homeowner, today’s young people generally 
face housing costs far higher, and may well have to make 
university loan repayments as well.

An ideal tax system would recognise that there are different 
pressures on our incomes at different times. If we are going 
to get a tax break once in our life, it would be good to get 
it when we are young, and most need it. It is perverse that 
Britain gives out three age-specific tax breaks – all of them 
to people aged 60 or above. Pensioners are exempt from 
National Insurance, even if they are still working. They are 
able to take a quarter of their pension as a tax-free lump 
sum. Finally, most people aged 65 or older get an additional 
tax-free allowance. 

The government has already begun to curtail these tax breaks. 
The additional tax-free allowance for pensioners is being 
frozen in cash terms, and will not apply to future pensioners. 
That is to be welcomed, although the government should 
have defended the policy on its merits, rather than claiming 
it was an example of tax simplification. 

This report argues that the government should go further. It 
is currently possible for the richest people in Britain to receive 
£375,000 tax-free on retirement. That is not a well-designed 
tax break. We should limit the pension tax-free lump sum to 
around £41,450, the threshold for higher rate taxation. Even 
then, we should withdraw this tax break from the very richest. 
There is simply no case for giving a tax break to some of the 
countries richest and most successful people, at a time that 
even they need it least. Those on average incomes or below 
would not be affected; the most affluent would pay their fair 
share.

The government should also limit the National Insurance 
exemption after retirement to people on middle incomes 
and below. Again it is right to ask the most affluent to pay 
their fair share. Of course, it makes no sense to charge 
National Insurance on pension incomes only a little above 
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the standard National Insurance threshold of £7,810 a year2 
since a pensioner on such a level of income will generally 
be in receipt of means-tested benefits. Instead we propose 
an additional pension age National Insurance allowance of 
£8,000, so that pensioners pay National Insurance only on 
incomes of above £15,810. A pensioner with an income 
of £17,500 a year would therefore pay just £203 a year in 
National Insurance.

Together, these two changes raise significant sums of money: 
£5.2bn in the short run, rising to £9.2bn in the long term. This 
is sufficient to raise the personal tax allowance by £1,100 
immediately and by almost £1,700 in the fullness of time. 
Doing so would immediately take around 700,000 people out 
of income tax altogether, rising steadily to 2 million later on. 
Almost all remaining income taxpayers would receive a tax 
cut of £230 in the short run, rising to £330 in the medium 
term.

Taken together, these proposals put Britain on a clear path 
towards fair taxes, whatever your age.

2 Like all figures in this report, this is our estimate for 2013/14. We use the OBR’s 
September CPI and, where appropriate, RPI forecast, as published in Budget 2012.
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 : What do we mean by tax justice?

Policy needs many foundations to be effective and to stand 
the test of time. The introduction set out the reality of income 
and expenditure for many. The philosophical foundations of 
a just tax system date can be found in the work of Adam 
Smith. He argued that “the subjects of every state ought to 
contribute towards the support of the government, as nearly 
as possible, in proportion to their respective abilities.”3 In 
other words, everyone who can pay should pay, and those 
who can pay more, should pay more. 

Today we see this maxim as having two separate aspects. The 
first aspect is known as ‘vertical equity’, which means that 
the rich should contribute more in taxes than the poor. This 
may take the form of a proportional tax, in which everyone 
pays the same proportion of their income, or a progressive 
tax, in which the rich pay disproportionately more than the 
poor. The second aspect is known as ‘horizontal equity’, that 
is, people on identical incomes should pay the same amount 
in tax. Today nobody disputes that both of these aspects are 
important in the creation of a fair and effective tax system. 

It is easy to believe in these two approaches in the abstract 
but, as we shall see, it is not always easy to judge whether a 
particular country’s tax system meets these two requirements. 

People often feel poorest earliest in their working lives. 
Economics has developed detailed theories to understand 
the optimal relationship between income and expenditure – 
and by implication taxation – over the course of a person’s 
lifetime. 

3 Adam Smith, ‘Wealth of Nations’, Book V, Chapter II, part II.
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Noting that people tended to save while they were in 
work, and run down their savings in retirement, Franco 
Modigliani and Richard Brumberg developed the “life-
cycle hypothesis”, sometimes known as “consumption 
smoothing”.4 The essential point is that people wish to 
smooth their consumption, so that the amount they spend 
each year is equal not to their income in that year, but to 
the average income that they will have over their lifetime. 
A similar point underpins Milton Friedman’s “permanent 
income hypothesis” model.5 Both models have at their 
intellectual foundation the diminishing marginal utility of 
money for any given individual.

These theories give us strong predictions for when individuals 
prefer to pay taxes. Conditional on paying any given amount 
of tax over a lifetime, these theories predict that individuals 
would most like to pay their taxes when they are richest. It 
is at these periods when an individual’s value of money is at 
its lowest.

There are, however, two exceptions. First, if credit markets 
are perfect, and all individuals have perfect foresight, then 
individuals are completely indifferent as to when they pay 
their taxes. In such a world they would be perfectly happy to 
pay their taxes immediately on being born, since they would 
be able to borrow the money and repay it over their lifetime 
in accordance with economic theory, or on death, having 
saved the requisite amount.

In contrast, if credit markets are less than perfect, individuals 
will wish to pay their taxes later in life rather than earlier in 
life. This is because it is easier to save than to borrow, and 
therefore easier to pay taxes later rather than earlier. As a 

4 Franco Modigliani and Richard H. Brumberg, 1954, ’Utility analysis and the 
consumption function: an interpretation of cross-section data’” in Kenneth 
K. Kurihara, ed., ‘Post Keynesian Economics’, New Brunswick, NJ. Rutgers 
University Press. p. 388–436. Angus Deaton has written a good survey, “Franco 
Modigliani and the Life Cycle Theory of Consumption”, available at www.
princeton.edu/~deaton/downloads/romelecture.pdf

5 Milton Friedman, 1957, ‘A Theory of the Consumption Function’, NBER, 
available online at www.nber.org/books/frie57-1. Hsiang-Ke Chao has written 
a good survey, ‘Milton Friedman and the emergence of the permanent income 
hypothesis’, available at www.tinbergen.nl/discussionpapers/01053.pdf.
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result, taxing an individual more highly when they are old, 
rather than when they are young, is welfare-enhancing for 
the individual concerned.

The basic Modigliani-Brumberg and Friedman models 
assumed that a pound of spending is worth the same to 
people of all ages. Instead, as we saw in the introduction, 
people have periods of their lives in which they need to 
spend more to maintain a particular standard of living. This 
strengthens the conclusion that it is welfare-enhancing to tax 
people later in life rather than earlier.

As we intimated earlier, there are a number of age-specific 
expenses. Four stand out as particularly important. The first 
is repaying student debt. The current income contingent loan 
system takes 9% of graduate incomes above a threshold. 
That threshold is currently £15,000, rising to £21,000 for 
those starting at university from 2012. Future graduates will 
typically be repaying their loans from age 22 until the end of 
their forties, albeit with considerable variation. In terms of 
consumption smoothing, therefore, the student loan system 
creates a rationale for avoiding higher taxes on people in this 
age group.

The second clear age-specific expense is house purchase. 
Just as it is the case that not everyone is a graduate, so it 
is the case that not everyone buys a house. Nevertheless, 
the majority of people buy a house at some point, and high 
mortgage payments relative to income are more common 
for young house buyers. Mortgage payments do not rise 
with inflation or earnings. This means that the middle-aged 
tend to have lower mortgages relative to incomes and the 
retired have usually paid off their mortgage in full. Even 
inflation of just 2% a year is sufficient to lower the pain of a 
mortgage noticeably after a decade. Inflation of 2% plus real 
wage growth of 2% is transformational – mortgage interest 
relative to income falls by a third after 10 years. 

The third age-specific expense is children. Children are 
expensive, and pre-school care is a particularly large 
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expense for working single parents and dual earner couples.6 
Most people who have children are relatively young; few 
pensioners have significant childcare expenses.

The final age-specific expense is residential care for the 
elderly. Once more this is not an expense that everyone has 
to pay – indeed, only about one in four pensioners require 
residential care. The majority are either lucky enough to 
enjoy good health to the end or have someone – including 
a partner – to look after them. Private insurance markets to 
cover the cost of residential care are poorly developed: this 
is an area government needs to address. 

Higher taxes on retired people are not an important issue in 
terms of paying for residential care. This is rarely financed 
out of pensioner incomes but comes instead from (housing) 
capital or the state. Indeed, taxing people less when they 
are young, and more when they are old, will allow people to 
save more when they are young – including buying a larger 
house – that can then be used later to pay for residential care.

Taken as a whole, we find that since people like to smooth 
their after-basic-expenses consumption over their lifetimes, 
and given that credit markets are not perfect, people’s 
standards of living are enhanced if they are taxed later in 
their lives, rather than earlier. The tax burden should not be 
too high when people are young. 

6 E Truss, ‘Affordable quality’, CentreForum, 2012.
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 : Is the British tax system fair?

When assessing the fairness of a tax system we need to think 
about whether it is appropriate to concentrate on a single 
tax, or on the tax system as a whole. At the aggregate level 
it is the system as a whole that matters, but the justice of 
individual taxes can matter too. This is particularly true 
politically – as anyone who remembers the poll tax debacle 
will understand.

Vertical equity

Not every element of the UK tax system meets Adam Smith’s 
standards for vertical equity, since there exist taxes which 
bear proportionately more heavily on the poor. Council tax, 
for example, is regressive, even after council tax benefit is 
taken into account. Net of council tax benefit, the poorest 
tenth of households pay 7% of their incomes in council tax, 
compared with under 2% of the incomes of the richest fifth.7 
Nevertheless it would be wrong to conclude that the UK tax 
system as a whole violates Smith’s principles, given that 
council tax is a relatively small part of the overall system. 

Taking account of income tax, employees’ National 
Insurance, council tax (net of council tax benefit), VAT, duty 
on tobacco, alcohol, petrol, vehicles, betting, and duties 
on air travel, insurance, customs, and house purchase, as 
well as ONS category “other”, we find that the second and 
third poorest tenths of the population pay 24% of their total 

7 The data can be found in the ONS publication ‘The effects of taxes and benefits on 
household income, 2009/2010’, available at www.ons.gov.uk/ons/publications/
re-reference-tables.html?edition=tcm%3A77-231970 
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income (including benefits) in tax, rising steadily so that the 
richest tenth pay 31%.8

When we express the combined effect of taxes and benefits 
as a share of pre-benefit incomes, we find that the second 
poorest tenth do best, with an average tax rate of -75%. This 
means they receive more in benefits than they pay in taxes. 
In contrast the richest tenth have a tax rate of +30% – they 
pay more in taxes than they receive in benefits. Taken as a 
whole, therefore, the UK tax system broadly meets Smith’s 
vertical equity criterion. 

As well as looking at the equity of the overall tax system, we 
can also look at the effect of changes to individual elements 
of taxation. Within the UK, the Institute for Fiscal Studies 
does very good work producing bar charts showing the effect 
of a proposed or actual change in the tax or benefits system 
according to income deciles. The charts allow people to see 
whether the poor, the middle or the rich gain or lose, and 
assess the progressivity of the change. It is not, of course, 
the case that only progressive changes should be supported, 
but such analyses are an important aspect of the debate on 
whether our tax system is fit for purpose.

Horizontal equity

Horizontal equity is much less discussed, probably because it 
is assumed. Everyone in Britain buying a product liable to VAT 
pays VAT on that product at the same rate. The standard rate 
of income tax is 20% for everyone who pays it, and the higher 
rate is 40% for everyone whose income falls into this band. If 
you buy champagne, the duty is the same, whoever you are. 
We assume that the tax system is “fair” in the horizontal sense. 

This is not, in fact, quite as true as we perhaps assume. The 
income tax bill is lower if a household’s income is divided 
between two earners, rather than being earned entirely by 
one person, while National Insurance charges may be higher 
or lower depending on the precise level of earnings. 

8 The poorest tenth pay 33% of their income in tax, but this group include people 
who have significant assets, but have a low income, and thus calculating tax as a 
share of income is not a good guide to how well the tax system “bites”.
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“Green” taxes are also less horizontally equitable than 
we might imagine. Vehicle Excise Duty is a flat tax per 
car, entitling you to use the roads, but the cost per mile is 
clearly not the same for all drivers. Petrol taxes are related 
to fuel consumed, but only loosely to miles driven, or local 
pollutants produced by the car. 

Council boundaries mean that people on one side of the 
street can pay much more or much less in council tax than 
those on the other side of the street, even though they both 
have access to the same parks, schools, and so on. 

Equally, we could look at the radically different treatment of 
the employed and the self-employed in the National Insurance 
system.9 Someone employed will typically pay 12% National 
Insurance on the bulk of their earnings – the so-called 
“employees’ contribution”. Their employer also has to pay 
a further 13.8% of their salary in “employers’ contributions”. 
The total rate of National Insurance contributions is thus 25.8% 
of the nominal salary. The contrast with a self-employed 
worker is marked – the standard self-employed contribution 
rate (“class 4 contributions”) is just 9%, with a weekly flat 
rate payment of £2.50 usually required in addition. That 
contributions are levied at 25.8% for the employed, and 9% 
for the self-employed, looks like a violation of the principle 
of horizontal equity, notwithstanding small differences in 
benefit eligibility. 

The final obvious violation of horizontal equity is tax 
avoidance. One person puts their savings in an ISA, and 
pays no tax. Another puts their money in a regular savings 
account, and pays tax. The government’s proposed “General 
Anti-Avoidance Rule” should reduce the extent to which the 
axiom of horizontal equity is violated, but it will not eliminate 
it altogether, since some tax planning will still be possible.

All of these are issues that should be considered. But this 
report considers the different tax treatment of income for 
people above and below state pension age. As we shall see, 
these two groups are treated in a radically different way. 

9 See www.hmrc.gov.uk/rates/nic.htm for a list of the current rates and allowances.
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 : Principles of income taxation in the 
United Kingdom

As a general rule, all individuals are liable to pay tax on 
income received. There are exceptions for the monarchy 
and for foreigners who are “non-domiciled” in the United 
Kingdom. 

Income can come from different sources. These include 
wages and salaries, self-employed income, income from 
investments, capital gains, inheritance, the receipt of gifts 
and benefits. All of these, except gifts and means-tested 
benefits, are liable for tax.

Income from earnings, self-employment, pensions and 
investments are subject to income tax. The first portion of 
total income is tax-exempt, the next portion is liable for tax 
at the basic rate, the next at the higher rate, and the final 
amount at the so-called additional rate (known as the ‘50p 
band’, until now). The size of the portion that is tax-exempt is 
higher for people over retirement age, and higher for people 
who are blind (no other disability is tax advantaged). In 
addition, pensioners can take a portion of their pension as a 
tax-free lump sum. Everyone is able to shelter some savings 
income via “individual savings accounts”, a tax-exempt 
savings scheme. Some National Savings products also pay 
interest on a tax-free basis.

Income from earnings and self-employment are also liable 
for National Insurance, with employers having to make 
additional payments on behalf of their employees. Those 
over retirement age are exempt from National Insurance 
on both pension and earned income, while those under the 
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retirement age are exempt from National Insurance on their 
pension, if they retire early.

Capital gains have their own tax schedule, with an annual 
tax-free allowance. Inheritance is tax-free for the recipient, 
but only because tax is charged – again with an allowance – 
on the estate.

Finally, means-tested benefits are always tax-free, whereas 
the tax treatment of non-means-tested benefits, such as the 
state pension, child benefit, sick pay, maternity pay, and 
maternity allowance, can only be described as devoid of 
underlying rationale.10

The Mirrlees Review of taxation, by the Institute for Fiscal 
Studies, concluded that our current taxation system is 
“inefficient, complex and unfair”, but concluded that “we are 
not bound to have a tax system as inefficient, complex, and 
unfair as our current one.”11 They are right on both counts. 

10 www.direct.gov.uk/en/MoneyTaxAndBenefits/Taxes/
TaxOnBenefitsPensionsAndMaintenance/DG_10027059

11 J Mirrlees et al, ‘Tax by Design: the Mirrlees Review’, Oxford University Press, 
2011, p. 20. Available at http://www.ifs.org.uk/mirrleesReview/design/ch1.pdf
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 : The taxation of income of people of 
different ages

The basic structure explained

Taxation of income is one of the most important sources of 
revenue for government, and one of the most high profile. 
The taxation of income takes two forms – income tax, and 
National Insurance. National Insurance also comes in two 
parts – employers’ and employees’ contributions. Here we 
look only at the payments that individuals make, that is, 
income tax and employees’ National Insurance.

As we noted earlier, the first portion of income is tax-free for 
all individuals. The next band is taxed at the ‘basic rate’, the 
next at the ‘higher rate’, and the final band is taxed at the 
‘additional rate’. The size of the tax-free portion – known as 
the “personal allowance” – varies by age and income.

For tax year 2013-14, the personal allowance is £9,205 for 
those aged under 65 and with incomes under £100,000.12 
It is gradually withdrawn as incomes rise above £100,000. 
Those aged 65-74 receive an additional allowance of £1,295, 
while those aged 75 or over receive £1,455 as an additional 
allowance. These additional allowances are gradually 
withdrawn for pensioners earning roughly £26,000 or more. 
National Insurance is payable at the full rate by employed 
people aged under 65 on earnings between around £7,800 
and £41,450, with nothing payable below the starting point, 
and at a lower rate above the upper level. All of this is 
summarised in Table 1 (page 20). This assumes that income 
comes from earnings for the under 65s and from pensions 

12 www.hmrc.gov.uk/budget2012/income-tax-rates.htm
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for the over 65s. The figures would be materially different 
for those whose incomes derive from capital gains, gifts, and 
bequests, and would be slightly to moderately different in 
some cases for those whose incomes come from savings.

Table 1 shows that there are three differences in the taxation 
of income by age. The first is that the allowances are different, 
at least for people with incomes less than around £28,750 
for those aged 65-74, or £29,100 for those currently aged 75 
or over. Above these income levels the additional allowance 
has been fully withdrawn, and income tax is applied equally 
irrespective of age. Fewer than one in ten pensioners have 
an income above this level.13

The second is that those aged 64 or below are liable to 
pay National Insurance on their earnings, although not on 
their income from savings. This is a significant difference, 
because National Insurance represents over a third of the 
total ‘take’ from pay packets for the majority of working 
age people. The rationale is that National Insurance was 
originally designed to achieve two things. First, it offered 
the employee ‘insurance’ against becoming unemployed, 
which today takes the form of the right to claim contributory 
jobseekers’ allowance. Second, it was a ‘savings’ scheme, 
which entitled the individual to a state pension subject to 
sufficient payments having been made. Thus it was levied 
on people in work, and of working age. Neither of these was 
ever a complete reality, and they have become even less of 
a reality over time. 

Today contributory jobseeker’s allowance is a minor affair, 
making up a small proportion of total expenditure on the 
unemployed, and representing only a small proportion of 
the benefits received by the majority of unemployed people. 
Similarly, the connection between making payments into the 
National Insurance system and your entitlement to a pension 
is very weak. The system is so complex that under many 
circumstances you can get the same benefits for paying only 
a token sum, or even nothing, as for paying £4,000 a year for 

13 www.ons.gov.uk/ons/publications/re-reference-tables.
html?edition=tcm%3A77-231970
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Table 1: The taxation of income by age in 2013/14

Up to 65 65-74 75+

Personal allowance (i) £9,205 £9,205 £9,205

Withdrawn if your income 
exceeds

£100,000 £100,000 £100,000

Additional personal 
Allowance (ii)

nil £1,295 £1,455

Withdrawn if your income 
exceeds (iii)

n/a £26,162 £26,162

Married couple’s 
allowance (iv)

nil nil £7,936

Withdrawn if your income 
exceeds

n/a n/a £26,162

Tax rate:  
first £34,370 above total 
allowances (v)

20% 20% 20%

Tax rate: to £150,000 
above total allowances

40% 40% 40%

Tax rate thereafter 45% 45% 45%

National Insurance 
personal allowance (vi)

£7,810 n/a n/a

National Insurance rate: 
first £34,892 above 
allowance (vii)

12% n/a n/a

National Insurance rate 
thereafter

2% n/a n/a

Age-related tax breaks None Tax-free 
pension 
lump sum

Notes:

These values are those announced for 2013/14, with the exception of the 
National Insurance personal allowance, the withdrawal level for age-related 
allowances, and the Married Couple’s Allowance, which assume an uplift in 
line with the inflation predictions in Budget 2012.

i) An additional £2,163 allowance applies for blind people of all ages 
(2013/14 projection).

ii) The additional personal allowance is not available to people who 
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40 years. National Insurance is not an insurance system in 
any shape or form; it is an income tax in all but name. 

The idea of National Insurance as an income tax in all but 
name has been strengthened by both the previous and current 
government’s preference for raising National Insurance and 
cutting income tax. No additional benefits have been provided 
as National Insurance has been raised, rather, governments 
perceive the political cost of raising National Insurance to 
be lower than the political cost of raising income tax. The 
switch from income tax to National Insurance has, however, 
exacerbated the different overall tax treatment of pensioners 
compared with people of working age.

The final difference in tax treatment between pensioners and 
non-pensioners is the existence of the “tax-free lump sum”. 
When you retire, you can take a quarter of your accumulated 
pension pot as a tax-free lump sum, up to £375,000. The 
remainder is used to provide a (taxable) monthly income for 
life. 

This is a bizarre – if apparently well-loved – anomaly of the 
tax system. The whole point of pension saving is to ensure 
that people have a decent income after retirement. Allowing 
new retirees to take a significant part of their pension as a 

reach 65 after April 2013. The extra allowance for over 75s is not 
available to those who turn 75 after April 2013.

iii) 50p of allowance is withdrawn for every £1 of income above this 
level.

iv) Married couple’s allowance is given at 10%, and is only available 
if at least one person was born before 6 April 1935. A minimum 
married couple’s allowance of £3,049 is paid irrespective of income 
(2013/14 projection).

v) 10% for the first £2,791 of savings if no other income to take you 
over £2,791 (2013/14 projection).

vi) National Insurance is calculated on a weekly basis; the figures here 
are annual and assume regular work over the year. The ‘personal 
allowance’ referred to is the primary threshold.

vii) 1.4% is rebated to those in final salary schemes. Slightly higher rates 
apply to employer provided benefits. Lower rates apply to married 
women who opted for lower benefits as a result. Lower rates apply 
to the self-employed. Higher rates apply to deferred payments.
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lump sum is counterproductive, since it reduces the annual 
income that they have to live on in retirement. Of course, 
they might invest it wisely, to provide additional income, but 
there is no requirement to do so. The newly retired are at 
liberty to spend the lump sum in any way they like. 

Spending the lump sum on immediate consumption, rather 
than investing it to provide an income, is costly to the state, as 
it makes it more likely that the retiree will then be poor enough 
to claim benefits. This may not happen immediately, but over 
time private pensions are usually indexed to inflation, while 
means-tested benefits rise in line with earnings. Furthermore, 
it remains the case that many newly retired households are 
reliant primarily on the man’s pension, which can fall sharply 
when he dies. Widow’s pensions are often only half the 
full pension. The existence of a lump sum, which reduces 
the monthly pension thereafter, makes it more likely that 
a pensioner or their dependents will one day be eligible for 
means-tested benefits. If they become eligible, it makes it 
more likely that the size of their claim will be larger.

Furthermore, many pensioners have an incentive to spend 
their lump sum as quickly as possible. Having an income 
from investments reduces your ability to claim pensioner 
credit, and having savings also reduces the amount of 
money that you can claim. Indeed, having savings of £16,000 
or more eliminates your ability, for example, to claim council 
tax benefit. Pensioners who can claim £500 a year or more if 
they get their savings a penny below £16,000 receive nothing 
if their savings – including their lump sum – are a penny over. 
Even naturally prudent pensioners have a strong incentive to 
spend.

In this context, it is odd for the state to allow pensioners to 
take a lump sum at all, even if it were taxed. Although the 
government would then get the tax revenue, the lump sum 
would still make it more likely that the government would 
need to pay higher levels of means-tested pensioner benefits 
later. 

It is therefore perverse for the government to allow people 
to take a lump sum from their pension without paying any 
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tax, since it creates a financial incentive for people to do 
something that is likely to prove costly to the government. 
The tax-free lump sum makes no sense.

The effect on people at different income levels

We can use the information in Table 1 to calculate the 
proportion of income taken by the state, for pensioners and 
non-pensioners, at different income levels. We assume that 
all income is from employment or pensions, and that the 
pensioner is aged 65-74. Since taxation is individual, we look 
at individuals rather than households. 

The best way to express the results is in a graph. Figure 1 
shows the amount of money the government takes from 
people at particular incomes, according to whether they 
have reached retirement age or not.14

14 Figures for those aged 60-65 are gender specific and are excluded for clarity.

Figure 1: How much does the government take from 
people?
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Figure 1 makes the government’s different treatment of 
pensioners and non-pensioners very apparent. Let us take 
three levels of income to make the figures explicit - £12,500, 
£25,000, and £50,000. £12,500 is roughly equivalent to the 
national minimum wage for a full time employee. £25,000 is 
broadly the middle of the income distribution, while £50,000 
is selected as a representative figure for someone who may 
fairly be described as affluent.

The tax treatment of people on £12,500 differs by almost 
£1,200. The person of working age pays over £1,200 per year, 
while the person who has reached their 65th birthday pays 
just £62 a year. The difference is more than £22 a week, and 
represents over 10% of the younger person’s net income. 

The difference is larger for people in the middle of the 
distribution. The person of working age pays over £5,200, 
while the person who has reached pension age pays just 
£1,900, a difference of almost £3,300 a year. This amounts to 
£63 a week, almost 17% of the younger person’s net income. 

Finally, the difference is most pronounced for the affluent, 
those on £50,000 a year. Here the person of working age 
pays over £14,000 a year, while the person who has reached 
retirement age pays just under £6,000, a difference of over 
£8,000 per year. This is £156 a week, almost 23% of the 
younger person’s net income. We find, therefore, that while 
a person of working age with an income of £50,000 pays 28% 
of their income directly to the government, a person with the 
same income who has reached pension age pays just 12% to 
the government.15

We noted earlier that there were three reasons why those of 
pension age pay less to the government at any given level 
of income. These are the additional tax-free allowance, the 
failure to levy National Insurance, and the existence of the 
tax-free lump sum. It is worth noting that the three are of 
very different importance to pensioners at different points in 
the income distribution.

15 This is even lower than Governor Romney’s declared average tax rate.
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We can see the effect of the three different sources of gain in 
Figure 2, which breaks down the difference between the amount 
the government receives from pensioners and younger people 
into the three advantages that pensioners receive. In each case, 
Figure 2 gives the effect of each source individually. 

The effect of the National Insurance exemption is easiest 
to understand. It is linear from the point at which National 
Insurance would otherwise be liable, until the higher 
threshold - beyond most pensioner incomes - from which 
point a lower rate applies.

The effect of the additional tax allowance is also 
straightforward. It is worth nothing to those who are too 
poor to pay income tax, rising to a value of £259 for those 
who are rich enough to get the full benefit, before tapering 
away to zero for those rich enough to be ineligible. 

Figure 2: How pensioners gain from different tax 
breaks
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There is more than one way to calculate the value of the 
pension tax-free lump sum. We amortise it over the period 
of retirement, rather than treating it as applying in full at the 
point of retirement. We do this by grossing up the annual 
pension to include the tax-free lump sum, and then treat 25% 
of the total possible pension as tax-free. As Figure 2 shows, 
the tax-free lump sum is strongly regressive.

Overall we can see that for most pensioners the most 
important issue is the decision to exempt those over 65 from 
paying National Insurance premiums. That said, the tax-free 
lump sum is the most valuable perk for the most affluent 
pensioners. In total, the National Insurance exemption is 
worth £6.8bn,16 the pension tax-free lump sum exemption is 
worth £2.9bn (and a further £1bn in that it is exempt from 
National Insurance as well),17 and the additional personal 
allowance is worth £1.25bn.18 

The various tax breaks are clearly regressive within the 
pensioner populations. Those with incomes below the tax 
threshold gain nothing. Those with taxable incomes of 
£12,500 get a total break equivalent to 9% of their gross 
income, those on £25,000 save 13% of their (larger) incomes, 
while those on £50,000 save 16% of their (larger still) incomes. 

These tax breaks violate every sensible axiom of a fair tax 
system. They violate vertical equity, because they give more 
to rich pensioners than to poor pensioners. They violate 
horizontal equity, because two people with the same incomes 
pay radically different amounts according to their ages. And 
they make it harder for people to smooth their consumption 
because the tax system is one in which the burden of tax 
falls disproportionately on the young. Finally they do little to 
reduce pensioner poverty, since they go overwhelmingly to 
pensioners who would not be poor even without the tax break. 

16 J Browne and P Johnson, ‘Options for Raising Revenue to Pay for Long-term 
Care’, Institute for Fiscal Studies, 2011. Available at http://www.ifs.org.uk/docs/
nuffield_281111.pdf

17 M Lloyd and C Nicholson, ‘A relief for some: how to stop tax relief favouring the 
wealthy’, CentreForum, November 2011. Their 2008/9 figure has been uprated.

18 The freezing of the additional personal allowance will save the government 
£1.25bn per year by 2016-17 - http://www.bbc.co.uk/news/business-17472829
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 : Proposals for reform

It would, of course, be possible to simultaneously and 
immediately impose National Insurance, abolish the 
additional personal allowance for existing pensioners and 
abolish the tax-free lump sum for those about to retire. That 
would have big effects – affluent pensioners would see a 
significant fall in their standard of living, and government 
would raise a lot of money.

There are two good reasons not to do this. First, pensioners, 
unlike people of working age, can make only limited changes 
to their economic and financial situation. When the tax 
system changes for people of working age they can alter 
their behaviour – working longer, getting new skills, and so 
on – to raise their incomes. This option is not available to 
pensioners. 

Second, it is theoretically possible that today’s pensioners 
took into account the tax treatment of income before and after 
retirement, and set their savings levels accordingly. Had they 
known that they would pay more tax after retirement they 
would have saved more earlier in their life to maintain their 
post-retirement income. Clearly they cannot do this now that 
they have retired. 

These objections are real, but should not be overstated. 
In particular, the inability of people of pension age to alter 
their circumstances has much more force for relatively poor 
pensioners than for affluent pensioners. Government should 
not be too concerned if pensioners who have budgeted for 
two cruises a year end up taking only one. It is not wrong for 
government to expect affluent pensioners – many of whom 
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have done well over the past twenty years – to play a part in 
restoring Britain’s finances.

As Figure 2 shows, removing each of the three tax privileges 
has different effects. Abolishing the additional personal 
allowance would hit those pensioners on low to middle 
incomes. Both the poorest – who pay no tax in any case – and 
the richest – who don’t receive the additional allowance at 
present – would be unaffected. Those in the middle would be 
worse off by up to £5 a week. 

Abolishing the tax-free lump sum would affect the affluent 
much more than the middle, and much more in turn than 
the poorest. As such this would be a progressive measure. 
Nevertheless, abolishing the tax-free lump sum now would 
not affect existing pensioners, who would continue to get a 
very good deal from the tax system. 

Finally, withdrawing the exemption from National Insurance 
would be strongly progressive, in that the benefit of this 
exemption is directly related to the level of income.19 

We now look at each option in turn.

The additional personal allowance

The 2012 Budget saw the government freeze the total 
tax-free allowance that pensioners receive in cash terms. 
This will accelerate the point at which the standard and 
pensioner personal tax allowances coincide. In addition, new 
pensioners will not be eligible for the additional allowance. 
We propose no further changes to this policy.

The tax-free lump sum

Under the present system, people can take one quarter of 
the cash value of their pension as a tax-free lump sum (if the 
total value of their pension is below £18,000 pensioners are 
allowed to take the entire pension as a tax-free lump sum, 

19 Incomes over £41,450 (2013/14) pay National Insurance at a lower rate, but few 
pensioners are in this category.
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reflecting the difficulty of purchasing an annuity with a very 
small sum of money). Since people are allowed to save £1.5 
million in their pension, this means that the richest people 
can take £375,000 as a tax-free lump sum. Carl Emmerson, 
Deputy Director at the independent and widely-respected 
Institute for Fiscal Studies, has noted that “there is no 
obvious justification for providing such a generous amount 
tax-free”. He has persuasively argued that this ensures that 
“the pension system is inappropriately generous to the 
wealthy”, before noting that “a reform that placed a much 
smaller cap on the amount that can be taken as a lump sum 
would improve value for money for the public purse.”20

A recent CentreForum report by Mark Lloyd and Chris 
Nicholson advocated exactly that.21 Lloyd and Nicholson 
suggested limiting the tax-free lump sum to an amount equal 
to the point at which people begin to pay higher rate tax: 
£41,450 in 2013/14. This is still a very generous deal, and the 
change would affect relatively few people. Indeed, Lloyd and 
Nicholson state that it would reduce the cost of the tax-free 
lump sum to the Exchequer from £2.5 billion a year to £2.3 
billion a year, although they accept that it is hard to quantify 
this amount.

Clearly, there are implications for implementing a policy 
such as this overnight. There will be people who have placed 
a great deal of money into their pension in the expectation of 
getting an extremely good deal from other taxpayers. Lloyd 
and Nicholson set out in detail the extent to which rich people 
get a remarkably good deal from this pension tax break. 
They show that in total a wealthy person can pay income 
taxes of just 12% on money placed in their pension. The state 
has always had the right to change the level of taxation, and 
in the context of some of the richest people in the country 
paying tax at a rate of just 12% it is legitimate for the state to 
change the tax treatment of pensions. Of course there will be 
rich, vocal people approaching retirement who will object. 

20 Institute for Fiscal Studies Press Release, ‘A response to the Treasury consultation 
on restricting pensions tax relief’, 1st March 2010.

21 M Lloyd and C Nicholson, ‘A relief for some: how to stop tax relief favouring the 
wealthy’, CentreForum, November 2011.
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This is not, however, a good reason not to proceed. This 
policy should be implemented immediately.

We should go further than the Lloyd-Nicholson proposals. 
There is no public policy justification whatsoever for giving a 
tax-free lump sum to extremely wealthy people. The current 
additional personal allowance is withdrawn from affluent 
people of all ages. We should follow that model for the tax-free 
lump sum. We therefore propose to withdraw the rights to 
a tax-free lump sum, at the usual rate of 50p in the pound, 
for those whose pension pot is valued at more than a quarter 
of a million pounds at the point of retirement. Anyone with 
pension savings valued at a quarter of a million pounds or less 
on retirement will be eligible for the full tax-free lump sum. 
This entitlement will then reduce steadily at a rate of 50p in 
the pound so that people with pension savings of £332,900 or 
more are not eligible for a tax-free lump sum. The standard 
commutation factors will apply in the case of defined benefit 
schemes. There is simply no need to give further pension 
tax breaks, in addition to those that prevail while people are 
contributing to a pension, to those with retirement savings of 
more than a third of a million pounds. 

The government should also announce an end to future 
accrual of rights to tax-free lump sums. This means that 
those who have already accrued the right to a tax-free lump 
sum of £41,450 or more would be eligible to a tax-free sum 
of £41,450, provided that their total pension pot does not 
exceed £250,000, but other people would have their lump 
sum frozen at their current values. The frozen tax-free lump 
sum eligibility would be indexed to prices until retirement.

There would be no right to take an additional taxed lump 
sum on retirement. As we have noted, doing so increases the 
likelihood that the person concerned will end up being a cost 
to the state, given the existence of means-tested benefits for 
pensioners. As a result of these changes, those retiring will 
receive a smaller lump sum, and a larger monthly pension.

Finally, the government should end the rule that a pensioner 
may take their entire pension pot if the total value is less than 
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£18,000. It is not true that everyone with a pension pot of this 
size does badly in the annuity market. Lloyd and Nicholson 
show that the best value occurs when people have between 
£75,000 and £750,000 to invest. These people receive £43.58 
a year per £1,000 invested. Someone with just £15,000 
to invest, however, still receives £42.40 a year per £1,000 
invested, a shortfall of less than 3%. In contrast a person with 
only £5,000 to invest does worse, receiving £38.40 per year 
per £1,000 invested.

The government should lower the point at which people 
have the right to take their entire pension pot as a lump sum 
to £1,200. In addition, the government should offer annuities 
to anyone with £25,000 or less to invest, with the rates 
based on market rates for those with £100,000 to invest. The 
government would then pay the annuity along with the state 
pension, hugely reducing administration costs. Someone 
with £5,000 to annuitise would receive £4.19 a week as a 
supplement to their pension. Given that the costs of payment 
are very low, this proposal has no direct effect on government 
finances. At current annuity rates, even someone with a 
pension pot a fraction over the £1,200 minimum would 
receive an additional £1 a week on their pension. 

These proposals have two indirect advantages to the 
government. First, the additional pension taken instead 
of a tax-free lump sum will be liable to income tax. Poorer 
pensioners whose income is below the tax threshold will 
still receive it tax-free. If, however, they have other sources 
of income then tax will be payable. The second advantage 
stems from the fact that many pensioners currently receive 
means-tested benefits. These are withdrawn at the rate of 
40p for each additional pound of income. Thus a pensioner 
on means-tested benefits annuitising £5,000 would lose 
£87.16 a year in benefits. Notice that this is in keeping with 
horizontal equity: it corrects the anomaly that people with 
defined contribution pensions are more likely to be able to 
take their pension as a lump sum and then become eligible 
for benefits.
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National Insurance

We have seen that the exemption from National Insurance 
is the biggest single tax break received by people of pension 
age. None of the definitions or approaches to a just tax 
system support this exemption. It should therefore be 
removed. The Institute for Fiscal Studies has estimated that 
applying National Insurance to the pension incomes of those 
currently exempted from payment by age amounts to £6.8 
billion. This is a huge sum of money and a measure of the 
extent to which this aspect of the tax system is currently 
unjust. Clearly, however, it is not practical to withdraw a tax 
exemption of this magnitude overnight.

In the medium term it would be best to have a simple system 
in which incomes that are too low to be liable for tax are seen 
as too low to be liable for National Insurance. Conversely, 
incomes sufficient to be taxed should also be liable for 
National Insurance. In the case of current pensioners this 
would imply that the first £10,500 of income would be exempt 
from National Insurance, with National Insurance liable on 
incomes above this point.

It would not be sensible to move to such a system immediately. 
Almost every pensioner with an income of £10,500 is eligible 
for means-tested benefits. It makes no sense to increase the 
tax burden on people who are invariably entitled to means-
tested benefits. Taking money from people in order to give it 
back to them is not good policy.

Instead we propose an additional pensioner National 
Insurance allowance of £8,000. Taken together with the 
standard National Insurance allowance of £7,810 this gives 
a total National Insurance allowance of £15,810. The vast 
majority of pensioners with this level of income or higher are 
not on means-tested benefits.22 

22 Eligibility for benefits depends on the level of council tax which varies by council 
and by the council tax band of the property, as well as on the level of savings. 
In general, owner occupier single and couple pensioners and single pensioners 
living in social housing would not be eligible for benefits with an income of 
£15,810. 
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Again, following the approach of the current pensioner’s 
additional personal tax allowance, this additional pensioner 
National Insurance allowance would be withdrawn from 
more affluent pensioners. The additional tax allowance 
is fully withdrawn at an income of £28,752. It would make 
sense to begin to withdraw the additional pensioner National 
Insurance allowance at this level of income. It would be 
withdrawn at the usual rate of 50p per additional £1 in 
income. This means it would be fully withdrawn only from 
those earning £44,752 or more – above the starting point for 
higher rate tax. Pensioners with incomes of £44,752 or more 
do not need tax breaks over and above those enjoyed by 
other people with the same level of income.
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 : Short run effects

Since these changes are arithmetic, we can calculate the 
effect on the taxes paid by both current pensioners and future 
pensioners. We use the current system, as planned for 2013-
4, as our benchmark. The only change that is not included is 
the requirement to annuitise pension pots of between £1,600 
and £18,000. This affects a relatively small group of future 
pensioners.

The change to National Insurance will affect all pensioners, 
current and future, who have incomes exceeding the total 
proposed pensioner National Insurance allowance. In 
contrast, the changes to the tax-free allowance will affect 
future but not current pensioners, since the latter have 
already taken their tax-free lump sums. 

We can see the scaling back of the tax advantages given to 
existing pensioners in Figure 3. 

Figure 3 shows the existing and proposed tax advantages for 
those already of pension age. The proposals do not change 
the tax treatment of existing pensioners with incomes up to 
approximately £19,500 per year (including the imputed value 
of their tax-free lump sum). These people continue to gain up 
to £2,300 a year by dint of being of pension age. This comes 
from a combination of three factors. First, they continue 
to receive the additional tax allowance. Second, they have 
already benefitted from the tax-free lump sum. Third, their 
income, including the imputed share of their tax-free lump 
sum, falls below the proposed pensioner National Insurance 
threshold. As a result they are unaffected by these reforms. 
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Existing pensioners with incomes higher than this level will 
become liable for National Insurance under these proposals, 
with the additional pensioner National Insurance allowance 
withdrawn from richer pensioners. This gives us the lower 
line in Figure 3. A pensioner with an income of around 
£30,000 loses about £1,000 a year – a quarter of their current 
tax advantage. A pensioner on £50,000 loses around £3,500 
a year, around 40% of their current tax break. As we shall see 
shortly, these change are strongly progressive.

On the basis of the Family Resources Survey we estimate 
that levying National Insurance in this way raises £5.2bn. 
This represents a rise in direct taxation for one group that 
currently receives particularly generous treatment in the tax 
system. Since the aim was tax justice, rather than tax rises, 
we model the extent to which we can raise the tax allowance 

Figure 3: Tax advantages for current pensioners: 
actual and proposed
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using the revenue raised.23

The income tax threshold is currently planned to be £9,205 
for 2013-14. Spending £5.2bn raising the allowance would 
increase it by £1,130, to £10,335. This would be sufficient to 
take 700,000 people out of income tax altogether. It would 
also mean a tax cut of £230 a year to every non-pensioner 
who pays income tax.24 

We can calculate who wins and who loses. As ever, 
distributional analysis looks at the effects on income by 
household, rather than by individual.25 We begin by looking 
at “pensioner households”, which includes all households 
consisting only of people of pension age. Households are 
divided into ten deciles, ranging from the poorest (decile 
one) to the richest (decile ten). Households are allocated 
to a particular decile according to their income, and their 
household size.26 

Figure 4 shows the effects on pensioner households of 
levying National Insurance, as outlined here, and using the 
revenue raised to increase the personal allowance by £1,100. 

The poorest tenth of pensioner households are unaffected. 
This group consists largely of single female pensioners who 
have little or no income beyond the state pension. Their 
income is not sufficient to make them liable for the proposed 

23 Clearly a democratically elected government could use the revenue raised to 
reduce other taxes, to increase spending, or to cut debt. A rise in the personal 
allowance applies to everyone, retired or not. However, current policy means 
that the additional pensioner allowance is withdrawn pound for pound as the 
personal allowance rises, so de facto existing pensioners do not gain from any 
rise in the standard personal allowance until it exceeds the existing pensioner 
additional allowance. We estimate that inflation means that this will happen in 
around 6 years, at which point pensioners would also gain. People who become 
pensioners for the first time in the interim will also gain, and they will not be 
eligible for the additional pensioner personal allowance, and thus cannot have it 
taken away as the standard personal allowance rises. 

24 We assume that the basic rate/upper rate threshold is adjusted so that the benefit 
to both groups is the same. Those rich enough not to receive a tax allowance 
would not, of course, gain any benefit. 

25 Strictly speaking by “benefit unit” – that is, if a household has a lodger, for 
example, the lodger is treated separately.

26 As closely as is possible, we use the ‘Modified OECD’ equivalence scale to 
determine the ratio of single and couple incomes that offer the same standard of 
living.
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extension of National Insurance. Nor do they receive any 
benefit from a rise in the tax allowance, as they do not pay 
income tax.

Deciles two, three and four are all fractionally better off. 
These households do not contain individuals sufficiently 
well-off to be required to pay the proposed extension of 
National Insurance. However, some households in these 
income deciles include a woman aged 60-64. This group 
do not currently receive the additional tax allowance, and 
therefore gain when the standard tax allowance in increased. 
This means that pensioner households in deciles two, three 
and four actually benefit from this proposal, although the 
gain is trivial.

Just as deciles two, three and four make trivial gains, so 

Figure 4: Effect on current pensioner households
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deciles five and six incur trivial losses.27 Some of these 
households contain someone who will be liable to pay 
National Insurance, although the bill is typically low. The 
average household in these deciles is worse off by around 
0.06% per year and 0.2% a year respectively. This is 6p and 
20p per £100 of net income per year.

There are noticeable effects on richer pensioners. Pensioners 
in households in income deciles seven to ten are worse off 
on average. The average effects are still relatively small for 
pensioners in decile seven - 0.8% of net income, rising to 
around 6% of net income for the richest tenth of pensioners. 
The scale of this effect is a reflection of the extent to which 
the richest pensioners currently receive an exceptionally 
favourable deal from the tax system. 

Particular circumstances mean that it is not the case that 

27 Clearly there is no formal definition of trivial change in income; in this report we 
refer to gains and losses of 0.25% or less as trivial.

Figure 5: Effect on all current households.
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every household in a given decile is affected equally. 69% of 
all pensioner households, and 97% of pensioner households 
in the bottom half of the income distribution, are either 
unaffected or gain from the extension of National Insurance 
and consequent rise in the personal allowance. The proposal 
is manifestly progressive.

As well as looking at pensioner households, we can look at 
the effect on all households. The results are given in Figure 5.

Figure 5 shows that, for the population as a whole, the 
proposal is strongly progressive. As ever, the poorest decile 
do not gain significantly, since this decile consists almost 
entirely of non-taxpayers. Deciles two to seven inclusive are 
net beneficiaries, with meaningful gains to those in deciles 
three to six inclusive, and trivial gains to those in deciles two 
and seven. There are then trivial losses to those in decile 
eight, and larger losses to those in deciles nine and ten. 

Looking at Figures 4 and 5 combined we see that whether 
we restrict ourselves to pensioner households, or look 
at households of all ages, we find the same result: the 
immediate effects of this proposal are strongly progressive. 
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 : Long term effects

As well as looking at the immediate effects of these 
proposals, we can also model the effects in the longer term. 
We noted that the immediate effect of the proposal was to 
apply National Insurance to existing affluent pensioners. In 
the longer term the proposal also reduces the limit on the 
size of the tax-free lump sum. Ultimately this will cease to 
exist. Since the government has already stated that future 
pensioners will not receive the additional tax allowance 
that is given to current pensioners, we adjust our baseline 
accordingly. The effects on future pensioners, at different 
levels of income, are given in Figure 6.

Figure 6 sets out the position for those currently of working 
age, when they retire. It contains three lines. The top line 
shows the tax advantage to people who will retire in future, 
assuming no policy changes. This is the baseline. The middle 
line shows the position for those about to retire under this 
proposal. This group are eligible for a tax-free lump sum of 
up to £41,450. As we can see, both of these two lines are 
identical for individuals on low to middle incomes who will 
retire in the reasonably near future. This means that those 
with a pension income, including the imputed value of the 
tax-free lump sum, of up to £18,500 are unaffected by the 
proposals. Although they are liable for National Insurance, 
their actual liability is zero. Similarly, the restriction on the 
size of the tax-free lump sum is not an issue as their tax-free 
lump sum will not exceed the new maximum. Those with 
incomes of £18,500 will continue to receive a £1,900 tax 
advantage compared with people of working age on the same 
level of income. This tax advantage is withdrawn gradually 
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from richer pensioners, so that pensioners with incomes of 
£44,750 or more are treated in exactly the same manner as 
younger people on the same income. 

Finally, the lowest line on the diagram shows the proposal 
for those who will retire far into the future, who we assume 
receive no tax-free lump sum. (Those who have some 
accumulated rights to a tax-free lump sum will find that their 
tax break lies between the two proposal lines.) Those who 
will retire in the distant future will receive a tax advantage of 
up to £960 if they retire on low to middle incomes, compared 
with people of working age. This is because they are eligible 
for the additional pensioner National Insurance allowance. 
This will gradually be withdrawn so that those earning 
£44,750 receive no tax advantage. This means that the vast 
majority of pensioners with private pensions would continue 
to receive a tax break. 

Figure 6: Tax advantages for future pensioners: 
actual and proposed
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For clarity this figure does not include the effect of using the 
revenue raised to increase the personal allowance. Since 
future retirees will not receive an additional pensioner tax 
allowance under existing government plans, they gain from 
any increase in the standard personal allowance. As a result, 
Figure 6 understates the benefit to future pensioners, as we 
shall see in a moment.

Taking into account the already announced end of the 
additional personal allowance, levying National Insurance 
as proposed will raise £5.3bn per annum. Restricting the 
tax-free lump sum raises relatively little in the first year, as it 
leads people to take the sum as a taxable pension over their 
retirement. Thus the yield occurs steadily over the lifetime of 
pensioners-to-be. Nevertheless, from a trivial yield initially, 
the income tax yield would rise steadily to £2.9bn per annum, 
the current estimate of the value of the tax exemption,28 and 
by a further £1bn per annum once the application of National 
Insurance to the income generated by the current tax lump 
sum is taken into account. In total the proposals will therefore 
raise £9.2bn per annum in the medium term. There will also 
be small savings in benefit spending that occur because 
some pensioners will have slightly higher monthly pensions 
as a result of not being able to take as large a tax-free lump 
sum.

£9.2bn per year in the medium term would allow a total 
rise in the personal allowance of almost £1,700, to £10,870 
per year. This would take a total of 2 million people out of 
income tax and give an additional tax cut of £330 a year to all 
remaining taxpayers, including pensioners. 

Clearly, much could change between now and the retirement 
of those who are currently just beginning their working lives. 
Nevertheless, we can compute the long term winners and 
losers on the basis that the distribution of income remains 
the same, and that the level of pension saving remains the 
same. Essentially we are calculating the position today were 
the system already to be in place. 

28 This is HMRC’s estimate for 2008/09, adjusted for inflation. www.bbc.co.uk/news/
business-17041162
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Figure 7: Effect on future pensioner households29
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Figure 7 shows the effect on future pensioners, by income 
decile. Pensioners, like non-pensioners, would see an 
increase in their allowance from £9,205 to £10,870. Taken 
together, the changes have no effect on the poorest decile, 
and favour deciles 2 to 6, with deciles 3 to 5 gaining more 
appreciably. Only the richest three deciles will be worse off 
by more than a trivial amount, with those in decile ten being 
on average 8% worse off. This reflects the extent to which 
the richest pensioners get the best deal from the current tax 
breaks. Overall, we find that 40% of households are better off 
and a further 28% see no change.

We get a different picture when we look at Figure 8, which 
gives the long term effects on the distribution of income for 
all households, rather than just pensioner households. 

29 This applies to those who have yet to begin saving for a pension
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Figure 8: Effect on all households in future
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Figure 8 shows a very similar pattern to that which applies 
in the short term, except that the withdrawal of the tax-free 
lump sum finances a larger rise in the tax-free allowance. This 
makes the pattern of winners and losers more pronounced. 
Again we find that decile one is broadly unaffected, deciles 
two to seven gain, while deciles eight to ten are worse off. 
The loss to people in decile 8 is, however, typically trivial. 
Overall 87% of households are better off or no worse off, and 
the pattern is – once again – strongly progressive.
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 : Conclusion

This report has shown that the British tax system does not 
serve the needs of individuals over their lifetimes, nor meet 
any sensible definition of a just tax system. 

Richer pensioners get a very generous deal from the tax 
system. The government has already begun to move on this 
issue, freezing the additional pensioner income tax allowance 
in cash terms, and restricting it to existing pensioners. 

The additional pensioner tax allowance is, however, the 
smallest of the three tax breaks. Much more important are 
the existence and potential scale of the tax-free lump sum 
on retirement, and the exemption from National Insurance. 
Furthermore, these two tax breaks are strongly regressive: 
each of them gives most to the richest pensioners. 

There is no case for having a tax-free lump sum. Its effect is 
overwhelmingly to give a large tax break to affluent people 
at a point in their lives when they are particularly affluent. 
This report therefore calls for the limit on the tax-free lump 
sum to fall from £375,000 to £41,450, the income level at 
which higher rate tax becomes due. It should be withdrawn 
from those with pension savings exceeding £250,000. 
Furthermore, existing workers should not be able to accrue 
further rights to a tax-free lump sum, so that this expensive 
and ill-judged tax anomaly disappears over time.

There is also no justification for exempting pensioners (and 
pension incomes for those below pension age) from National 
Insurance. The original intent that National Insurance 
provided insurance against unemployment, sickness and old 
age is now a fiction. Exempting pensioners from National 
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Insurance is strongly regressive, since the biggest gains go 
to the most affluent pensioners. That said, we propose that 
pensioners should receive an additional £8,000 National 
Insurance allowance, ensuring that those on low to medium 
incomes would continue to pay no National Insurance. This 
additional allowance would be withdrawn from the most 
affluent pensioners, who would pay the same level of tax 
and National Insurance as people of non-pension age.

Taken together these proposals raise more than £5bn in the 
short run and over £9bn in the long run. Since the aim is 
to make the tax system fairer, rather than to raise taxes, we 
propose using this money to raise the personal tax allowance. 
This would rise by £1,100 in the short run and almost £1,700 
in the longer term. 

Raising the tax allowance like this means that far fewer 
people would have to pay income tax at all. 700,000 people 
would be immediately lifted out of tax altogether, rising to 
2 million over time. Remaining taxpayers would receive a 
tax cut of £230 in the short run, rising to £330 in the medium 
term.

These proposals are strongly progressive. The only groups 
who are worse off are the top three deciles of the income 
distribution. Those in deciles one to seven are better off on 
average, with particularly large gains to deciles three to six. 
The squeezed middle – rich enough to pay tax but not rich in 
any other sense – are the main beneficiaries.

People have different financial needs at different times in their 
lives. It is the young who are most likely to have high housing 
costs, childcare costs, and perhaps graduate loans to repay. 
It is these people, not affluent retirees, who most warrant a 
tax break. This report does not go that far, but instead argues 
simply for greater equality in the tax treatment of people, 
young and old. The recommendations hold out the promise 
of tax justice, whatever your age.
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 :    Appendix:  
Family Resources Survey

The modelling in this report is based on data in the “Family 
Resources Survey”. The FRS is a UK wide annual survey of 
households, undertaken by the Office of National Statistics 
and the National Centre for Social Research, on behalf 
of the Department for Work and Pensions. Every adult in 
approximately 25,000 houses is interviewed about their 
circumstances, face to face. The survey is extremely detailed: 
interviewers are given a 372 page instruction manual setting 
out how to administer the survey. The manual is available at: 

www.esds.ac.uk/doc/6886/mrdoc/pdf/frs_2009_10_gb_
question_instructions.pdf

The results are cross checked and then released to registered 
researchers who wish to model the effects of policy changes 
on the distribution of income, and used by the government 
in their official policy simulation model. 

Since the data are recorded at the individual level, they are 
very extensive, and are considered to be authoritative for 
this type of analysis. More information can be found at:

research.dwp.gov.uk/asd/frs/

and 

www.esds.ac.uk/doc/6886/mrdoc/pdf/frs_2009_10_
introduction_to_the_family_resources_survey.pdf

While a list of data available can be found at: 

www.esds.ac.uk/findingData/snDescription.asp?sn=6886


