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Tax, Benefits, Pensions

1. The holistic approach

I have ploughed through hundreds of pages of comments, articles, leaflet, legislation and worked examples, and it seems to me that the entire UK tax, benefits and pensions systems could be replaced by a few simples rules as outlined below. 

This is not a menu
, it is a consistent, coherent and inter-locking system for tax, benefits and pensions that will have more net winners than net losers, although in any particular case, the net gains or losses will not be particularly large.

I have not concerned myself with the total level of taxation or government spending. The system is designed to be revenue neutral.

· The income tax personal allowance will be set at £11,000. Above this, you will pay tax at 38% on all employment, self-employment and rental income.

· National Insurance (Employees’ and Employers’) will be scrapped

· Corporation tax will be 38% on all trading, professional or rental income

· Business rates will be reduced to 30% of the rateable value, without exemptions for unoccupied business premises.

· There will be no further tax due on dividends or capital gains on shares in UK companies.

· Non-repayable income tax at 20% will be deducted from all bank and bond interest, with no further tax being due.

· Various gimmicky tax breaks such as ISAs, PEPs and TESSAs, EIS, VCT and CVS relief and R&D tax credits will be scrapped. 

· Council Tax, Capital Gains Tax and Inheritance Tax will be scrapped and replaced with a “Land Value Tax” of 1% per annum on the value of all residential properties, the first £60,000 in value per dwelling will be exempt.

· SDLT will be scrapped. Sales of properties will be subject to 0.5% Stamp Duty without bands or exemptions, the same as for shares.

· Adults out of work or earning less than £11,000 will be entitled to a non-contributory, non-means tested, non-taxable Basic Cash Benefit (“BCB”) of £80 per week. If they work part time, they can continue to claim the BCB, but will be given a PAYE coding notice without a personal allowance, thus the effective marginal rate of benefit withdrawal will also be 38%.

· Child Benefit will be increased to £36 per week for children under 5.

· From the age of 60, the BCB will increase by £2.50 per week for each year of age, and at the age of 66 it will transmute into a non-contributory, non-means tested, non-taxable “Citizen’s Pension” of £97.50 per week (which continues to increase by £2.50 etc). This is purely a presentational issue; there will be no real difference between the BCB and the Citizen’s Pension.

· Tax relief for private pension contributions will be at 38% but restricted to the first £4,400 gross contributions per annum (£2,728 net of tax).

2. Tax credits versus commonsense
The initial response to my suggestions from all sides has been “38% income tax is much too high; basic rate employees and/or UK plc don’t want to pay such a high rate!” Nobody seems to notice that the £11,000 personal allowance would more than make up for this; no employee in non-contracted employment would be worse off, and the gains would mainly accrue to low- to middle-earners.

Perhaps it would be easier to start with the current position and approach it in stages as follows:

1. Accept the fact that basic rate employees have a 33% tax rate (22% income tax plus 11% Employees’ NI). 

2. Increase the personal allowance to £7,000, instead of having a £4,895 personal allowance and a £2,090 10% starting band. The £7,000 personal allowance would apply to PAYE income tax as well as Employees’ NI. Assuming a tax rate of 33%, this saves each and every employee £445 per annum.

3. The working tax credit (WTC) for a single earner is a maximum of £2,280, which is abated by 37p for every £1 that s/he earns above £5,220. Thus the marginal rate of tax plus WTC withdrawal is 70% (37% plus 33%), up to an income of £11,382, at which point the working tax credit is abated to nil. This simply reinforces the poverty trap; someone on a wage of £11,382 working full time is making about £6.25 per hour – just above the NMW – the incremental net extra income per hour’s work is only £1.88 (30% of £6.25), barely enough to justify the extra costs of finding a job and travelling to and from work etc.

4. More to the point, such as worker is much more likely to work cash in hand, even if this for less than the NMW. 

5. It would seem much kinder to abate the WTC by a much lower amount, say by 5p in the £1, giving a total tax plus WTC withdrawal rate of 38% (5% plus 33%), so that our low earner can at least keep an extra £3.88 for each hour s/he works (62% of £6.25), or double the amount under the present system. 

6. If we adjust the basic element to £1,520 and assume that the 30 hours element of £660 is dealt with by the across-the-board saving of £445, then the true personal allowance, i.e. the wage level at which the tax credit = tax plus NI is £11,000.

7. Thus the working tax credit would not be abated to nil until a salary of £37,400 is reached, which is roughly the point where higher rate tax starts anyway. Thus every worker up to that level of salary would benefit (see table under Note 1 to the workings part (3) in Section 6).

8. Now, this seems a hideously complicated way of doing things. Mathematically, this is exactly the same as having a personal allowance of £11,000 and charging tax at 38% - we could continue to split it up into 11% NI plus 22% basic rate tax plus 5% WTC withdrawal, or we could just be honest with the general public and say it is a personal allowance of £11,000 and tax of 38%.

9. Higher rate taxpayers currently pay 40% tax and 1% Employee’s NI, total 41%. In the general interests of simplification, and bearing in mind that higher rate taxpayers live in more valuable housing and hence will pay more LVT than they did in Council Tax (see Section 15), it seems perfectly fair an sensible to stick with the 38% tax at all levels of income.

3. National Insurance (“NI”)

One aim of taxation is to discourage “bad” behaviour. The additional taxes on alcohol, tobacco and gambling are perfectly acceptable, as are taxes on environmentally harmful activities; even if the taxes do not discourage bad behaviour, at least they raise money. Another aim of taxation is to preserve scarce resources, especially where these are imported. Fuel duties can be justified under either of these heads
. 

I have no problem reconciling the Marxist viewpoint that labour is the source of all wealth and dignity with Thatcher’s view that you should do a fair day’s work for a fair day’s pay. Work is a good thing. It is the only way to create wealth and by far the best way of distributing it efficiently and fairly. Investment income is only income created by labour that flows through into dividends, interest or rent.

Why then does the benefits system discourage people from going back to work? See Section 13. Why then is there a super-tax on employment income or self-employment income? It is also ridiculous to have two parallel systems for PAYE and NI, as there is a 99% overlap.

Another point is that demand for tobacco, alcohol and oil is price inelastic, so a very efficient way of raising tax (the cost of these goods is 90% tax). Conversely, the demand for labour is very price sensitive - either the employer can make a profit at a certain wage level or he cannot; if not, those jobs will be lost.

Of course, I cannot just scrap a tax that raised £78.1 bn in 2004-05
, the trick is to break it down into its constituent parts and deal with each separately. Ignoring minor sources such as Class 1A, 2,3 and 4, I shall assume that NI can be broken down further as follows:

Employees’ NI  - 45% 
£35.1 bn
£35.1 bn (see Section 4) 

Employers’ NI  - 55%
£43.0 bn

Of which

UK plc – 20 m employees - 80%

£34.4 bn (see Section 5)

State – 5 m employees - 20%

  £8.6 bn (see below)



£78.1 bn

The effect of scrapping Employer’s NI on State employees will have absolutely no effect whatsoever, as the tax revenues lost to the Exchequer are equal to the amount saved by the State qua employer. The State pension will be non-contributory (Section 25), so there will be no need to maintain NI records and contracting out will end (Section 30).

Schemes like the “New Deal” have proven to be largely ineffective. Unless people are willing to work and jobs are created, trying to cajole people back to work is like pushing water uphill…

4. PAYE income tax, Employees’ NI

· The personal allowance will be set at £11,000. 

· Income tax and Employee’s NI will be amalgamated into a standard income tax rate of 38% applied to all earned income over the personal allowance. 

Personal allowance

The personal allowance will be set at just above the amount that somebody on the National Minimum Wage (“NMW”) earns, working 40 hours week, in other words £11,000. Above this, you will pay tax; below this you are entitled to benefits

Marginal rates of income tax

We have the bizarre situation where lower paid workers suffer a marginal tax rate of 73.4%
 under the Tax Credit system (even ignoring the loss of benefits). There is then a dip for ordinary employees, who suffer 40.6% tax
 on their gross salaries, a brief dip to 30.9%
 on salaries between £32,760 (the upper NI threshold) and £37,295 (the higher rate tax threshold) and via a long struggle through the wilds of 53.6%
 back to the relatively sunny uplands of 47.7%
 for higher paid employees. The self-employed have marginal rates between 30% and 41%. If earnings are routed via a limited company, the rate is anything between 19% and 49.6%.

Standard rate of income tax 

A fair rate seems to be 38%. Note (1) of the Workings (3) shows the incremental tax saved per employee at various salary levels through the introduction of the new system.

Current receipts (2004-05)

Current PAYE receipts (HMRC Table 2.8) 
£108.7 bn

Employees’ NI (from Section 2)
£35.1 bn
Total
£143.8 bn

Expected receipts - see Workings (3)
£135.8 bn
This shortfall of £8 bn is before taking into account any boost to employment resulting from scrapping NI and the “poverty trap” (see Section 39).

Workings (1)

PAYE and Employee’s NI is a huge figure, so I shall have to be very circumspect in forecasting how much PAYE receipts will be:

Workings (2) - the top-down approach

Total employees’ remuneration in 2004-05
 
£665.2 bn

This can be broken down as follows:

Employment income reported to HMRC

£530 bn

NI pensions

£49 bn

Employer and private pensions

    £60 bn

Employer contributions (5% of salaries)

  £26 bn

£665 bn

£530 bn ÷ 25m = an average salary of £21,200, as opposed to reported mean earnings for 2004-05
 of £27,050. The average of the two possible averages is £24,000, which has been assumed by other researchers
, so let’s go with that.

Average earnings (say)
£24,000

Les personal allowance
£11,000

Taxable per employee
£13,000

PAYE due per employee
£4,940

25 m employees @ £4,940
£123 bn

State pensions will be tax-free and can be ignored
£0 bn

Employer and private pensions will be fully taxable
  £23 bn
Expected receipts
£146 bn
Usually, the top down approach produces a much higher figure that the outturn. This appears to be the case here, as the projected receipts are actually more than under the current system.

Workings (3) – the incremental approach

A more cautious approach is to consider what effect the changes will have on total receipts. Total receipts will go down by around £8 bn as follows:

Less: tax saved by lower/average paid workers
£(21)bn – Note 1

Less: Tax foregone on State pensions
  (£5)bn – Note 2

Add: Additional tax on employer/private pensions
£13 bn – Note 3

Add: Ending contracting out

    £5 bn – Note 4

Expected reduction in PAYE/NI receipts
  £(8)bn

Note 1

Under the new system, low and average paid workers will pay considerably less in tax, even taking WTC into account, as follows:

	Salary
	Single – not contracted-out
	

	
	Tax saved (2005-06 rates)
	

	£10,000
	£1,815
	


	£15,000
	£1,565
	

	£20,000
	£1,315
	

	£25,000
	£1,065
	

	£30,000
	£815
	

	£35,000
	£341
	

	£40,000
	£78
	

	£45,000
	£228
	

	£50,000
	£378
	


A worker on an average salary of £24,000 currently pays £6,055 in PAYE and Employee’s NI. Under the new system, he will pay £4,940, a saving of £1,115. Above £40,000 the savings will be lower. If 19m employees earning £40,000 or less
 save on average £1,115, we would expect to see receipts fall by £21 bn.

Note 2

£23 bn reported to HMRC for 2004-05 @ 22%.

Note 3

Of £60 bn employer and private pensions paid out, currently only £45 bn is subjected to tax, largely at 22%, total receipts £10 bn. Taxing £60 bn in full at 38% raises £23 bn, which will increase the total take by £13 bn (see Sections 28 and 29 .

Note 4

Contracting out will be ended, which costs around £11 bn. Allocating 45%
 of this to employees gives £5 bn. This will increase total receipts by £5 bn.

5. Self-employment income

· Self-employment income will be taxed at 38% with a personal allowance of £11,000. 

· The “intangible assets” regime that applies to companies will be extended to all businesses. In other words, gains on the sale of goodwill are treated as normal income taxable at 38% and amortisation of goodwill is an allowable expense.

Under the current tax system, the self-employed have marginal tax and NI rates of 30% and 41%, lower than the rates for employees (40.6% and 47.7%). This is always justified by the fact that self-employed Class 4 NI is a pure tax, as opposed to Employee’s NI, which builds up a notional entitlement to contributory benefits such as Jobseeker’s Allowance and the State Pension.

Thus the gains under the new system would be smaller for the self-employed than for employees. Self-employed people with incomes between £10,000 and £30,000 would be better off, by an average of £860, the self-employed with incomes between £35,000 and £65,000 would actually pay an average of £400 more tax. On the other hand, the self-employed would have the same benefits and pensions entitlement, so this does not seem unduly harsh. 

Construction Industry Scheme (“CIS”)

This is a bizarre scheme that parallels the VAT system and overlaps rather clumsily with PAYE and income tax/corporation tax. Under the scheme sub-contractors who are neither employees nor proper businesses have 18% tax deducted from payments made as a rough approximation of their overall tax liability. The game is of course to be reclassified from employee to sub-contractor because of the lower NI liabilities. 

This system can be scrapped. Legitimate sub-contractors will continue to paid gross, everybody else will go on the payroll. A construction worker earning up to £20,900 will be happy to go on the payroll as he will still only suffer an average tax rate of 18%. Those earning more will have the same amount of tax deducted from their pay as they would have to pay if the income was declared as self-employment income. If a worker is neither a registered business nor has a PAYE code, he will be taxed at 38% on all payments.

Roughly speaking, 2m self-employed would be an average of £860 better off, so the overall expected fall in the tax take would be £1.7 bn. 

This could be further adjusted for larger tax savings at the lower and upper end; extra tax due in the mid-range; extra tax collected by the reclassification of “self-employed” building workers as employees and the extra tax on disposals of goodwill, but the net further adjustment is probably insignificant.

6. Corporation tax reform

A fundamental reform of corporation tax is outside the scope of this assignment. The Treasury issued a consultative document a couple of years ago, which is grinding through the system. I don’t expect much of it myself. In particular, the document foresees a number of transitional rules, I would prefer to see a big bang, clean sheet approach

It seems rather alarming that total taxable profits for 2004-05 per HMRC are £150.3 (after Employer’s NI) but the total “gross operating surplus of private corporations”
 was £258.9 bn. I would not dare suggest a complete reform of corporation tax until I knew how these figures could be reconciled. This suggests that overall accounts profits are higher than taxable profits, which I do not believe for one second. I would like to see a system where:

· Accounts profits are taken to be the taxable profits, subject to pragmatic adjustments (see Section 36).

· Accounts depreciation is allowed in full and the Capital Allowances Act 2001 is repealed as unnecessary.

· The schedular system is scrapped completely with full relief for all commercial losses.

· Companies are allowed to surrender losses to their individual shareholders to the extent that this is matched with a reduction in subscribed capital under ss135 to 138 Companies Act 1985 (a more sophisticated version of s574 ICTA 1988 relief, which would bring them into line with unincorporated businesses and LLPs).

· Groups of companies, especially international groups would be taxed on the basis of the consolidated accounts. Profits would be apportioned to countries on the basis of turnover, number of employees and assets employed in each country. Other countries (for example, USA, Germany and Switzerland) already have such a system for allocating profits between different regions to enable different local business taxes to be levied.

· Dividends from subsidiaries in Treaty countries that impose a sensible rate of corporation tax, say more than half the UK rate (38% ÷ 2 = 19%), should be exempt from tax in the UK. 

· Instalment payments would (like for income tax) be based on the lower of the previous year’s actual profits and the forecast for the current year.

I have got into the habit at work of adding back Employer’s NI to the accounts profits and multiplying the answer by 38%. It hardly ever happens that the resulting figure is more than the total NI and corporation tax liabilities for the year, even for companies paying at the small companies rate and claiming R&D tax credits (see Section 12).

See also Section 38 for international aspects.
7. Corporation tax, Employer’s NI and Business Rates

· Employer’s NI will be scrapped (see Sections 2 and 40)

· Corporation tax will be increased to the same rate as income tax of 38%.

· Business rates (41.5% of “rateable value”
, half rates for unoccupied premises) will be harmonised at 30%, whether occupied or not (see Section 10).

There is no reason why corporation tax should not be set at the same rate as income tax generally 38%. Briefly, because it seems “fair”; because having wildly disparate tax rates positively invites avoidance (by channelling earned income through a limited company), and to save the need for higher rate income tax on dividend income (bearing in mind there would be no basic and higher rates, just one uniform rate- see Section 8) or the dreaded “section 419” tax.

Please note

The knee-jerk reaction to my suggestion is that UK plc does not want to see corporation tax rates increased from 30% to 38%. It would appear that people do not realise that UK plc pays as much in Employer’s NI as it does in corporation tax. The overall effect of the measures suggested above would be to reduce the tax burden slightly. Thus post-tax profits will increase slightly, but more importantly pre-tax profits will increase by 25%.

Investment

Most investment (staff training, product development, plant and machinery, market research etc) is paid for out of pre-tax profits. If pre-tax profits increase by 25%, then it is not inconceivable that such investment increases by 25%. Further, ultimately, the cost of inputs is 99% labour. Employer’s NI adds around 8% to the cost of labour, so scrapping Employer’s NI will reduce the cost of labour by 8%. Thus if UK plc has 25% more money to spend on something that is 8% cheaper, I fail to see how the two measures, taken together would not boost investment by a third, with a corresponding boost to employment (see Section 39).

Small companies

The measures taken together will not necessarily increase the total tax burden on companies currently paying at the small companies’ rate of 19%. Small employers who pay out more than 75% of their gross profits as salaries, and in particular companies caught by IR35 will pay less in tax than presently. The break-even point for companies currently paying corporation tax at 30% is where salaries are 60% or more of gross profits

Start-up companies will be able to claim all their start up costs against tax if my suggestions for charging tax on the accounts profits rather than some entirely artificial concept of “taxable profits” are adopted (see Sections 6 and 36); and further, shareholders will be able to claim such losses against their own income.

Property companies

A property company with £1m taxable rental income and no employees will see its post tax profits will fall by 11.5% (from £700,000 to £620,000). The additional tax will not distort business decisions. If you own a property the best thing you can do is to let it out; whatever the rate of tax. Furthermore, most shareholders will still be better off, as there will be no further tax on dividends (see Section 8) or capital gains (see Section 9). The cut in business rates will also  tend to boost rents in the long run (see Section 10).

North Sea companies
For some reason, these are seen as a popular target for windfall taxes and the like, despite the fact that most households own a car
 and/or cook with gas. The rate of corporation tax that they pay will be reduced by 12%, which will hopefully help them fund extra exploration and extraction. A true environmental tax would be levied at consumers of oil and gas; not at producers, but domestic power is taxed at a reduced rate of VAT of 5% and pensioners are given a “winter fuel bonus”. 
International competitiveness - See Section 38
	Workings - taxable profits after Er's NI

	
	
	

	Industrial and commercial
	£94.0 bn
	
	

	Financial companies
	£40.0 bn
	
	

	North sea companies - £4 bn tax ÷ 40%
	£10.0 bn
	
	

	Life assurance companies- £1.9 bn tax ÷ 30%
	£6.3 bn
	
	

	
	£150.3 bn
	 Pre-tax – current system

	Add back Er's NI borne by UK plc
	£34.4 bn
	
	

	Add back Business rates @ 41.5%/20.75%
	£18.7 bn
	
	

	Less Business rates @ 30%
	£(14.2)bn
	
	

	
	£189.2 bn
	 Pre-tax - new system

	Corporation tax @ 38%
	£71.9 bn
	
	

	Less double tax relief
	£(3.8)bn
	
	

	Corporation tax payable
	£68.1 bn
	
	


Current receipts 2004-05

Corporation tax

£33.5 bn

Employer’s NI

£34.4 bn

Business rates

£18.7 bn


£86.6 bn
Expected receipts

Corporation tax (see workings)
£68.1 bn

Business rates
£14.2 bn


£82.3 bn

8. Investment income

· Dividends will be exempt from further income tax, as company profits will have been taxed at the full rate (see Section 7). 

· “Plain Vanilla” interest income from bank accounts or corporate bonds will be taxed at source at 20% with no further income being due
.

· Tax relief for TESSAs, PEPs and ISAs will be scrapped (unnecessary)

Dividends

UK plc would pay corporation tax at the same rate as income tax, so there would be no need to charge further tax on dividends. Why not make dividends from companies in treaty countries with a sensible corporation tax/withholding rate exempt too?

Interest

(1) Tax-exempt savings accounts boost the net income of higher rate taxpayers by 2% (40% of typical interest rate 5%), of basic rate taxpayers by 1%. On the other hand, means testing of benefits punish poor people very savagely for having saved in the first place. To keep things fair and simple, means testing and tax exempt accounts will both be scrapped.

(2) With inflation of 2.5% and nominal interest rates at 5%, it seems fair to say that only half the nominal interest that you earn is profit; the other half is compensation for fall in purchasing power. Thus it seems perfectly fair to me to tax interest at half the normal income tax rate, or in round terms 20%. All interest would have tax deducted at source and that would be the end of that, no need to report on tax return. 

(3) Further, the current system is hopelessly deficient. Out of total bank accounts and corporate bonds in issue of £1,000 bn, a meagre £2.6 bn is collected in tax on the interest. This suggests wide-scale evasion. If an evader can choose between 20% tax or earning interest tax-free and risking paying the full 38%, he is more likely to choose the 20%, which may involve the repatriation of funds to the UK (see Section 38).

Current receipts

Higher rate tax on dividends
£4.3 bn

Rental income
£1.8 bn

Bank interest

£2.6 bn
Other investment income (assume half overseas)
£0.6 bn
Total
£9.3 bn
Expected receipts

Rental income (average rate charged increases)
£2.2 bn

Bank interest (£20 bn @ 20%)
£4.0 bn

Other investment income (overseas div’s exempt)
   £0.4 bn 

Total
£6.6 bn

9. Trusts

· The taxation of trusts will follow the basic rules for individuals and companies.

· No further tax due on dividends

· Interest will have 20% income tax deducted at source

· Trading, professional and rental income will be taxed at 38%

· There will be no further tax on beneficiaries who receive distributions

The will be no need to distinguish between various types of trust:

· Interest in possession trust

· Discretionary trust

· Accumulation and maintenance trusts

· Estates of deceased or bankrupts

· Unit trusts

· Investment trusts

· Real Estate Investment Trusts

· Funded Unapproved Retirement Benefit Schemes (contributions are, or should be, taxed on the employee when made)

· Employee Benefit Trusts (employer contributions would not count as taxable income to reflect the fact that the employer does not have a corporation tax deduction until benefits are paid out, s43 FA 1989).

Ultimately, these simple rules could be extended to

· Charities

· Pension funds (employer contributions and pensions paid out would be tax-neutral from the point of view of the pension fund)

Although this will require some political will.

10. Land value taxation

· Inheritance Tax and Council Tax will be scrapped and replaced with … 

· … a Land Value Tax (“LVT”) on residential properties at 1% of current market  value, subject to a nil rate band of £60,000 per residence

· Stamp Duty Land Tax (“SDLT”) will be scrapped. Sales of properties will be subject to 0.5% Stamp Duty without any exemptions or bands; the same as for shares. 

· The scope of CGT will be much reduced. 

Officially, there is no system of land value taxation in the UK, i.e. an annual wealth tax based on the value of land and buildings that you own. On closer inspection, there are several competing and overlapping systems that roughly approximate to a land value tax:

Business rates

Business rates are just over 40% of the “rateable value” of all business premises, so on the one hand can be seen as a super-tax on rents paid by business tenants. On the other hand, the rateable value is a fairly fixed percentage of the underlying value of those premises (say 10%) so business rates can also be seen as an annual tax of 4% on the underlying value of the land and buildings owned and occupied by a business. To confuse the issue, there are discounts for small businesses and a 50% reduction if the premises are unoccupied, with yet more forms and administration. 

Tax is a much better stick than a carrot. If it is agreed that leaving perfectly good business premises vacant is a bad thing, why is this rewarded via this reduction? if anything it should be punished via a higher rate. In any event, the rate seems unduly high, and as property companies will tend to suffer from my reforms to business tax (see Section 11), it makes sense to harmonise business rates at 30%. In the short term, this will benefit occupants. In the medium term, this will feed through into higher rents, so that overall property companies are no worse off.

The ten-yearly periodic charge

The assets owned by discretionary trusts would not otherwise be subject to Inheritance Tax. Thus the legislation charges assets owned by discretionary trusts to a ten-yearly periodic charge up to a maximum of 6% (or an annual charge of up to 0.6%) of the value of the underlying assets, including of course land and buildings.

Council Tax

The “Guide to Council Tax 2006/07” that plopped onto my doormat recently, shows that Council Tax in the London Borough of Waltham Forest is basically a poll tax element of £500 plus a land value tax element of 0.35% the home’s value, capped at around £750,000. See also www.counciltaxreform.org. House prices in LBWF are probably 50% higher than the national average and Council Tax is 10% higher, so the nationwide picture is probably more like £500 plus tax plus 0.5% of property value.

The poll tax element of the Council Tax

The whole idea of having the BCB and Citizen’s Pension is to ensure a minimum income. Why then have a poll tax that ensures a minimum level of tax?

The BBC licence 

Just to get things into perspective, do not forget that the BBC licence fee raises £2.8 bn gross, as much as IHT and slightly more than CGT. As a poll tax, I would scrap the licence fee and fund the BBC out of general taxation, but there does not seem to be any popular support for such a move.

Council Tax Benefit (“CTB”)

Council Tax is a regressive tax (poll tax), so there is a parallel system of CTB to compensate for the poll tax element. The total CTB paid out is £3.6 bn, claimed by around 5.5m households, or around £12 per week per claimant household. There is a high correlation between Council Tax bands and CTB claimants – around 75% of people in Band A are entitled, 50% in Band B and 25% in Band C
. 

As usual, there are problems with poor take-up, fraud and the fact that is means-tested, contributing yet another couple of percent to the marginal tax/benefits withdrawal rate of low and part time earners.

Inheritance tax (“IHT”)

Another way in which the system taxes property values is IHT. 

The nil rate band for IHT is £275,000; above that it is charged at 40% on the value of the deceased’s estate. Only the richest 6% of estates are liable to IHT
. The richest 5% of households own
 43% of all “marketable wealth”. The total value of UK wealth (homes, investment properties, shares, bank accounts etc.) is around the £6,000 bn mark. Thus the richest 6% of households must be worth £1.8m each. Assuming everybody lives to an average age of 70, there would be 500,000 deaths a year, of which 30,000 have estates chargeable to IHT. Now, assuming no IHT planning whatsoever, this would mean IHT of £610,000 per estate x 30,000 estates, a yield of £18.3 bn. 

The total take was actually £2.9 bn in 2004-05. This would suggest that the average estate paid £100,000 IHT, in turn suggesting that the average total estate of the richest 6% was only £525,000
. At a guess, I would say that the average value of the main residence of the richest 6% is at least that much. The rest must have been salted away via tax planning.

So, it is fair to say that really, IHT is a one-off tax on the value of your home on death. “IHT taxes the parts that Council Tax can’t reach”. In the absence of tax planning, a home would change hands on death once a generation, say every forty years. Bearing in mind that IHT is 40%, this could be replaced by an annual 1% charge per year on the value of your home over £275,000, or £550,000 for couples.

IHT insurance 

Considerate older people actually take out IHT insurance, written in trust for their families, so that the insurance pays out whatever the IHT liability is. It does not seem to me to be unfair to make this insurance compulsory by levying an annual charge on the value of your home and scrapping IHT.

Land Value Tax (theory)

There are good economic arguments in favour of an annual tax as a fixed percentage of the value of your home, basically;

· Housing is a normal good, in other words, the value of your home is a fairly fixed multiple of your lifetime income. Pensioners in valuable homes may have low current incomes, but had relatively higher incomes earlier on. Thus such a tax is “fair” in the sense that it is an extension of income tax, the least unfair of all taxes.

· Unlike Council Tax, the level is not affected by where you live.

· It encourages efficient use of housing. Once the children have left home, there are only sentimental reasons why older couples or widowed pensioners should not trade down into smaller properties, freeing up larger homes for young families.

· The rise in house prices since the early 1990s may be the fault of artificial supply restrictions imposed by the Town and Country Planning Act 1990; or because of increases in demand.

· In Section 11 I suggest how Local Authorities could be encouraged to grant more planning permission. The other strategy is to dampen demand by introducing a land value tax, especially for under-utilised second or holiday homes.

· LVT is not a new idea and several countries have it - see www.landvaluetax.org.uk.
Land Value Tax (in practice)

There will be an annual charge of 1%, payable by the owner, not the occupant
 on the value of every residential property, subject to nil rate band of £60,000 per household (as a rough and ready substitute for Council Tax Benefit for poorer households
 - this exemption will automatically not apply to second or holiday homes) whether fully or partly occupied or vacant, first or second home, owner-occupied or let. 

It is a bit difficult to know which index to trust – for December 2005, the Nationwide sid the average value of a house was £157,000 but the FT said £196,000
. The average of all the average values is currently (say) £175,000. After deducting the nil rate band, LVT for an average property would thus be £1,150 per annum, which is broadly in line with a typical Band D Council Tax bill. Multiplied by 23.5 m households gives a total yield of £27 bn.

Owners of cheaper properties will pay a lot less LVT than they did Council Tax. Most in the middle will be indifferent. Owners of more expensive properties will of course pay much more in LVT than they did in Council Tax, but this is compensated by the fact that IHT will be scrapped. LVT will just be IHT in easily affordable instalments. 

Stamp Duty and SDLT

If LVT is designed to ensure efficient use of available housing, in other words to encourage people to move into the “right size” home, be that larger or smaller, it would be hypocritical to charge SDLT at savage rates up to 4%, a tax that may be legally due by the purchaser but is economically borne by the vendor. If pensioners decide to trade down from a £500,000 house to a £200,000 flat in order to cut their LVT bill by two-thirds, they should not be fined £20,000 for doing so.

There is no economic justification for Stamp Duty, rather the opposite; it just happens to be a fairly painless tax that is (or used to be) easy and cheap to calculate and collect, and is required to keep receipts from capital taxes constant. Back in 1997-98, when the rate on property sales was 1%, the total take was £3.5 bn. Stamp Duty on share sales alone is around £2.5 bn, which will be unchanged. Assuming that house prices have doubled since 1997-98 (when the rate was 1%), charging 0.5% should leave revenues roughly the same as in 1997-98.

Capital gains tax

CGT was introduced not with the intention of actually taxing capital gains, but of discouraging people from reclassifying taxable income as tax-free capital gains. I see no reason to tax gains on shares in limited companies as their profits are already fully taxed at company level. Subject to anti-avoidance provisions, I would suggest that the only assets that should be subject to CGT would be investment properties, subject to 10% taper relief for each year of ownership. It is otherwise too difficult to distinguish between property developers/speculators and long-term investors. In any event, the total take will be so insignificant that we need not concern ourselves further with this. As to planning gains, see Section 11.

Simplicity

The aim of this report is to show how the current tax system can be replaced on a fiscally neutral basis such that most people are not significantly better or worse off. This is a golden opportunity to replace four hideously complicated and arbitrary taxes (and one arbitrary benefit) with a simple, fair and economically efficient tax.

Current receipts

Council Tax
£20.2 bn

Less Council Tax benefit

£(3.6) bn

Stamp Duty Land Tax, Stamp Duty
£8.9 bn

Inheritance Tax
£2.9 bn

Capital gains tax
£2.3 bn
Total
£30.7 bn
Expected receipts

Land Value Tax (see workings)
£27.0 bn

Stamp Duty (see workings)
    £3.5 bn
Total
£30.5 bn

11. Planning gains

· Planning gains will be taxed as income at the normal rate of 38%.

· The tax will be payable to the local authority instead of to HMRC

· If the landowner also carries out the construction, the tax can be offset against the overall tax bill on the project.

· Section 106 agreements will be scrapped

· The responsibility for granting planning permission will be devolved back to local authorities.

This is not intended as an extra tax as such, but as an anti-avoidance provision that will have the added benefit of encouraging local authorities to grant more planning permission - one school of thought is that housing is so expensive because not enough is being built
.

Current system

A proper home builder uses land from his “land bank”, which he may have purchased for very little years or decades ago, applies for planning permission, incurs extra expenditure on Section 106
 agreements, and the remaining profit is charged to corporation tax or income tax at the normal rate. Whether the profits arise from the grant of planning permission or actually building the houses makes no difference.

Where an individual owns land and is granted planning permission before selling it to the builder, the fairly risk-free
 windfall gain is usually taxed at much lower rates of capital gains tax. He sells the suddenly enormously valuable land to the builder, who then has to fulfil the Section 106 agreements and pay full income or corporation tax on the profit from the construction and sale of the new homes.

The new system

To encourage local authorities to be more generous with planning permission while balancing local interests (and dampening Nimbyism
), the PGT would be payable direct to the local authority. The quantum of the uplift in the land value would be negotiated between the applicant and the council as part of the planning application. The developer will be able to offset the tax paid in full against his overall tax bill on the development so for a proper building company there would be no overall increase in the tax bill. Only if the planning gain would otherwise be taxed as a capital gain (at lower rates or not at all) would there be a net tax cost to the landowner.

The uplift in value per house or flat is typically £50,000; according to Kate Barker, around 125,000 new homes are built each year, 38% of the uplift is £2.4 bn. Maybe two- thirds of this would be offset against normal income or corporation tax, so the overall net take might be £0.8 bn.

12. Sundry minor tax breaks

· Various gimmicky tax breaks, such as EIS/CVS/VCT and R&D tax credits will be scrapped

EIS, CVS and VCT

These sound good “encouraging investment in enterprise” but achieve nothing. From an economic point of view they are pointless, if not counter-productive. Good investment opportunities will attract capital anyway. A poor investment opportunity dressed up with a tax break will attract capital – and then lose it. A tax break for the investor must mean that the overall tax burden for everybody else is slightly higher. A sophisticated investor looks at the after-tax return. Thus if an investment pays £8 a year and he expects a 10% return, the investment is worth £80. If he knows that he will receive a 20% income tax credit, he is prepared to pay £100 and reclaim £20. Thus investors are probably overpaying, but at no cost to themselves. Thus ultimately, the bulk of taxpayers are subsidising super-returns to the existing owners and their advisors.

Under the new system companies will be able to surrender losses to their shareholders (see Section 6), which could mean that shareholders can claim up to 38% tax relief on the amount they subscribe if the company fails. Do not forget that all shares will be exempt from capital gains, not just EIS or VCT shares (Section 9) and that there will be no higher rate income tax on dividends (see Section 8). EIS and VCT reliefs will therefore be completely superfluous.

Research & Development tax credits

Sounds good, achieves nothing. There is sufficient research to show that overall R&D spending has not increased one bit; pharmaceutical companies and Formula 1 teams (who between claim the bulk of the relief) are just continuing to do what they do best.

There is more madness involved here; for some reason only companies can claim R&D tax credits, not sole traders or partnerships. Why? Further, the value of the tax credits are actually less than the Employer’s NI on the salaries of employees involved in R&D. If R&D tax credits and NI are scrapped simultaneously, the cost of those employees will still fall by at least 2%
.

Savings

EIS and VCT reliefs
£0.5 bn

R&D tax credits
£1.4 bn


£1.9 bn

13. Benefits – age 65 and under

· All income style benefits (see list below) will be scrapped and replaced with a non-contributory, non-means tested, non-taxable Basic Cash Benefit (“BCB”) of £80 per week per adult aged 23 or over who is not in employment or who earns less than £11,000 per annum.

· This includes full-time mothers, whether single or in a relationship or married

7.8 m people will be entitled to the BCB (see workings). Currently, there are around 5 m claimants of “key benefits”
. Who are the missing 2.8 m? Presumably 1.4 m students and 1.4 m married mothers (see Sections 19 and 20), who will of course both qualify for the BCB.

It is important to note that the BCB equals £4,180 per year, which is also 38% times £11,000. If someone claiming the BCB starts a job (or becomes self-employed) and earns less than £11,000 per annum (£212 per week), or only works sporadically, he can choose to continue to receive the BCB but will not be given a personal allowance for PAYE or income tax purposes. Thus there will be a neat cross over at £11,000 where the tax paid is equal to the BCB. The effective rate of benefits withdrawal will be 38%, the same as the normal rate of income tax.

Students

The rate for 19-23 year-olds would be halfway between the rate for 17-18 year-olds and the adult rate, i.e. £52 per week or £900 per term. There would be no need for a separate system for student grants. Together with the fact that tuition fees can be repaid once you start work via Student Loan Repayments (“graduate tax”), this seems to make Higher Education perfectly accessible to all from a financial point of view and to be fair as between students and NEET’s
. 

Students will have “used up” 65% of their personal allowance if they claim the £52 per week BCB, so will be given a PAYE code with a reduced tax-free personal allowance of £3,850 (on an annual earnings basis), so that they can earn up to £3,850 tax-free per annum with holiday and weekend jobs.

Administration

The new system will be blindingly simple. 

All you will need to claim is your passport, proof that you are resident in the UK (or have been for at least ten years, or whatever), your NI number and a sworn statement that you are not working, or at least, not working and claiming the personal allowance. The BCB will be paid into bank accounts by direct debit, which should help reduce fraud. If somebody really wants to be paid by Giro, the amount will be reduced by £2 per cheque to cover extra administration costs and the likelihood that fraud is involved.

Basic Cash Benefit - expected payments – workings

	
	
	Employed
	Claiming
	
	Benefit
	Total

	Age group
	Number

	or self-
	Benefits
	
	per annum
	Cost

	
	
	employed

	
	
	
	£ bn

	19 to 22
	
	
	
	
	
	

	Students

	1,447,058
	
	1,447,058
	
	£2,704

	3.9

	Non-students
	1,447,058
	1,198,529
	248,529
	
	£2,704
	0.7

	23 to 59
	29,607,960
	24,522,857
	5,538,232
	
	£4,160
	23.0

	60
	559,590
	463,482
	104,673
	
	£4,290

	0.4

	61
	591,509
	489,919
	110,643
	
	£4,420
	0.5

	62
	586,244
	485,558
	109,658
	
	£4,550
	0.5

	63
	579,076
	479,621
	108,317
	
	£4,680
	0.5

	64
	563,529
	466,744
	105,409
	
	£4,810
	0.5

	65
	547,286
	453,291
	102,371
	
	£4,940
	0.5

	
	38,823,424
	28,560,000
	7,874,890
	
	
	30.6


Current payments (2004-05)

Housing Benefit (three quarters – see Section 14)
£9.8 bn

Income Support (under 60)
£10.0 bn

Jobseeker’s Allowance
£2.2 bn

Less child personal allowances (see Section 13)
£(3.7) bn 

Incapacity Benefits
£6.7 bn 

Tax credits

£4.4 bn 

Maternity allowance, SPP and SMP
£1.5 bn

Other small benefits
    £0.5 bn
Total
£31.4 bn
Expected payments

BCB - see workings – next page
£30.6 bn

Housing benefit for private tenants (Section 15)
 £0.8 bn

£31.4 bn

14. Housing Benefit and social housing
 

· Housing Benefit as a separate benefit will be scrapped and included in the BCB.

· A more efficient allocation of social housing will be encouraged by enabling the local authority to charge rents on a sliding scale depending on needs

Some people will be outraged at the idea of scrapping Housing Benefit. The solution to this is to look at the bigger picture:

· 19%
 of households, in other words 4.5m households live in social housing. A third of these are pensioner households, or 20% of all pensioner households
.

· 80% of households in social housing claim housing benefit, (£10.5 bn
 in total). In 20% of households in social housing therefore, there is somebody with a job who could probably afford to pay a higher rent. Conversely, 80% of housing benefit claimants are in social housing.

· Average social rents are £55 or around half of market rents
 and Housing Benefit is usually 80% of rent paid.

· There are no official statistics on social housing where the original tenant has moved out and the flat is being sub-let privately at a profit. I would not be surprised if a tenth of all social housing is sub-let.

· Apparently only 3.4% of social housing becomes vacant and is reallocated each year

Social landlords will be encouraged/forced to introduce a sliding scale of rents, Category 1 (for older single pensioners and the incapacitated, who pay £10 per week), up to Category 10 (for couples with no children, who pay £100 per week). This will 

· Encourage the “better off poor” to move out of social housing, freeing up social housing for those who really need it, i.e. the most unfortunate 19% of households (not necessarily the poorest!)

· Soften the blow that Housing Benefit has been scrapped

· Supersede the ludicrous system by which a nominally higher rent is charged and a parallel system is required to pay benefits to bring the net rent down to what the household can realistically afford.

· Give local authorities a chance to have a reappraisal of all their tenants and identify properties that are sub-let privately.

I expect that overall rents collected by social landlords will remain roughly the same, i.e. instead of a blanket £55, rents will range between £10 and £100. Any fall in overall receipts will be no more than half of the Housing Benefit, say £5 bn, which can easily be compensated for – see Section 36.

15. Housing Benefit and private landlords

· Housing Benefit as a separate benefit will be scrapped and included in the BCB

· If a private tenant loses his job, the local authority will pay his monthly rent for a maximum period of three or six months, within which he has to find another job or be allocated social housing.

· The landlord will be kept informed of this and allowed to service notice to quit at the end of the three or six month period

· The rent paid will be restricted to a national maximum of £50 per week per adult.

Housing Benefit is a subsidy rather than a benefit, and the golden rule is that subsidies don’t make things cheaper, they make things more expensive – it is just a question of working out who pays for it. Apart from the taxpayer generally, those who suffer most are working people who want to rent privately who have to compete with benefit claimants, thus paying higher rents than would otherwise be the case.

There is a huge amount of fraud that goes on where landlords let properties to “DSS tenants”. This practice will come to an end, and the scaled down Housing Benefit will only be paid if the tenant was actually in work at the inception of the tenancy.

Logic dictates that somebody claiming the BCB and Housing Benefit should be given a K-code, i.e. he will pay tax at a higher rate if he starts working again. This will sort of defeat the object of the exercise, set a “poverty” trap and be more grief and hassle than it is worth.

This will reduce current expenditure of £2.6 bn
 by two-thirds to (say) £0.8 bn, which is included in the total benefits in Section 13.

16. Child Benefit

· Child Benefit will be a flat £18 per child per week for every child aged 5 – 16.

· Child Benefit will be at the higher rate of £36 for children under 5.

· Child Tax Credits, IS/JSA related child allowances and all other child-related benefits will be scrapped. As to nursery funding, see Section 17.

Child Benefit is a wonderfully simple system – non-contributory, non-means tested, non-taxable – and as far as I am aware fairly free from fraud and error, but is then over layered with Child Tax Credits (“CTC”) and various supplements for single mothers. 

Child Benefit of £18 per week is probably a fair contribution to the incremental cost of having a child in the household – extra food, clothes, toys etc. 

However, the real cost of having children is not that bit of extra food, but the loss of the mother’s wages. Women with two children usually take three or four years off work in total. Statutory Maternity Pay (£106 for a laughable 6 months) will of course be rolled into the BCB. The BCB is only £80 per week, so Child Benefit for children under 5 will be at a higher rate of £36 per week.

At age 5, children go to school and there is nothing to stop Mum going back to work – 75% of married mothers and 55% of single mothers are in work - so at this age Child Benefit will be reduced to £18 per week. 

A slightly higher rate of £24 per week will be paid for children aged 17 – 18, unless they are working, in which case they can claim the normal personal allowance of £11,000 instead.

Current payments (2004-05)

Child benefit
£9.7 bn

Child personal allowances (from Section 13)
  £3.7 bn
Total
£13.4 bn
Expected payments

Children aged 0 – 4, 3.5m @ £36 per week
£6.5 bn

Children aged 5 – 16, 9.1m @ £18 per week
£8.6 bn

Children aged 17 – 18, 1.4m @ £24 per week
 £1.8 bn
Total
 £16.9 bn
17. Nursery funding

· £60 per week will be paid towards nursery costs for children aged 2-4 whose mothers are working

· Various parallel systems for subsidising nursery care will be scrapped.

· Ultimately, the £60 will be extended to all children aged 3 – 5 at nursery, whether their mothers are working or not; the extra cost does not justify the hassle of actually policing this.

There are currently various systems to help parents pay for nursery fees, including:

· Child or Working Tax Credits

· Nursery voucher scheme, whereby an employer can pay or up to £217 per month free of tax or NI. In other words a higher rate taxpayer saves £89 a month, whereas a basic rate taxpayer saves only £72.

· Early Years Funding, of £11 per day for children aged three or over.

As usual, there are the usual overlaps, administrative hassles and traps involved.

The only statistic I have found to indicate the total cost is an entry for “Under Fives” under the heading Education and Training in the Public Sector Expenditure survey for 2005. This shows a total cost of £4.1 bn. I strongly suspect that the total cost of all the schemes mentioned above is much higher, but I may have already taken this into account elsewhere.

Thus, bearing in mind that

· Single mothers will lose out slightly under the new system (see Section 18), so steps should be taken to genuinely ease their way back into work,

· In my experience, it does children aged 2 or more a world of good to go to a nursery rather than hanging around at home with Mum,

· Women have every bit the same right or duty to work as men, but tend to earn  less, so deserve a bit of a leg-up

· It is sometimes difficult for women to get back into work after a couple of years off, and

· Above the age of 5, children are entitled to a nigh free State education, but parents of younger children have to pay for them to “go private”,

It only seems fair to pay a flat £60 per week towards the nursery costs of children aged 2 - 4 if the mother goes back to work. £60 only covers half the cost of a full time nursery place in London but it probably covers a larger percentage elsewhere. Further, if a mother goes back to work part time, the £60 might well cover the bulk of these costs.

Current payments

£4.1 bn

Expected payments

2,100,000 children aged 2 - 4

65%
 of young mothers in employment =

1,365,000 @ £60 x 50 weeks =
£4.1 bn

18. Ms Welfare

The weekly benefits claimed by “Ms Welfare” (unemployed, single, two children under 5) under the current and the new system can be summarised as follow:

	
	
Current
	New
	

	Cash benefits less expenses
	System
	System
	

	Income Support/BCB
	£56 
	£80 
	

	Child Benefit
	£28 
	£72 
	

	Tax credits
	£73 
	N/a
	

	Welfare foods
	£6 
	£6 
	

	Less Local Authority rent

	£(53)
	£(30)
	 See Section 14

	Housing Benefit
	£53 
	N/a  
	

	Less Council Tax/LVT

	£(15)
	£(6) 
	 See Section 9

	Council Tax Benefit
	£15 
	N/a  
	

	Cash income
	£162 
	£138 
	


The shortfall of £24 can easily be made up by working one day a week, even at the NMW
. The costs of the necessary nursery place(s) will be largely covered (see Section 17). She will not lose any benefits, although the whole of her wages will be taxable. 55% of single mothers actually have a job, so this cannot be an unreasonable burden. There will thus be no barriers to moving back into work, or even starting a permanent relationship. If her boyfriend moves in, the household will move up to Category 7 (see below), so the extra £40 rent is less than what he is paying elsewhere.

19. Mr and Mrs Low Pay

The weekly net cash income of Mr and Mrs Low Pay (he earns half the average wage, £12,000, she is at home with two children under 5) under the current and new systems is:

	
	Current
	New
	

	Cash benefits less expenses
	system
	system
	

	Net salary
	£190 
	£223 
	

	Tax credits
	£96 
	N/a
	 

	Mrs Low Pay, BCB
	N/a
	£80
	See Section 13

	Child Benefit
	£28 
	£72 
	

	Welfare foods
	£6 
	£6 
	

	Less Local Authority rent

	£(53)
	£(70)
	 See Section 14

	Less Council Tax/LVT

	£(20)
	£(12)
	 See Section 9

	Cash income
	£247 
	£299 
	Increase of £52


20. Mr and Mrs Average

The real financial cost of having children is the loss of the mother’s wages for a few years before the children are at school and she goes back to work. For many middle-income couples who have just started paying off a mortgage, this is an impossible proposition. Assuming he earns £24,000 and she earns £18,000, under the current system, if she gives up work to have children, their net income before housing costs falls by £229 (upper table). 

Under the new system, not only will they be better off by £48 per week before they have children, the fall in income that they suffer, should she take a few years off work is only £143, much less than under the current system, and hopefully enough to enable an average family to have “2.4 children” again.

	Current system


	Childless
	2 children under 5
	

	Mr Average, net wage
	£345 
	£345 
	

	Mrs Average, net wage
	£268 
	£0 
	

	Tax credits
	£0 
	£11 
	

	Child Benefits
	£0 
	£28 
	

	Council Tax
	£(20)
	£(20)
	

	
	£593 
	£364 
	Fall of £229

	New system


	
	
	

	Mr Average, net wage
	£366 
	£366 
	

	Mrs Average, net wage
	£295 
	£0 
	

	Mrs Average, BCB
	£0 
	£80 
	 See Section 13

	Child Benefits
	£0 
	£72 
	

	LVT

	£(20)
	£(20)
	 See Section 9

	
	£641 
	£498 
	Fall of £143


In fact, for a few years, Mr and Mrs Average’s net income will be higher than their gross income; once the children are old enough to go to school, their net income will be roughly equal to Mr Average’s gross wages, i.e. their taxes and benefits net off to nil. At this stage, Mrs Average will go back to work like 75% of married mothers do.

21. Disability benefits

· Incapacity Benefit is a disguised unemployment benefit and will be scrapped (see Section 13).

· I do not recommend any changes to extra benefits paid to the truly disabled who are genuinely incapable of doing any work whatsoever; or could work, but face insurmountable discrimination by employers, or who simply face extra costs to enable them to cope with daily life. 

· More to the point, I do not know anything about how the items listed below are calculated or awarded.

Current payments (2004-05)

Attendance allowance
£3.7 bn

Disability living allowance
£8.1 bn

Severe disablement allowance
   £0.9 bn 

Industrial disablement, death and injury benefits
£0.8 bn
Total
£14.6 bn
Expected payments (no change)
£14.6 bn

22. A brief history of the State Pension

Lloyd George
 enacted the Old Age Pensions Act 1908, which introduced the original state pension for people aged 70 or over (who had been resident in the UK for at least 20 years) at 5 shillings a week
. In the meantime, this country has seen Labour, Liberal, Conservative and coalition governments; won two World Wars, lost the Empire; been through two terrible economic slumps, life expectancy has improved enormously, annuity rates have risen and fallen …

Q – If, instead of enacting thousands of pages of legislation and reforming and continually tinkering with the system, we had merely indexed up the State Pension in line with wages each year, where would we be? 

A – The State Pension would now be somewhere between £100 and £150 (indexed to prices it would be £25). With the benefit of hindsight, it might not have been such a good idea to reduce the state pension age to 60 or 65 …

Conclusion - Lord Turner and Gordon Brown can argue to the death about whether pensions should be indexed with prices or earnings, and to what extent it should be smothered with means-testing. The reality is, as a society we cannot possibly afford to index pensions any faster than earnings; but any government wishing to be re-elected cannot afford to index pensions any slower. 

23. Benefits v pensions 

In response to Lord Turner’s suggestion that the State pension age be increased, the chief executive of the Third Age Employment Network pointed out that “the majority of the most vulnerable are already on welfare benefit before 65. That mean that it does not make a huge difference whether they slide across from one welfare package to another at 65, 67 or 70”
. Similarly, it is true that many workers over age 50 who are made redundant find it very difficult to find a new job; faced with penury, why should they not claim Incapacity Benefit?

24. The ratio of workers to pensioners is in itself irrelevant

What is relevant is the ratio of productive workers to everybody else. At the moment there are 27m productive workers and a total of 33m everybody else (unproductive workers, “economically inactive” adults
, pensioners and children), a ratio of 1 to 1.22. Raising the pensions age by a year or two is not going to make a blind bit of difference. What will make a difference is a fair and simple tax and benefits system that will boost the economy and employment; help cut the number of unproductive workers (one unproductive civil servant costs as much, after tax, as three old age pensioners) and hopefully allow middle-income families to afford to have “2.4 children” again. 

25. Basic State Pension for over-65’s

· The basic state pension, the Pensions Credit and sundry other age-related benefits will be scrapped/amalgamated 

· From the age of 66
, the BCB (see section 13) will transmute into a “Citizen’s Pension”, non-contributory, non-means tested, non-taxable, independent of marital history or status of £97.50 per week, increasing by £2.50 a week for every additional year of age.

The State Pension and Pension Credits

Is based on NI records going back half a century, marital history and is over layered with the Pensions Credit system that tries to get everybody back to square one by “guaranteeing” a minimum income of £109.45, while discouraging savings. Pension Credit forms are humiliating and the take up is shamefully low
. 

Citizen’s Pension

A 66-year old will be entitled to a Citizen’s Pension, which will dovetail with the BCB (see Section 13) of £97.50 per week. Everybody will be able to decide for himself at which age he wishes to go part time or stop working, instead of the current system where the have-nots can retire at any age they like (via Incapacity Benefit). By the age of 71 every pensioner will be entitled as of right to a weekly pension of £110, without any need for the Pensions Credit. 

Late retirement

The personal allowance for people over 60 will be increased by £340 per annum for each year of age, so the net income of those who stay in work also increases by £2.50 per week, even without a pay rise.

Statutory redundancy payments

If a worker over 65 is made redundant he is not entitled to any statutory redundancy pay. This is frankly disgusting. The reformed table
 will be simple – one week’s pay for each year’s service, regardless how old you are. The cap on weekly wages of £280 seems a bit tight fisted, but I suppose it’s a question of balancing interests of employers and employees.

Housing benefit

80% of pensioner households are owner-occupiers (of which nearly all have paid odd their mortgages) and 20% are in social housing. A tiny minority rent privately. To compensate for the fact that Housing Benefit will be scrapped, single pensioners in social housing will fall into Category 1, meaning they only pay £10 per week rent (or 10% of market rents), see Section 14.

Citizens’ Pensions - expected payments - workings

	Age
	Number
	Annual
	Cost
	Age
	Number
	Annual
	Cost

	
	Of people

	Pension
	£ bn
	
	Of people

	Pension
	£ bn

	66
	530,226
	£5,081
	2.7
	79
	372,685
	£6,771
	2.5

	67
	507,487
	£5,211
	2.6
	80
	368,167
	£6,901
	2.5

	68
	505,819
	£5,341
	2.7
	81
	337,780
	£7,031
	2.4

	69
	506,025
	£5,471
	2.8
	82
	221,508
	£7,161
	1.6

	70
	503,581
	£5,601
	2.8
	83
	188,740
	£7,291
	1.4

	71
	486,241
	£5,731
	2.8
	84
	197,351
	£7,421
	1.5

	72
	466,129
	£5,861
	2.7
	85
	184,524
	£7,551
	1.4

	73
	443,669
	£5,991
	2.7
	86
	177,304
	£7,681
	1.4

	74
	439,611
	£6,121
	2.7
	87
	153,053
	£7,811
	1.2

	75
	426,751
	£6,251
	2.7
	88
	130,373
	£7,941
	1.0

	76
	405,387
	£6,381
	2.6
	89
	107,533
	£8,071
	0.9

	77
	389,535
	£6,511
	2.5
	90+
	371,269
	£8,201
	3.0

	78
	372,571
	£6,641
	2.5
	
	8,793,319
	
	55.5


Current payments (2004-05)

Contributory Retirement Pension 
£41.3 bn

Pension Credit (guarantee credit)
£5.1 bn 

Housing Benefit (one quarter of total – see section 14)
£3.3 bn

Widow’s and bereavement benefits
£0.9 bn

Winter fuel payments
£2.0 bn

Carer’s allowance
£1.1 bn

Over 70s payments
£0.5 bn

Over 75s TV licence
£0.4 bn

Pension Credit (savings credit)
   £0.9 bn
Total
£55.5 bn
Expected payments

Citizens’ Pension
£55.5 bn

26. SERPS/S2P

· Existing SERPS pensions will continue to be paid out under current rules. To do otherwise would amount to a massive fraud.

· Accrued entitlement to SERPS, or S2P as it is now known will be frozen at current values. No further entitlements will accrue.

· SERPS/S2P will be non-taxable

Everyone who has paid NI contributions, but is not yet receiving a pension will be sent a statement from DWP showing what their NI record is and to what SERPS/S2P they will be entitled, expressed in £ or as a percentage of the BCB of £80 per week. There will probably be more unpleasant surprises that pleasant ones, but at least everyone will have some certainty and if necessary will be able to start saving accordingly. 

SERPS/S2P currently costs £7.4
 bn per annum. Assuming that the cost of SERPS/S2P fades to nothing over the next fifty years, the simplistic answer is that the additional saving will be £150m a year.

Actually, and actuarially, at a discount rate of 4%
, the NPV of an infinite number of annual payments of £7.4 bn is £185 bn. The NPV of a series of payments reducing from £7.4 bn to nil over fifty years is £117 bn. The difference of £68 bn multiplied by 4% is £2.7 bn, so in theory the saving is £2.7 bn per annum.

Annual saving
£2.7 bn

27. Contracting out

NI will be scrapped, SERPS/S2P entitlements will be frozen, and so it goes without saying that contracting out will end as well. Not least because there will be nothing left out of which you can contract.

28. Employer pensions

· Employer pensions are basically deferred salary. 

· The current system of taxation will be retained. 

· Employer and employee contributions will be relieved as they are paid and the pensions will be taxed at the normal income tax rate of 38%.

Final salary/defined benefit schemes

The Pension Protection Fund is forecast to cost UK plc £0.6 bn, no doubt this figure will balloon over the coming years to many £ bn. This is a form of disguised and particularly unfair taxation and the Fund should be scrapped as soon as possible. An employer pension is a private contract and if an employer fails to meet it, he will go bankrupt and vice versa. The taxpayer in general or solvent pension funds in particular should not be made to foot the bill.

I do not think that employer defined benefit schemes make economic sense but it seems that these schemes are dying out
 for commercial reasons. In any event, the last thing companies and trustees need is messing about with more regulations and costs, or just as bad, trying to prop them up with more fiddly tax breaks.

Defined contribution schemes

There is no fundamental difference between employer defined contribution schemes and private pension schemes, so the limit for tax-relievable contributions could also be set at £4,400 gross (see Section 29).

The £5 bn raid on pension funds

Calls to reinstate the “£5 bn pension raid” by somehow reinstating ACT should be resisted. There appears to be a high level of confusion surrounding this. A senior politician
 said “Reversing [the withdrawal of the ACT refund] could reduce the number of pension funds under threat and reduce the requirement for rescue – taking a burden off the public purse”. Maybe somebody should point out to him:

· Reinstating the ACT refund is itself a burden on the public purse, equivalent to an extra 1% on income tax.

· There is no requirement for rescue unless he means the Pension Protection Fund, which will be scrapped.

Tax on pension income

Employer’s pensions will be paid out subject to the standard rate of tax of 38%, which is of course more than the current basic rate of tax of 22%. However, the State pension and SERPS/S2P will be tax-free, so the two effects should largely cancel out. Further, the savagely rates of income tax/benefits withdrawal discussed in Section 2 apply just as much to pensioners, so much so that many believe that the means-tested Pensions Credit actively discourages saving among below average earners, who would need to save up a fund of £100,000 - £200,000 to beak free of the benefits trap.

29. Private pensions

· Income tax relief at the full 38% for private pension contributions will be reduced to the first £4,400 of contributions

· Private pensions will be subject to the normal tax rate of 38%

· The requirement to take an annuity at age 75 will be scrapped. If the member dies before he takes his pension, the fund will be paid to his heirs after deducting 38% quasi-PAYE.

There are arguments that tax relief for private pension is pointless. 

(1) Some countries (New Zealand) give no tax relief for pension contributions, and the amount saved is not materially lower. 

(2) Rich people can afford to pay in a much larger fraction of their income, and get 40% tax relief thereon. Poor people pay in a smaller proportion of their income and only get 22% relief. 55% of the income tax relief accrues to 2m higher rate taxpayers. This will be evened out under the new system as everybody will get 38% relief at source.

(3) A significant part of investment returns are swallowed up in administration fees, say 1% a year, probably quite enough to cancel out the fact that “the fund can grow tax-free” (see Section 31).

(4) Buying shares second hand is not actually investing in business.

(5) HMRC’s Table 3.8 for 2002-03 shows that around 4.73m taxpayers (one in six of all taxpayers) pay around 6% of their gross income into a private pension scheme. The tax relief on this is therefore between 1.3% and 2.4% of total income. The tax saved by most taxpayer by the move to the new system is considerably more than the value of the tax-break, so this might be an opportune moment to scrap the relief entirely. 

(6) What about the savings paradox? While thrift is on the whole a good thing, it is merely the surplus of income over expenditure. If we are all equally thrifty, then spending will be less and GDP will drop. Just look at Japan!

Nevertheless, trustees, insurance companies, lawyers, actuaries and accountants who all earn a handsome living from pensions are a very strong lobby. Perhaps we could just reduce the annual limit for pension contributions from £215,000
 to something reasonable, like £4,400 gross per person (£2,728 net). See Section 30.

Private pensions will be paid out subject to the standard rate of tax of 38% - see comments in Section 28.

The new upper limit of £4,400 will be set so that there is no significant overall change in the amount of tax relief for private pension contributions.

30. A reasonable annual limit for tax relief for pension contributions

The upper limit for the annual pension contributions for private or employer defined-contribution schemes on which tax relief can be claimed should be set so that, at that level of contributions, theoretically each pension saver can build up an equal sized pot at retirement and have an equal annuity income in retirement. Assuming that all contributions are invested in FTSE All share companies and all annuities are recycled interest income from UK plc or the Treasury (total interest paid out £50 bn), the calculation is as follows:

Number of pension savers – 30m (all employees and self-employed)

Total market capitalisation of shares in FTSE All share index, say £1,000 bn.

Thus average amount in all pension funds will be £33,000 (£1,000 bn ÷ 30m savers)

Assuming that the value of the fund grows in a straight line, the average saver will start off with nothing and end up with double the average amount, i.e. £66,000.

Over a working life of 45 years, the typical saver might 

· Spend the first five years training, studying, paying off student debt and saving up for a deposit for a house, and then

· Spend the next 25 paying off a mortgage in preference to making pension contributions (see Section 35), and then

· Make contributions to a pension fund for the last fifteen years. Assuming a final fund of £66,000, this means gross contributions of £4,400 per year, which net of tax is £2,728, happily enough broadly equal to the net contributions under the current Stakeholder Pension regime of £2,880.

On retirement, the saver takes his 25% tax-free cash (£16,000) and converts the balance of £50,000 to an annuity yielding 6% for life expectancy 20 years, s/he earns gross £4,350 or £2,700 net per annum, or an extra £52 per week. Note that 8.8m pensioners x £4,300 = £38 bn, or 80% of all interest paid by UK plc or the Treasury each year.

Further, assuming the average earner (£24,000 per annum) originally took out a mortgage of three times his salary on a nominal interest rate of 6%, the annual repayments would start off at £5,600. Twenty-five years later, assuming inflation/earnings growth of 3%, this would be eroded to £2,700 per annum in real terms, so hopefully, it will be psychologically easy for somebody to transfer his monthly standing order from the mortgage lender to the pension provider once the mortgage is paid off.

Assuming, as at present, a third of employees make the maximum contribution; a third make half that contribution and a third make no contributions, then total contributions would be £66 bn, the same as now. The total cost of tax relief would be £25 bn, again around the same as now, only instead of 55% accruing to the top ten percent of higher rate taxpayers, all taxpayers would be able to pay net of income tax at 38%.

If somebody retires at 66 with a tax-free Citizen’s Pension of £97.50 plus net private pension of £52 per week, his income would be around 40% of net average weekly earnings (£24,000 less income tax of £5,000 (£24,000 - £11,000 x 38%) = £365 per week), which seems a perfectly fair minimum income for which the state should be directly (via Citizen’s Pension) or indirectly (via tax relief for pension contributions) responsible. 

31. “The fund can grow tax-free”

The calculation for a higher rate taxpayer under the current system is as follows. I will get relief at 40% for contributions, no tax is charged on investment income and capital gains in the fund, the tax saving is probably slightly more than the administration charges of around 1% a year. When I retire, I can take 25% of the fund tax-free and the pension will probably be taxed at the basic rate of 22%.

Under the new system, there will be no higher rate tax on dividends or capital gains (see Section 8). Interest income for taxpayers will be taxed at a flat 20%, or around 1% of the value of the underlying cash. Thus the calculation is simpler; will the management charges in a pension fund be less than the income tax I would suffer on that element of the pension fund’s assets that are invested in cash
? Almost certainly not, unless the fund is invested solely in cash and administration charges are very low. Tax relief for contributions and tax on pension income will be at the same rate, 38% (but subject to the 25% tax free lump sum – I am not a monster). 

Thus the economically rational person with money to spare will just buy shares and bonds directly.

32. Deferred tax liabilities

Tax relief for employer or private pensions is given when the contributions are made; income tax is not paid until the member retires and claims his pension. Thus tax relief for basic rate taxpayers is not really a relief, but a deferral. 

Pension fund gross assets are (say) £700 bn
. If I am correct and employer final salary schemes die out, and also people are taught to understand that the best investment is to buy their own home and to pay off the mortgage as quickly as possible, rather than being brainwashed into putting money into pension schemes, then we will reach a stage where the PAYE deducted from pension income exceeds relief for contributions. An ideal vehicle for further investment/savings once you have paid off your own mortgage will be to buy your parents’ house at a healthy discount (see Section 35).

From the statistics that are available
, it seems that total pension contributions and pension income per annum are roughly equal at around £70 bn each. If current trends continue and pension contributions fall by 25%, then all the deferred tax that is inherent in pension fund assets will start to reverse; to the tune of £7 bn per year (38% x £70 bn pensions paid out less £52 bn contributions). Another way of calculating this is to say that pension fund assets of £700 bn include £266 bn deferred tax, which might reverse out over forty years, also meaning extra revenues of £7 bn per annum. This will come in very handy if and when the number of pensioners increases significantly, in effect rich pensioners will help to pay for poor pensioners. I don’t think that this is asking too much.

This is all highly conjectural, so I will not include the potential extra tax in Section 42. 

33. Pension funds should subscribe for shares

It amazes me that UK plc’s pension funds buy shares in the market, or even worse buy government bonds; the money is effectively lost in the system and is no longer available for profitable investment in income producing assets and activities. With a bit of co-operation, each company should agree to make a huge cash contribution to its own pension fund and at the same time have rights offer sufficient to raise enough money to finance this. Each pension fund trustee would of course be under strict instructions to use the cash contribution to subscribe for shares in other plc’s, so that the money goes round in a circle. Each plc would be swapping the latent liability (pension fund deficit) in exchange for an enlarged share capital. 

The kicker is, each plc would be able to claim corporation tax relief on the contribution. Of course, pension funds’ collective holding in UK plc would increase from 50% to 55% and shareholders who did not subscribe to the rights issue would be diluted down slightly, but by and large, their diluted holding will be worth as much as, if not more, than it was before.

34. Tax exemptions for pension funds

It also puzzles me that pension funds remained invested in equities after ACT was scrapped. What companies should have done is replace share capital with bonds; the interest is truly tax-free (taking the company and the pension fund together). There would then be fewer shares in issue; thus their value would rise disproportionately, so the pension fund would make the same overall capital gains, which are of course tax-free. Ah well. 

This strategy could be combined with the plan outlined above, as a result of which plc would have plenty more cash in the bank (tax relief) and pension funds’ income would increase by a third or so.

In the interest of simplification, I wonder whether the exemptions for interest and rental income should not be withdrawn anyway – see Section 9.

35. Housing as a source of income in retirement

I always tell people that the best investment is to buy your own home and the best form of saving is to pay off the mortgage as quickly as you can. Only when you have paid off the mortgage should you worry about saving for retirement.

The problem is then turning your home into income again once you retire. There are various “home income” and “lifetime mortgage” products available, but the interest rates are fairly high and there is the disadvantage that the income generated is taxable but the interest paid is not allowable, so as a rule they are not good value.

Nevertheless, as I have already mentioned, if old pensioners cannot afford to – or do not want to – pay the LVT, and going by the regular protests against Council Tax, this will happen, a neat way round it would be to allow HMRC to take a charge over the property, to be rolled up with interest and redeemed on death.

Even better, the government should encourage a system whereby the likely heirs buy the property from their parent(s), subject to a lifetime right to occupation, for the property’s discounted present value. The heirs will not have to pay the price up front, but the value will be paid out as an annuity over the remaining life expectancy of the parent. Of course, some of the annuity is strictly taxable income, but to be fair, the heirs will not be able to claim tax relief for the annuity payments, which should about even things up.

Taking for example a 70 year-old woman with a life expectancy of 15 years living in an average property worth £175,000, discounted at 6%, the value of the reversionary freehold interest is £73,000. Converted to a lifetime annuity, also at 6%, this produces an annual income of £7,500. The heirs would pay the LVT and the balance would be extra pension for the parent. I spoke to an auctioneer who told me that the guide price for a house with a protected/regulated tenancy with no right of survivorship is about 60% of the unencumbered market value; on this basis the reversionary freehold interest would be worth £105,000.

As long as IHT persists, there is the real risk that there will be a double or treble charge. Once IHT is scrapped, the picture will be much clearer. The State should avoid getting directly involved, but it can help by setting out a simple standard contract, together with official up-to-date life expectancy tables, an approved interest rate, an on-line calculator and suitable amendments to Land Registration Act 1926.

Of course, this is not just extra income for the parent but a highly tax-efficient form of savings for the adult child. During his retirement, his parents’ house will be sold, and so on. No doubt intermediaries will set up pooling arrangements for properties occupied by people of the same vintage. If there are enough properties in a pool, the proceeds of property sales will rise relative to contributions over the life of the pool, and for the “tail” of the pool, it will be nice source of income for the heirs. And hey presto, a whole new industry is born!

36. Administrative simplification

· The tax year-end will be moved from 5 April to 31 December, in line with most other civilised countries in the Northern Hemisphere. This drives foreigners mad every time I explain it to them.

· Tax returns will only be demanded from persons with trading, professional or rental income, untaxed interest income or income from non-tax treaty countries. 

· Forms P11D will no longer be needed, as benefits will be dealt with by adding back personal expenses at the employer’s tax level
.

· A single office would deal with the VAT, payroll and corporation/income tax affairs of a business.

There are certain simple measures that would cost little or nothing in tax but would make life so much easier for all concerned:

Each business reports to one office

The UK is unusual in that completely different bodies administer different taxes. Although nominally all under “H M Customs & Revenue”, the truth of the matter is that there is no communication between departments. Each business should submit its accounts, income/corporation tax return, PAYE return and VAT returns to one office. VAT quarters will be harmonised with the year-end. If a company has a year-end other than 31 December, it will be required to prepare two PAYE returns a year (similar to the fifth quarter for CT61 returns). With its accounts it will submit a reconciliation showing how the salaries per the accounts tie in to the PAYE returns and how the turnover ties in to the VAT returns. Thus one civil servant will be able to spot the worst discrepancies straight away. New businesses will only have to register once with their local office.

When I worked in Germany, our clients (small and medium sized businesses) submitted corporation tax returns, VAT returns and PAYE returns to the same district. When there was an enquiry, they would often look at all aspects. For example, if some VAT was disallowed; or if salaries (or benefits in kind) had been under-declared leading to extra PAYE liabilities, the Inspector would adjust the taxable profits down accordingly and offset the corporation tax refund against the other liabilities. This seemed a perfectly fair and sensible system to me. Of course it only worked because the German tax system is (or was) much more straightforward than ours.

Employers

Running a payroll will be much easier. The P35 will be a spreadsheet showing name, NI number and date of birth of the employee, together with joining/leaving dates and tax deducted. It will be easy for HMRC to re-run the spreadsheet and compare this with the total PAYE paid. The nonsensical system of having to report expenditure with a private benefit separately will be scrapped. Employers will add these back to their taxable profits, exactly the same as for private expenditure that is added back in sole trader or partnership accounts. Only non-taxable entities will have to report these separately. Collection of Student Loans will be administered by the Student Loans Company.

Corporation tax returns and sole trade/partnership returns

Such returns will be no more than one page of A4. The accounts profits will be the taxable profits, subject to add-backs/disallowances for

· Entertaining (client or staff, makes no difference)

· Private expenditure that has not been subjected to PAYE

· 75% of company car costs

· General and long term provisions

· Salaries that have not been subject to PAYE (yet)

· The cost of share schemes expensed under FRS 20/IFRS 2

and exemptions/deductions for 

· Interest that has suffered 20% income tax at source (see Section 8). Where a company is also claiming interest as an expense, the gross amount of interest income will be deducted first from interest income, and any balance will be relieved against other income.

· Dividends from UK companies or from companies in treaty countries with a sensible corporation tax rate.

· Revaluation gains and losses. 

· Capital gains will be only be charged on investment properties, subject to 10% taper relief for each year of ownership. There will be no relief for capital losses.

· Disposals and amortisation of intangible assets will be treated as income or revenue expenditure, exactly as under the current rules (but simpler). 

· Gains on the sale of assets used in the business on which depreciation has been claimed as an expense (e.g. factory buildings) will be treated as income items, but the gains can be held over into new assets.

· Salaries that were accrued in an earlier period but to which PAYE had not been applied.

· Income from overseas branches that have suffered full tax in the other country

· The lower of share scheme expenses under FRS 2/IFRS 20 and any amounts subjected to PAYE.

And that will be the end of that.

Filing and payment dates

The filing deadline for Companies House, HMRC and the due date for payment of corporation tax will be harmonised at (say) ten months  after the year-end. Corporation tax instalment payments will be based on the lower of last year’s and this year’s  profits. Groups will pay on a group basis.

Employees

There is no reason why somebody who only has employment and investment income should have to do a tax return. If he has been overcharged PAYE, this should be settled between employee and employer. If he has been undercharged, then this will be picked up by routine screening of year-end P35s and PAYE inspections.

Benefit claimants

Either you are working and earning more than £11,000, or you are not (and fulfil the residence requirements). The phrase “flexible labour markets” always smacks of “making it easy for employers to sack people”. This should cut both ways. The redundancy pay table will be simplified and made fairer (see Section 25). If you are made redundant, go on maternity/paternity leave or just walk out in a huff, your employer would notify the area district of this and your bank details, and your benefits would start automatically. Conversely, if a benefit claimant starts work, he will not have to de-register for several different benefits. If it is a temporary, part-time or low-paid job, he can continue to receive the BCB, but in exchange, all his wages will be subject to PAYE at the normal rate, easing the blow when the job or contract ends again.

Thus although no system can be fraud-proof, it will be nigh impossible to commit benefit fraud and PAYE fraud at the same time. Further, it will be nigh impossible to be overpaid benefits that then have to be reclaimed out of money that poor people don’t have.

Pensioners

There will be hardly any pain and hassle in applying for the Citizen’s Pension, subject to fulfilling the residence requirements, and there will be no worry that the amount has been calculated wrongly; as long as you can remember your date of birth.

Tax advisors and solicitors

Will have to find other ways of occupying their time. Admittedly, however simple the rules are, there will still be complicated areas and marginal situations where tax planning is required, but the lines between evasion and avoidance will be much clearer.

Savings in civil service costs

· The DWP has 120,000 employees; HMRC has 100,000, and there are presumably as many again working for local authorities, Job Centres, Citizen’s Advice Bureaux, DfES etc administering all the overlapping and parallel systems
· The new system will be so simple that half of them will no longer be needed. One quarter will be needed for routine work, a quarter to sort out benefit frauds and tackle tax evasion (see below). Thus 220,000 can be made redundant

If 220,000 civil servants at an average salary of £25,000 are made redundant, the long term saving would be £5.5 bn. Taking into account the corresponding fall in PAYE revenues and additional BCB payments, the short term saving will be 62% of that, say £3.5 bn.
Tracking down tax evasion

LVT will be administered by the same central body that also administers Stamp Duty and be paid by the owner, not the occupant, it will be easy to do “data mining” to identify people who own more than one property, and who probably have rental income. IF HMRC have nothing better to do, they can trawl the Yellow Pages for painters and decorators and see whether any of them are actually registered for tax. Rather than engage it interminable PAYE inspections that raise a little extra tax on largely technical matters, HMRC staff should be trawling building sites, restaurants and other places where PAYE evasion is rife.
37. Local authority funding

There are still – apparently unrelated matters – that can be tidied up in one fell swoop

Council Tax

There is a widespread misconception that local authorities derive their funding from Council Tax. Far from it – less than a quarter is from Council Tax and the rest is Business Rates and grants from Whitehall out of general taxation. LVT will of course be collected by central government, so local authorities will require more funding from Whitehall.

The Formula Grant

The way in which the formula grant of £49 bn (including £28 bn of the cynically named Rates Support Grant) is distributed is a delightful mixture of power politics and hard bargaining
. The total Formula Grant will have to be increased to compensate local authorities for the fact that Council Tax is replaced by a national LVT. Every voter knows perfectly well that the formula is tweaked to benefit local authorities that are run by the party that happens to be in government.

Capping

The powers that the government has a) to impose ever higher burdens on local authorities and then b) to prevent them from raising the money to pay for them by capping Council tax can both be exercised for political gain. Which is at best hypocritical and at worst schizophrenic.

The Barnett Formula

This was devised in the late 1970s by the then Chief Secretary to the Treasury, Joel Barnett as a short term solution to minor Cabinet disputes, and has somehow become “sancrosanct”
, even though Barnett himself has called for its revision. This ensures that England pays a disproportionate share of public expenditure in Scotland, Wales and Northern Ireland.

Decentralisation

More powers should be devolved to local authorities and county councils. For example there are some county councils who still quietly allow state schools to select their intake, and some who don’t. Successive governments have legislated back-and-forth of this no-man’s land for decades. It seems to me to just let each county or borough to set its own policy has just as much merit.

Housing Associations

Are a wild card, being exempt from corporation tax and SDLT on purchases of land. Thus they operate in direct competition to private sector builders and local councils, so they should be brought under local authority control.

An MP’s duty

Quite where this lies is an imponderable. Is it to the country as a whole, to be imposed on their constituents, or is it to their constituents’ local interests, which have to be represented at national level. Take for example, one MP who is genuinely in favour of project XYZ and another who is against. At national level, one will vote for and one against. However, if Parliament decides that project XYZ should go ahead, many MPs will want it to be in or near their constituency because of the extra employment it generates. How can the MP who voted against then demand that project XYZ be sited in or near his constituency? 

Membership of the House of Lords

The fact that hereditary peers were entitled to a seat in the House of Lords was an anachronism. The system of life peerages is even more suspect as it is, at the margin, blatant crony-ism. Labour chucked out all but 92 of the hereditary peers, but of course did not look at the issue of life peers. Most other countries have a bi-cameral Parliament, so there is no question that we need an “Upper House”, the only question is, how should its members be appointed?

The constitution

The rule that taxes can only be imposed for a year at a time was introduced in the mid- 17th century and was a way in which Parliament kept control of the monarch. The sole right of Parliament to raise annual taxes is enshrined in Article 4 of The Bill of Right 1689
. Since the Parliament Act 1911, the House of Lords cannot amend the Finance Act and it does not require their assent, hence the government of the day has more or less complete control. It would require a very confident government to introduce the rule that even one clause of the Finance Act required the consent of the Upper House.

The solution

The solution to these seemingly unrelated matters is blindingly simple; members of the House of Lords, be they life or hereditary peers will only be allowed to take a seat if they find a local authority to nominate them. In turn, each local authority – taking the lowest level, i.e. a London Borough rather than the GLA - will be allowed 3 or 4 delegates, depending on population size, so that there are roughly 600 sponsored members of the Upper House. Where a local authority is NOC, the two largest parties will each send one or two representatives
. 

The revived Upper House will therefore be much more democratically accountable. It will be entitled to veto the clause in the Budget that sets the total formula grant if it is insufficient. The Upper House will then have a special committee
 that thrashes out the formula used to divvy out the £70 bn or so. A simple starting point would be to allocate £1,100 per person plus a further £1,100 per unit of social housing, as a rough and ready compensation for the fact that these areas are more deprived and for the possible fall in receipts from social housing (see Section 14). 

38. International matters

It is easy, and hence meaningless, to talk about international competitiveness as a concept in itself. You have to look at particular aspects.

Foreign direct investment

By which I mean, a foreign company setting up a new factory and creating new jobs. The headline corporation tax rate is only one of many factors relevant to inward investors. More important is payroll taxes. We will never be able to compete with East Europe, but scrapping out Employer’s NI will make UK labour on average 8% more cost effective. 

Of course, inward investors do not want to pay UK corporation tax at higher rates than in their home countries. However as long as HMRC are told to take a realistic and lenient view of transfer pricing within international groups, which allow them to take profits out of UK corporation tax entirely, then the overall effect on inward investment will be minimal. Surely it is better to have jobs created, and receive the PAYE, VAT and business rates than it is to receive nothing at all.

Portfolio investment

By which I mean foreign take-overs of existing UK businesses. The problem here is that foreign owners try to siphon off profits via inflated management charges and interest. The UK cannot impose an obligation to deduct income tax from interest because of the EU Parent-Subsidiary Directives, but it seems fair that, if interest income is taxed at 20%, interest paid to connected parties should only be relieved at half-rates. This rule can easily be applied to UK-UK interest paid between connected parties, so I don’t see how the ECJ can construe this as harmful tax competition. If foreign owners are taxed in full on interest income in their own countries with only a half-deduction in the UK, the practice should die out of its own accord. As to management charges, it is not up HMRC to say what a “market price” is (they don’t have a clue). Instead, the paying company will be asked for the tax reference etc of the payee company and will notify the overseas authorities accordingly. Any charges paid to recipients in non-Treaty countries will, as a general rule, be disallowed in full.

Accounts profits

When setting up overseas, it is not just the headline rate of corporation tax that is a worry; it is the complexities of the overseas tax system and the risk of future changes to the system. The current UK system is, surprisingly, far from the worst, but nothing to be proud of. If accounts profits are taken to be the taxable profits (subject to the adjustments mentioned in Section 36), NI is scrapped and income and corporation tax set at a single rate, this will engender stability and make it easier for foreigners to understand.
UK headquarters and holding companies

The UK and London in particular is already a particularly attractive location, for historical reasons, but also because the minimum share capital of UK companies is only £1, companies are cheap and quick to incorporate and accounts can be prepared in any sensible currency.

If the UK only taxes interest income from connected parties at half-rates, as well as exempting legit foreign-source income from corporation tax, it will become even more attractive as a location for holding companies and international headquarters.

31 December year-end

Yet again, I must mention that it is imperative that the UK’s tax year-end of 5 April is re-set to 31 December. Foreigners find this most upsetting, and to be frank, even after centuries, people still really aren’t used to it. This is not some sacred symbol of our nation, like imperial measures or sterling. If the next Chancellor did nothing else but change the year-end, he would go down in tax history (the profession has a long memory). Ireland, whose tax system is very similar to ours, chopped off the 2001-02 tax year on 31 December 2001, and since then has used the calendar year, without any apparent harm being done to the economy. I don’t think that anybody is crying out for 5 April to be reinstated. While I’m on the topic, the Irish “economic miracle” was not based on a low-tax system; it is based on massive EU-subsidies and unfair tax competition.

Outward investment

Although it is politically easy to criticise companies who outsource work to India or China, it is ultimately counter-productive to prevent UK businesses from making profitable investments overseas. If UK businesses don’t do it, then someone else will. Hence dividends and branch profits from overseas that have suffered full income or corporation tax on the other country will be exempt from further UK tax.

Repatriation of interest bearing funds

As mentioned in Section 8, the total tax collected on interest income is frighteningly low, about one-sixth of what you would expect. Some of this may result from people opening offshore bank accounts and receiving interest gross. If the rule is that interest that is paid after income tax of 20% is exempt from further income tax, but interest paid gross is liable to income tax at the full rate of 38%, many tax-evaders might think again and prefer to repatriate their funds, this leading to a significant inflow of money.

Benefits

It is widely believed that a lot of asylum seekers come to the UK because our benefits system is so generous, to what extent this is actually true I do not know. Nevertheless, safeguards will have to be put in place, for example a minimum ten-year residency requirement. This problem exists just as much now. The problem is trickier with people from other EU countries. Some clever EU lawyer would have to check that the BCB is not a benefit that accrues to individuals in their capacity as workers. Cases such as 32/75 Fiorini (or Cristini) v SNCF [1975] ECR 1085, 207/78 Even, 316/85 Lebon and C-243/91 Belgium v Taghavi would have to be looked at very carefully indeed. 

Pensions

What should happen when a UK pensioner moves abroad, or when an older person moves to the UK, or what happens to a UK national who has worked abroad for a long period are all imponderables. The rules are fairly inconsistent, how much State Pension you get if you move overseas depends on, for example, whether there is a Social Security Agreement with the other country. It might be a good idea to tidy this up as part of the move to the Citizen’s Pension.

39. European flat tax systems

It is idiotic to point to these as examples to be followed. I work in tax and I know about these things. The European flat-tax systems with incredibly low headline rates of income or corporation tax work for two reasons:

· They receive substantial grants from the EU, so the total that they have to raise in tax is lower, and

· Their main competitive advantage is low wages, perhaps 10% to 20% of West European levels. Thus they can afford to levy National Insurance of around 50% of wages (including Employer’s and Employee’s contributions), without losing much of this competitive advantage
.

· Their fantastic rates of growth are because they are catching up to Western European levels from a very low base.

None of these applies in the case of the UK.

As shown in Section 7, UK plc pays roughly the same amount in Employer’s NI as it does in corporation tax. I recommend that Employer’s NI is scrapped and that the headline rate of corporation tax is increased (to balance the books), for the reasons outlined in that section. If we wish to blindly follow the East European system, we could reduce scrap corporation tax and double Employer’s NI. This would at a stroke finish off our manufacturing/exporting and labour intensive industries, significantly dampen investment and hence employment levels. I fail to see how this is a good thing.

40. Germany, Italy, France

These countries are broadly comparable with the UK in terms of size and average income. Their rates of Employer’s NI is around 20% of gross salaries and unemployment benefit (for the first six or twelve months at least) is considerably more generous than in the UK.

Is it then any surprise that their unemployment rates are twice as high as in the UK, or around 10%?

Compared to Eastern Europe and the UK, under my new system, they will have the worst of both worlds – high Employer’s NI rates as well as corporation tax rates of 35% (France, Italy) or around 40% (25% corporation tax 15% Gewerbesteuer in the case of Germany).

Thus the UK is uniquely placed to steal a march on the comparable large economies; if not in terms of the headline corporation tax rate, then at least in terms of scrapping Employer’s NI.

41. Economic Growth

In my workings for each section, I made the economist’s usual assumption of ceteris paribus. Of course, wages and prices, and hence profits will adjust. I do not see how I can possibly forecast all these effects. However, there are two things I can say with absolute certainty:

One - when NI is scrapped, labour will be cheaper and UK plc will have 25% more pre-tax profits available to spend on labour (see Section 7). Labour-intensive businesses will move from losses to small profits and from small profits to healthy profits. There will be more demand for labour. Assuming the price-elasticity of demand for labour is greater than unity, scrapping NI, which adds 8% to the average wage bill, would increase the number of employees by more than 8%. UK plc currently employs 20 m people, if this increases by 8%, that’s an extra 1.6 m jobs.

Two - of around 8m people claiming benefits, some of them genuinely would like to work, but knowing that they’d have to earn at least £20,000 or so to break even (at this level, their net salary will be roughly equal to the value of benefits foregone), they don’t bother. Under the new system, there would be no such trap. Even if you only find a part-time job on the NMW, you will still be better off; you keep all your benefits plus 62% of your gross wages. Even if 80% of those 8 m don’t want to or can’t work, is it too optimistic to assume that 20%, or 1.6 m do? The ILO/OECD measure of unemployment in the UK, i.e. those actively seeking work is around 1.5m, so let’s take this figure at face value.

This leads to one inescapable conclusion. If there is extra demand for 1.6 m jobs and an extra supply of 1.6 m workers, it seem highly probable that there will be 1.6 m more employees once the system has bedded in. Even if all of these jobs are NMW jobs at £11,000 per annum, this might not raise any PAYE but would save £6.7 bn in benefits. Assuming UK plc makes the same mark-up on salaries as it does generally, i.e. 50%, the extra turnover will be £26.4 bn; extra VAT will be £1.6 bn
 and extra corporation tax on the net mark-up will be £3 bn.

This extra growth is 2% of GDP, so not unrealistic. Smallish changes in unemployment over a year mask the fact that each year, hundreds of thousands of jobs are lost (for example, to India and China) and hundreds of thousands are created. The overall increase in employment of 1.6m will manifest itself in a couple of years if the rate of job losses is slowed and the rate of job creation is increased. 

Benefits saved
£6.7 bn

Extra VAT
£1.6 bn

Extra corporation tax
£3.0 bn

£11.3 bn
42. Lies, damned lies and statistics

I calculate that the new system will be broadly revenue neutral. The table shows likely tax shortfalls and extra spending in parentheses, and additional tax revenues and cost savings as positive figures

	
	
	 
	See Section

	PAYE/income tax, Employees’ NI
	£(8.0)bn
	
	4

	Corporation tax, Employers NI, Business Rates
	£(4.3)bn
	
	7

	Self-employment income
	£(1.7)bn
	
	5

	Investment income
	£(2.7)bn
	
	8

	Planning gains
	£0.8 bn
	
	11

	Sundry minor tax breaks
	£1.9 bn
	
	12

	Additional Child benefit
	£(3.5)bn
	
	16

	SERPS/S2P
	£2.7 bn
	
	26

	Reduction in civil service costs
	£3.5 bn
	
	36

	Benefits saved and extra VAT/corporation tax from boost to economy
	£11.3 bn
	
	39

	Total = revenue neutral
	£0.0 bn
	
	


The main aims of this report are to show how simplicity and fairness can be achieved; as a by-product, I have suggested tax cuts amounting to around 1% of GDP and the whole package should be revenue neutral. 

It may be that I have deceived myself over one statistic or forecast or another, however, tax revenues are surprisingly resilient because of the circularity involved; tax hikes never increase revenues by as much as hoped and tax cuts are never as expensive as feared. Despite Gordon Brown’s best efforts over the last eight years, he has only managed to raise taxes from 35% to 38.5% of GDP, thus modest and sensible cuts in tax rates will not lead to a significant overall fall in revenues.

I am quite happy to debate with;

· Hawks, who say that the BCB should be only £65 a week and the top tax rate should be 30% (gambling on a boost to the economy and cutting public expenditure), or with 

· Doves, who say the BCB/Citizen’s Pension should be £105 a week, the rate of income tax should be 50% (equality being more important than growth and State spending should be maintained at the highest possible level). 

These are political matters. Surely at least we can agree on the basic model of a higher personal allowance, a guaranteed BCB/Citizen’s Pension and a single tax rate. The hawks’ model and the doves’ model both equate to a personal allowance of £11,000.

� Thanks to Graeme Leach for this expression


� If I were the finance minister in Saudi Arabia, I would probably tax drinking water instead.


� Public Finances Sector Databank, Table C4:Current receipts


� … with a toothpick.


� If an employer pays £100 in wages, the cost to the employer is £112.80. The employee suffers £22 income tax, £11 NI and loses £37 Tax Credits, netting an extra £30. £30 ÷ £112.80 = 26.6%, or a true tax rate of 73.4%


� The employee pays £22 income tax and £11 NI, netting £67 out of £100. £67 divided by £112.80 is 59.4%, i.e. a true tax rate of 40.6%.


� The employee nets £78 against a cost to the employer of £112.80.


� A higher rate employee earning less than £58,000 with children pays the 47.7% rate (see next footnote) and also loses 6.67% of his earnings in withdrawal of the Child Tax Credit.


� The employee nets £59 against a cost to the employer of £112.80.


� Per GDP Survey 2004-05, Table D


� HMRC Table 3.6 for 2003-04, covering 22m employees. I have pro rated this up to 25m and increased the resulting figure by 4% for earnings growth


� DWP Table 3 for 2004-05


� £45 bn was reported to HMRC. The total paid out may be as much as £70 bn.


� Guesstimate/balancing figure – see Section � REF _Ref126167283 \r \h ��28�


� HMRC Table 2.7 for 2004-05 


� Jill Kirby, “The Price of Parenthood”, 2005


� Includes £380 “negative tax”, see Section � REF _Ref118388255 \r \h ��13�


� HMRC Table 3.6, 2003-04


� Se Section � REF _Ref126505120 \r \h ��2�


� You can’t cross a chasm in small steps.


� NSO UK outcome, income and expenditure 2nd quarter 2005, sub-series CAER and NHCZ


� It is in fact a super-tax on actual or deemed rents paid/earned by businesses


� The author doesn’t own a car, as it happens.


� HMRC Tables 11.1, 11.2, 2004-05


� HMRC Table 11.1, 2004-05


� See Section � REF _Ref126214484 \r \h ��2�


� Public Sector Finances Databank, Table C4


� Does anybody still remember the “composite rate” system? That worked perfectly well in practice for a century, despite having no statutory basis.


� HMRC Table 3.7 for 2002-03. They admit that the figures are very approximate.


� Does anybody still remember the “composite rate” system? That worked perfectly well in practice for a century, despite having no statutory basis.


� As called for recently by the National Institute of Economic and Social Research, FT 27/1/06


� s64 IHTA 1984


� Figures for 2001, DWP.


� Gordon Brown, Budget speech 22 March 2006.


� http://www.statistics.gov.uk/cci/nugget.asp?id=2


� £100,000 ÷ 40% = £250,000, plus nil rate band £275,000 = £525,000.


� Of course, under most tenancy agreements, the owner can add the LVT to the rent.


� Average Council Tax Benefit is around £12 per week, £60,000 x 1% ÷ 52 = £12


� See www.housepricecrash.co.uk


� HM Treasury – Public Sector Finances Databank, 21 September 2005, unless stated


� Department of Work & Pensions, Table 3, 2004-05 estimated outturn


� See for example, Kate Barker’s report. I don’t believe it myself, but there you go.


� Town and Country Planning Act 1990


� The worst that can happen is that you spend money on architect’ fees and they turn you down.


� Not In My Back Yard. Contrast this with Banana “Build Absolutely Nothing Anywhere Near Anyone”!


� Large company pays £100 salary plus £12.80 Employer’s NI and claims extra tax relief at 30% on 25% x £112.80; the R&D rebate is £8.46, £4.34 less than the NI paid. A small company claims extra relief at 19% on 50% x £112.80, so gets R&D rebate of £10.72, again less than the Employer’s NI.


� A guesstimate, I am afraid


� HMRC December 2005


� The phrase is a tacit admission that IS, JSA, IB and DLA are interchangeable.


� Not in Education Employment or Training


� Per 2001 Census


� Total employees/self-employed per NSO Labour Survey August 2005, apportioned pro rata to all age groups from 19 to 65 (after adjusting for students)


� Assuming 50% if higher or further education and not working full time


� Halfway between Child Benefit rate for 17- 18 year olds and the full adult BCB rate.


� At this age, the BCB increases by £2.50 per week for each year of age, to dovetail with the Citizen’s Pension – see Section � REF _Ref126815480 \r \h ��25�.


� Department of Work & Pensions, Table 3, 2004-05 estimated outturn, unless stated.


� HMRC Table 2.9 for 2004-05


� I shall not distinguish between Local Authorities and Housing Associations (“RSLs”), see Section � REF _Ref126589468 \r \h ��36�.


� Per GMB web site, 28 September 2005.


� Office of Deputy Prime Minister survey of 2001-02


� Total housing benefit x 80% paid to social tenants.


� Per GMB web site, 28 September 2005


� Conservative Party policy document “A home of our own”


� i.e. neither local authority nor housing associations (“RSLs”)


� Total housing benefit x20% paid to private tenants.


� Department of Work & Pensions, Table 3, 2004-05 estimated outturn, unless stated.


� Public Expenditure Statistical Analyses, 2004-05 estimated outturn.


� 75% of married mothers and 55% of single mothers


� Jill Kirby “The Price Of Parenthood”, 2005


� The “current” figures are based on 2004-05 rates and allowances


� Category 3 social rent


� Assuming her council flat is worth half the average home in the UK, ½ x £175,000 = £90,000, £90,000 less £60,000 exempt band = £30,000 x 1% LVT = £300, = £6 per week.


� 8 hours x £5.05 less 38% tax = £25


� Jill Kirby, op cit.


� Category 7 social rent


� Assuming their council house is worth 2/3 of the average home in the UK, 2/3 x £175,000 = £120,000, £120,000 less £60,000 exempt band = £60,000 x 1% LVT = £600, = £12 per week


� Jill Kirby, op cit.


� Assuming an average value house in the UK, worth £175,000, £175,000 less £60,000 exempt band = £115,000 x 1% LVT = £1,150, = £20 per week.


� DWP Table 3, 2004-05 estimated outturn, unless stated.


� He was actually Chancellor at the time; the PM was Asquith.


� Other sources say 2/0 for a single pensioner and 7/6 per couple.


� Paul Grattan, quoted in FT 19 November 2005.


� Including 1.4 m married mothers, who are neither uneconomic nor inactive …


� There will of course be no real difference between the BCB and the Citizen’s Pension, you can choose any age you like at which it is renamed.


� Around a third or a half of those entitled are too proud, intimidated, stupid or lazy to claim


� www.dti.gov.uk/er/redundancy/ready.htm


� Per 2001 Census. For simplicity I have assumed that nobody over 65 still works.


� Per 2001 Census. For simplicity I have assumed that nobody over 65 still works.


� Department of Work & Pensions, Table 3, 2004-05 estimated outturn


� DWP Table 3


� A fair discount rate for Government liabilities/borrowings


� Rentokil, Co-op, British Airways, Harrods, Church of England … in fact they are falling like dominoes


� David Davis in The Daily Telegraph, 29 October 2005.


� What did Gordon Brown base this figure on? His estimate of what he will earn from after-dinner speaking once he is voted out of office?


� Assuming pension funds can continue to receive interest gross – see Sections � REF _Ref128803530 \r \h ��9� and � REF _Ref129853621 \r \h ��34�


� NSO Pension trends – the figure is for 2003.


� NSO Pension trends – 2004-05


� As they do in Australia, for example.


� Many European countries have such an exemption


� ODPM, A Guide to the Local Government Finance Settlement, January 2005


� David Davis in an interview with the Scotsman, November 2005.


� One of finest constitutions ever written.


� I have used the terms “sponsored member”, “nominee”, “representative” and “delegate” as if they were interchangeable. I will let constitutional lawyers wrangle over the precise distinction.


� To wit, the Local Government Association


� The marginal total tax/NI rate faced by an average worker in the Czech Republic is over 60%.


� VAT is around 6% of GDP, or alternatively, goods account for one third of GDP and are taxed at 17.5%
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