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225. There were consequences from the abolition of the starting rate of income tax. The
Government has attempted to tackle this problem through the 13 May announcement.
However, this has still left 1.1 million households as losers. There is a pressing need for
the Government to seriously examine ways in which the remaining losers can be
compensated. For future years, the Government will have to ensure that all losers from
the 2007 Budget personal tax measures as initially implemented—at that time 5.3
million households—are fully compensated. The Government must set out proposals to
achieve this by the time of the 2008 Pre-Budget Report.

226. Even though the £2.7 billion was not substantially well-targeted, the raising of
personal allowances announced on 13 May was a welcome step towards creating a
simpler tax system with fewer low-paid people paying tax: further complication should
now be resisted. Although the fiscal circumstances will be challenging, every effort
should be made to avoid returning low-paid people into the tax system who will have
only just been taken out of income tax by the changes announced on 13 May.

227. In the longer term, reforms should be centred on the greater challenges faced by
the Government in combating child poverty, pensioner poverty and in-work poverty.

228. This chapter has highlighted the complexity of the personal tax system, of the tax
credits system and of the benefits system, and the added dimension of complexity when
those systems interact. It would be unrealistic to expect too much from the 2008 Pre-
Budget Report, given that any changes must be considered holistically, across all three
systems. In addition, CPAG has rightly noted the desirability of political consensus around
tackling poverty,””” but announcements in Budgets and Pre-Budget Reports do not lend
themselves to the creation of such consensus. The Pensions Commission, which produced
its final Reports in 2006, has demonstrated the value of a suitably constituted body with
Government support in forging a cross-party consensus on fundamentally important
issues in social policy.”'® Given the need for the Government to focus on poverty in all its
forms, it will need to use every policy tool that it has available to achieve progress in
these areas, without neglecting the overall functioning of the personal taxation system,
the benefits system and the tax credits system. As such, we recommend the
establishment of a Poverty Commission on a similar basis to the Pensions Commission
to examine the public policy challenges relating to poverty.
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518 Treasury Committee, Fifth Report of Session 2005-06, The design of a National Pension Savings Scheme and the role
of financial services regulation, HC 10741, para 33 and passim.
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Conclusions and recommendations

The initial effects of abolition and related Budget measures

1.

The 10% tax rate on savings income adds to the complexity of the tax system. Should
the Government choose to remove the 10% savings rate in the future with a view to
simplifying the tax system further, it should proceed with caution, ensuring that
those who would lose from its abolition are clearly identified and that the precise
effects of abolition are fully considered. (Paragraph 22)

We have received and summarised very detailed information on the size and
composition of the group of people who stood to lose from the removal of the
starting rate of income tax as initially implemented. It must be borne in mind that
the use of the household as a unit of measurement does not necessarily correspond
to social realities, in that a household may not equate with a single financial unit with
a shared household budget. Therefore, it is clear that this group does not exactly
equate to the very poorest in society and that many within that group are not living
in low-income households. The losers from the measures as initially implemented
were people whose taxable income was small, and for whom the loss might be
significant when required to manage a personal or household budget at a time of
sharply rising prices for many essential goods and services. In assessing the impact of
the removal of the starting rate as initially implemented, account also needs to be
taken of the impact on those for whom their own income stream was an important
benefit of independent taxation. In this context, the effect was particularly marked on
women aged 60 to 64 in receipt of the Basic State Pension and modest payments
from an occupational pension scheme. A significant number of that group would
have been paying around twice as much income tax in 2008-09 as they were in
2007-08. The adverse effects were also magnified in some ways for those individuals
paying tax, but not working, and thus less able to respond by seeking additional
earnings. (Paragraph 68)

Options and decisions relating to the current tax year

3.

The Chancellor of the Exchequer’s letter to the Chairman of this Committee of 23
April referred to the possibility of taking action in response to concerns about the
removal of the starting rate of income tax through the mechanism used for making
winter fuel payments, through changes to the National Minimum Wage for young
people and through Working Tax Credit. With regard to changes to be implemented
in 2008-09, the Chancellor of the Exchequer was right not to pursue any of these
options. The problem was with the tax system, and required a tax solution.
(Paragraph 96)

The Chancellor of the Exchequer could have chosen to target changes to personal
allowances more specifically on those who lost from the removal of the starting rate
of income tax, but to have done so would have added to the complexity of the tax
system. On 13 May, the Chancellor of the Exchequer made a conscious decision to
introduce a broader fiscal measure the benefits of which went well beyond those who
lost from the abolition of the starting rate. For the current tax year, in the
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circumstances which the Chancellor of the Exchequer faced, the option chosen on 13
May of increasing personal allowances, but confining the benefits to basic rate
taxpayers, was probably the least bad option, with the benefits of simplicity,
transparency and greater incentives to work on the basis that fewer taxpayers face
high marginal deduction rates. However, £2 billion of the £2.7 billion committed to
that measure in the current financial year is not devoted to compensating losers from
the removal of the starting rate of income tax. As such, the option chosen on 13 May
represents an allocation of resources which is not directed at the Government’s
priorities relating to child and pensioner poverty. (Paragraph 97)

The Government has failed to clarify whether it remains committed in principle to
the aim set out in the 2007 Budget of aligning income tax thresholds with those for
employee National Insurance Contributions. We recommend that it clarify its
intentions no later than the 2008 Pre-Budget Report. Assuming that it remains so
committed, we recommend that the Government set out a clear path to full
alignment with an accompanying timetable in that document. (Paragraph 98)

We expect decisions for future years to be taken not in isolation and separate from
the normal budgetary processes, but with full regard to the fiscal context and to the
broader social objectives which the Government is pursuing. (Paragraph 99)

The broader context

7.

We note the evidence from the Institute for Fiscal Studies that the sustainable
investment rule would be broken in 2010-11 under the Government’s forecasts at
the time of the 2008 Budget if the measures announced on 13 May were carried
forward in future years. We also note the possibility of which we have been made
aware that there may be upward revisions to Gross Domestic Product from the
incorporation by the Office for National Statistics of the statistics on “financial
intermediation services indirectly measured”—currently experimental estimates of
how the economic activity of financial services should be measured—into the
national accounts. The remaining margin was already tight following the 2008
Budget. The fiscal rules are only effective if participants and observers, including the
markets, believe that the rules will be adhered to. If the Government wishes to
continue to meet its fiscal rules, it will have to take them fully into account when
proposing further personal tax and benefit changes. (Paragraph 109)

Further measures arising from the removal of the 10 pence rate of income tax must
be considered in the context of the wider objectives that the Government is seeking
to achieve through the tax and benefits system. The case for action to meet the
Government’s target to halve child poverty by 2010-11 is more pressing than ever
given the further rise in child poverty by 100,000 children in 2006-07 to 2.9 million
before housing costs. Pensioner poverty rose significantly in 2006-07, by 300,000 to
2.6 million before housing costs, reversing the welcome downward trend since 1997.
Progress on fuel poverty is being reversed by rapidly rising energy prices. The recent
announcements on a social tariff, data-sharing and pre-payment meter charges are
welcome, but much more needs to be done. The Government should consider
urgently the case for extending the social tariff for all domestic energy suppliers, such
as suppliers of liquefied petroleum gas, heating oil and bottled gas, including through
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further legislation. The advances made in tackling poverty among those out of work
in the last decade has not been matched by comparable progress in tackling poverty
among those in work. We note that the total cost of the 13 May measures was exactly
the amount required to meet the Government’s child poverty target. In responding
to the concerns arising from the removal of the 10 pence rate of income tax, the
Chancellor of the Exchequer has been forced to reconsider the balance between a
complex system of tax credits and a simpler, more transparent approach. Looking
ahead, the benefits of simplicity, transparency and of reducing disincentives to work
should be considered alongside the Government’s other objectives. (Paragraph 151)

Lessons for budgetary processes

9.

10.

11.

12.

We noted earlier that the use of the household as a unit of measurement does not
necessarily correspond to social realities, in that a household may not equate with a
single financial unit with a shared household budget. It is thus important that Budget
proposals and decisions are made with the fullest range of information about
different forms of distributional analysis. (Paragraph 154)

The quality and quantity of information about Government decisions, including
Budget decisions, has improved in recent years, in part through the provision of
Impact Assessments. However, the current documents do not take sufficient account
of the interaction of Budget measures with each other and with other policy
decisions. This Committee has repeatedly recommended that Ministers include in
the Red Book a table showing the winners and losers from the proposed personal tax
and benefit changes. We recommend that the Government publish a Household
Impact Assessment alongside future Budgets and Pre-Budget Reports. This would
analyse the impact on individual, family and household finances of Budget measures
and other changes to the welfare system, having regard to other developments such
as changes to the National Minimum Wage. We further recommend that the
Household Impact Assessment provide distinct analyses for each future financial
year to which Budget measures relate. (Paragraph 159)

We welcome the emphasis by the Government on the 2008 Pre-Budget Report, but
the Government should not simply respond to a short-term political problem by
turning the 2008 Pre-Budget Report into an early Budget. Instead, the Government
must re-establish the consultative nature of the Pre-Budget Report. For personal tax
decisions, the sudden and final nature of Budget decisions has been less about the
need to prevent forestalling activity than it has been about the perceived benefit of
seeming to pull rabbits from the hat. Recent experiences suggest that such short-term
benefits are outweighed by the longer term benefits from proper consultation.
(Paragraph 163)

We do not envisage consultation being confined to individual tax measures. Rather,
the Government should seek to create the optimal conditions for constructive
consultation by being clear about the policy objectives it is seeking to achieve as well
as the means being proposed to meet those objectives. In particular, we wish the
Government to use the opportunity of the 2008 Pre-Budget Report to set out clearly
its views on the policy objectives which underpin its approach to personal taxation.
(Paragraph 164)
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13.

We intend to re-examine the way we scrutinise tax proposals in Pre-Budget Reports
and tax measures in Budgets and propose changes to our own working methods. We
expect our own re-examination to form part of a wider consideration by the House
of Commons and its committees of ways in which the scrutiny of tax measures can
be improved and strengthened. (Paragraph 166)

The way forward

14.

15.

16.

17.

Changes to the National Minimum Wage are relevant to the debate on personal
taxation and welfare policy. However, decisions relating to the National Minimum
Wage should be taken in the usual way and in the light of the work of the Low Pay
Commission. Such decisions should not be taken in response to problems created
within the personal tax system. (Paragraph 171)

We note with some concern that almost one in five of those eligible for Child Tax
Credit are failing to claim their entitlement. (Paragraph 173)

We welcome the increased take-up of Working Tax Credit amongst low-income
individuals and couples without dependent children, although there is clearly very
considerable scope to increase the take-up of Working Tax Credit amongst those
without dependent children. Whilst one of the reasons for low take-up of Working
Tax Credit amongst this group—lack of awareness of eligibility for Working Tax
Credit—can be tackled through publicity campaigns, others factors are more difficult
to overcome. These other factors include the relatively modest levels of financial
support on offer and volatile circumstances, which mean that take-up of Working
Tax Credit is always likely to be lower amongst those without dependent children
when compared with families with dependent children. That said, publicity measures
do have a role to play in boosting take-up rates, particularly in correcting the
perception that access to Working Tax Credit is restricted to those with dependent
children. Even more important than a renewed publicity campaign will be further
improvements that make the system more responsive and user-friendly for those
with volatile incomes and circumstances, which will be key to raising the take-up rate
amongst this particular group. (Paragraph 191)

We have heard many suggestions for reform of Working Tax Credit in the course of
our inquiry. The case for reforms to Working Tax Credit should be considered in the
light of the broader goal of tackling in-work poverty and in the context of changing
work patterns. The new tax credits system has undergone a number of changes since
its introduction in 2003, some of which are still to be implemented. Further
extension of Working Tax Credit would be costly, might not reach all those who are
intended to benefit, and might further increase the numbers subject to marginal
deduction rates over 60%. However, we welcome the Government’s publication of 20
May entitled Tax credits: improving delivery and choice as the start of a process of
consultation in which we expect to participate in due course through further work.
Changes to Working Tax Credit must be made after careful consideration and
consultation, and not be seen primarily as short-term measures to compensate some
of the remaining losers from the removal of the starting rate of income tax.
(Paragraph 207)
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19.

20.

21.

22.
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Our inquiry has highlighted the complexity of the benefits system as it interacts with
the tax system and with the tax credits system. We do not believe it would be possible
or appropriate to make recommendations in this area after our short inquiry. The
difficulties faced by the Chancellor of the Exchequer in compensating losers from the
removal of the 10 pence rate of income tax do however underline the complexity of
the tax and benefits system. The evidence received has served to highlight the
important role played by Council Tax Benefit and Housing Benefit and the point at
which benefits may be ‘passported’ in creating high marginal deduction rates. The
evidence has also highlighted the differential treatment of families based on housing
tenure that will result from disregarding Child Benefit in calculating income for the
purposes of Housing and Council Tax Benefit. We expect the Government to take
forward reforms in this area through a coherent, multi-departmental approach, and
we expect the 2008 Pre-Budget Report to include a full analysis of the relationship
between any tax and tax credits proposals and wider developments relating to reform
of the benefits system. (Paragraph 217)

We have concluded that no reforms other than those to the tax system—including
changes to Working Tax Credit—are likely to be effective if viewed principally as
mechanisms for compensating the remaining 1.1 million households who lose from
the removal of the starting rate of income tax even after the 13 May changes. Any
change made with that specific objective in mind would need to be through the tax
system if it were to be effective in reaching all losers, including all losers within low-
income households. (Paragraph 224)

There were consequences from the abolition of the starting rate of income tax. The
Government has attempt to tackle this problem through the 13 May announcement.
However, this has still left 1.1 million households as losers. There is a pressing need
for the Government seriously to examine ways in which the remaining losers can be
compensated. For future years, the Government will have to ensure that all losers
from the 2007 Budget personal tax measures as initially implemented—currently 5.3
million households—are fully compensated. The Government must set out proposals
to achieve this by the time of the 2008 Pre-Budget Report. (Paragraph 225)

Even though the £2.7 billion was not substantially well-targeted, the raising of
personal allowances announced on 13 May was a welcome step towards creating a
simpler tax system with fewer low-paid people paying tax: further complication
should now be resisted. Although the fiscal circumstances will be challenging, every
effort should be made to avoid returning low-paid people into the tax system who
will have only just been taken out of income tax by the changes announced on 13
May. (Paragraph 226)

In the longer term, reforms should be centred on the greater challenges faced by the
Government in combating child poverty, pensioner poverty and in-work poverty.
(Paragraph 227)
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23.

Given the need for the Government to focus on poverty in all its forms, it will need to
use every policy tool that it has available to achieve progress in these areas, without
neglecting the overall functioning of the personal taxation system, the benefits
system and the tax credits system. As such, we recommend the establishment of a
Poverty Commission on a similar basis to the Pensions Commission to examine the
public policy challenges relating to poverty. (Paragraph 228)
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Nick Ainger Mr Andrew Love
Mr Graham Brady Mr George Mudie
Jim Cousins John Thurso

Mr Philip Dunne Mr Mark Todd
Mr Michael Fallon Sir Peter Viggers
Ms Sally Keeble

Budget Measures and Low-Income Households

Draft Report (Budget Measures and Low-Income Households), proposed by the Chairman,
brought up and read.

Ordered, That the Chairman’s draft Report be read a second time, paragraph by paragraph.
Paragraph 1 read and agreed to.

Paragraphs 2 and 3 read, amended and agreed to.
Paragraphs 4 to 6 read and agreed to.

Paragraphs 7 and 8 read, amended and agreed to.
Paragraph 9 read and agreed to.

Paragraphs 10 to 13 read, amended and agreed to.
Paragraphs 14 read and agreed to.

Paragraph 15 read, amended and agreed to.
Paragraph 16 read and agreed to.

Paragraph 17 read, amended and agreed to.
Paragraph 18 read and agreed to.

Paragraph 19 read, amended and agreed to.
Paragraphs 20 to 22 read and agreed to.

Paragraphs 23 and 24 read, amended and agreed to.

Paragraphs 25 read and agreed to.
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Paragraph 26 read, amended and agreed to.
Paragraphs 27 to 29 read and agreed to.
Paragraph 30 read, amended and agreed to.
Paragraphs 31 to 34 read and agreed to.
Paragraph 35 read, amended and agreed to.
Paragraphs 36 to 42 read and agreed to.
Paragraph 43 read, amended and agreed to.
Paragraphs 44 and 45 read and agreed to.
Paragraph 46 read, amended and agreed to.
Paragraphs 47 to 52 read and agreed to.
Paragraphs 53 to 55 read, amended and agreed to.
Paragraphs 56 and 57 read and agreed to.
Paragraph 58 read, amended and agreed to.
Paragraph 59 read and agreed to.

Paragraph 60 read, amended and agreed to.
Paragraphs 61 to 66 read and agreed to.
Paragraphs 67 to 69 read, amended and agreed to.
Paragraphs 70 to 85 read and agreed to.
Paragraph 86 read, amended and agreed to.
Paragraphs 87 to 90 read and agreed to.
Paragraphs 91 and 92 read, amended and agreed to.
Paragraphs 93 to 96 read and agreed to.
Paragraph 97 read, amended and agreed to.
Paragraphs 98 to 103 read and agreed to.
Paragraph 104 read, amended and agreed to.
Paragraphs 105 to 107 read and agreed to.
Paragraph 108 read, amended and agreed to.

A paragraph—(Mr Michael Fallon)—brought up, read the first and second time, amended
and inserted (now paragraph 109).
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Paragraphs 109 to 117 read and agreed to (now paragraphs 110 to 118).
Paragraph 118 read, amended and agreed to (now paragraph 119).
Paragraphs 119 and 125 read and agreed to (now paragraphs 120 to 126).
Paragraph 126 read, amended and agreed to (now paragraph 127).
Paragraphs 127 to 131 read and agreed to (now paragraphs 128 to 132).
Paragraph 132 read, amended and agreed to (now paragraph 133).
Paragraphs 133 and 147 read and agreed to (now paragraphs 134 to 148).
Paragraph 148 read, amended and agreed to (now paragraph 149).
Paragraph 149 read and agreed to (now paragraph 150).

Paragraph 150 read, amended and agreed to (now paragraph 151).
Paragraphs 151 and 152 read and agreed to (now paragraphs 152 to 153).
Paragraph 153 read, amended and agreed to (now paragraph 154).
Paragraphs 154 to 157 read and agreed to (now paragraphs 155 to 158).
Paragraphs 158 and 159 read, amended and agreed to (now paragraphs 159 to 160).
Paragraphs 160 to 164 read and agreed to (now paragraphs 161 to 165).
Paragraph 165 read, amended and agreed to (now paragraphs 166).
Paragraphs 166 to 173 read and agreed to (now paragraphs 167 to 174).
Paragraphs 174 and 175 read, amended and agreed to (now paragraph 175 and 176).
Paragraphs 176 to 180 read and agreed to (now paragraphs 177 to 181).
Paragraph 181 read, amended and agreed to (now paragraph 182).
Paragraphs 183 to 185 read and agreed to (now paragraphs 184 to 186).
Paragraph 186 read, amended and agreed to (now paragraph 187).
Paragraphs 187 to 189 read and agreed to (now paragraphs 188 to 190).
Paragraph 190 read, amended and agreed to (now paragraph 191).
Paragraphs 191 and 205 read and agreed to (now paragraphs 192 to 206).
Paragraph 206 read, amended and agreed to (now paragraph 207).
Paragraphs 207 and 215 read and agreed to (now paragraphs 208 to 216).

Paragraph 216 read, amended and agreed to (now paragraph 217).
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Paragraphs 217 to 222 read and agreed to (now paragraphs 218 to 223).
Paragraph 223 read, amended and agreed to (now paragraph 224).

Another paragraph—(John Thurso)—brought up, read the first and second time, amended
and inserted (now paragraph 225).

Another paragraph—(Mr Graham Brady)—brought up, read the first and second time,
amended and inserted (now paragraph 226).

Another paragraph—(The Chairman)—brought up, read the first and second time,
amended and inserted (now paragraph 227).

Paragraph 224 read, amended and agreed to (now paragraph 228).

Summary amended and agreed to.

Resolved, That the Report, as amended, be the Thirteenth Report of the Committee to the
House.

Ordered, That the Chairman make the Report to the House.

Written evidence was ordered to be reported to the House for printing with the Report.

Written evidence was ordered to be reported to the House for placing in the Library and
Parliamentary Archives.

Ordered, That embargoed copies of the Report be made available, in accordance with the
provisions of Standing Order No. 134.

X b % %

[Adjourned till Thursday 26 June at 9.30 am.
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