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I. INTRODUCTION

The run-up to the 1987 Budget saw an even greater amount of speculation as
to the form of the Chancellor’s proposals than is usual. A large number of

suggestions were made as to the appropriate use of the substantial funds

available. Most of these were ignored, and the Budget presented on 17 March
was in some ways rather a dull event. The principal change to personal direct
taxation took the same form as in 1986, a cut in the basic rate, although this

was supplemented in 1987 by reductions in the real levels of indirect taxation.
There were some innovations, of which the tax subsidies to profit-related pay
and the introduction of an over-80s age allowance have perhaps received
most publicity, but none of these have major short-term revenue
consequences.

In Section II of this article we look in some detail at the distributional
impact of the principal changes to personal taxation announced in the
Budget. We also consider briefly the rationale for the age allowance, and any
increases in its level. In Section III we move on to examine the likely impact
of the tax changes on incentives to work, concentrating on married women,
the group most likely to respond. Finally, in Section IV we look at the
development of the tax system as a whole since 1978/79, using both the IFS

tax and benefit model and a technique for describing the overall tax system as
a single straight line.

I1. THE 1987 BUDGET

1. The Main Measures

As noted above, the main personal tax changes in the 1987 Budget were
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relatively straightforward. All of the main personal allowances were indexed
in line with inflation, the basic rate of income tax was reduqu from 29 per
cent to 27 per cent, and none of the main indirec.t specnfxc duties were
increased at all, thus reducing the real level of !ndlre.ct tax. Perhaps
surprisingly, only the first of the thresholds at which higher rate tax is
payable was increased in line with inflation, from £17,200 to £17,900. The
second threshold was increased by only £200, aqd the remainder were left
unchanged. Compared with an indexed Budget, this ensures that' there are the
same number of higher rate payers overall (because the starting point for
higher rate tax was indexed), but that they pay more tax and on average face
a higher marginal tax rate, since the subsequent hl-gh.er rate'bands have
narrowed in real terms. The Chancellor employed a similar device lqst year.
Its rationale is not immediately clear, but it could be that Mr Lavyson is trying
to compensate for the fact that it is higher rate taxpayers who gain most from
cuts in the basic rate, since they are the only people who have t}}e maximum
amount of income taxed at the basic rate. The Chancellor’s action stands in
striking contrast to the pre-Budget speculation about sweeping higher rate
cuts.

2. Distributional Consequences

The poorest groups in society gain nothing from the d_irect tax .changcs
announced in the Budget, as non-taxpayers do not benefit from direct tax
cuts. (These groups may, however, benefit from the .changes to the le_vels of
indirect taxation.) The next round of benefit upratings, due in April, had
already been announced and there were no benefit increases in the Budget
itself. The value of most benefits will rise in !ine with inflation, the main
exceptions being means-tested housing benefit, wh;rc thcrg v 1o be an
increase in withdrawal rates, and the system of maternity benefits, which I to
be recast as part of the ‘Fowler’ benefit system reforms. . .

Figure 1 shows the percentage change in net income arising lmm' ilhc
Budget compared with an indexed Budget, by ranges .of gross income, This
change is broken down to show how much is attributable to direct tux
changes and how much to indirect tax chgnges.

Considering first the effects of the direct tax chgnges, we see that the
percentage gain in net income resulting from the basxc_rate.cut rlscs.stcudilx
with gross income, and reaches a peak for those tax units with gross incomes
between £400 and £500 per week (who will generally be tpose at or abovc; the
top end of the basic rate band). We would then expect this percenta}gq gain to
decline gradually with income (as a given ca_sh gain bec:ome_s a dlml.mshmg
proportion of income), but in fact the declme- shown in Figure 1 is more
severe than would follow a simple cut in the basic rate. This is because of the
under-indexation of the thresholds at which tax at 45 per cent and above

i aid.
b°f$"§§§ulfstpto this, the gains from the reduction in the real value of excise
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FIGURE 1| ‘ FIGURE 2
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duties are more evenly spread. This is because the poor tend to devote a larger Crass indea N
proportion of their expenditure to the consumption of excisable goods, in » FIGURE 3 [
particular alcohol and tobacco, than do the rich (see, for example, | Distribution of Income for Couple Pensioners
Department of Employment, 1986, Table 7).
One rather small change made in the Budget deserves some attention. The 15 ]
Chancellor, while Increasing the main age allowances in line with inflation,
Introduced a new age allowance for the over-80s, to be £110 per annum
higher than the basic age allowance for a single person (at £3070 compared
with £2960) and £170 higher for a couple (at £4845 compared with £4675). It i
should, however, be noted that even now the number of over-80s living in the Sl
UK is rather small. . =
The age allowance is a rather complex part of our tax system, with at best a ~E— i
questionable rationale (see Morris (1981) for a full discussion). The basic 3
state pension for a pensioner couple is £63.25 per week, the ordinary personal E
allowance for a couple £72.98 per week. Thus a pensioner couple with less < o5l
than £9.73 per week of taxable income would pay no income tax even if the
fage allowance were abolished., Not only do the pensioners on the lowest
incomes not gain, those on the highest incomes receive no benefit from the
age allowance. For taxable incomes over £213.85 per week, the excess of the mm e Dm |
: i w i A == ; 210 .
age allowance over the basic allo ance is tapered away 10 10 80 080,130, 170 180 210 “.»» o ’ﬂ ,
g ‘ Groes income (£ per week) -+ 0 s L L
' Consider, for example, a pensioner couple with combined income of £215 per week, The income limit = e
o i full age allowance is £188.46 per week, Because the couple have Income above thiy limit, their A 0 of £72,21 ~ less W 5
PeLsonal allowance is reduced by two-thirds of the excess, subject to the conditlon that they must recelve would leave them with a personal allowane "}

allowance, The couple thus recelve an ordinary personal allowanee
nge.

W4 et (he ordinary personal allowanee, Deducting £17.69 from the couple’s uge allownnce of 189,90
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40 we use an extended version of the IFS tax/benefit policy simulation

gross incomes of up to £70 per week there are no significant gains from jam 1o predict what would happen to work incentives for a sample of
age allowance, because the ordinary personal allowance covers tax 4l women of working age whose husbands are employees. Details of the
income up to this level. Beyond this point gains rise steadily, to peak at g Jutam can be found in Blundell, Meghir, Symons and Walker (1987) and
incomes of about £150 per week, and then fall sharply as the age allowang ons and Walker (1986).
taper.ed away. Combining Figure 2 and Figure 3 we see that the age allow ‘
has little effect on the large group of couple pensioners with gross income
arou_nd £70 per week, who have little income apart from the basic §i
pension. v
It .is important to note that if the Government wanted to help 6
pensioners, spending money on increasing the state pension or long-t
supplementary benefit levels would be more appropriate. If the Govern

Figure 2 illustrates these points. We see that for couple pensioners

FIGURE 4
Mauin Effect of the Budget on Married Women

F

Post-budget

wanted to help poor, old pensioners, increasing these benefits for '
over-80s would make more sense. Introducing an over-80s age allowance ¥ ¥ b
help, according to the Government, 400,000 pensioners who are not part Y
the poorest group. . B P A
3
A

I1I. WORK INCENTIVE EFFECTS

Econpmists have long been concerned about the possibility that h |
ma;gmal tax rates give rise to adverse work incentive effects. In the UK reces
policy has been towards lower marginal tax rates with an immediate goal of
25 per cent standard rate and the prospect of further reductions in the log
run. Fo_r the moment the Chancellor justified a 27 per cent standard rate wi
the cla}m tha_t ‘lower rates of tax sharpen up incentives and stimula
enterprise, wh}ch in turn is the only route to better economic performance’

Oplmons differ on the likely size of the incentive effects of incom
taxation. At one extreme there is a belief by some macroeconomists that t
beneficial incentive effects of tax rate reductions would be so pronounc:
that tax revenue could actually rise rather than fall (see, for example, Ashto
gnd Mmford, 1987). At the other extreme there are those wi10 ha
19vest1ga_ted the behaviour of individuals observed in sample surveys who ca
?9118(17 )no incentive effect of any significance (see, for example, Brown et al,

Our own position is an intermediate one. On the basis of
results in Blundell and Meghir (1986) and Blundell and Walke(r) (le9ci;)6x;o\:::eft‘
that t.he UK data support the view that it would take very large changes
marginal tax rates to have any noticeable effect on the incentive to work for
prime age married men. However, the estimates do suggest a much great
sensitivity of married women (o changes in the structure of incentives, Thus,

- - -
Wife's hours of work

Plgure 4 shows the main effect of the Budget on the situation that a
mnried woman might face. The line ABC shows the pre-Budget relationship
~ Jwiween her household’s net income and her own hours of work per week. If
she does no market work, net household income is OA (in pounds); for every
hour she works initially she receives £w per hour until her earnings equal her
tux allowance AZ, and thereafter she receives a net wage of 0.71w per hour.
1 he post-Budget net income/hours of work relationship will be above ABC
since the Budget has increased OA, the husband’s net earnings. The new
relationship is given by DEF.

;- Ihe major effect of the Budget then is to shift the net income/hours
~ yelationship upwards. A secondary effect is to increase slightly the new wage
ol tax-paying women from 0.71w to 0.73w.

I'he economic theory that lies behind the analysis of the incentive effects of
 fuxes is relatively straightforward, It says that an individual will be more
~ nelined to work an extri hour the greater the return to that extra hour of
work: and that the greater an individual’s income the less that individual

needs 1o work, The first effect § u proposition about the effects of a change

53
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in the wage rate at a given level of income, while the second is the
income change at a given wage rate.

To get a feel for these separate effects we split our sample into three
groups. Non-participants remain non-participants since the additional
income makes them less likely to need to work. Non-taxpayers are likely to
reduce their work effort by virtue of the increase in household net income,
Our prediction is 0.2 hours per week. It is only taxpayers (35 per cent of the
sample) who face both higher household net income and a lower tax rate. The
latter gives rise to an increase in hours of work of just 0.01 hours per week.
Offsetting this is the effect of the reduced need to work from the additional
net income. The net effect is a 0.18 decrease in hours per week.

Thus, not only is there no evidence of a Laffer curve relationship between
tax revenue and the tax rate, but also we find that, even for the group where
incentive effects might be expected to be important, the 2 per cent cut in the
basic rate has only a negligible effect.

effect of an

IV. THE DEVELOPMENT OF THE TAX SYSTEM

. Analysis based on Tax and Benefit Model

Ax we approach a general election, it is natural to examine the changes in the
tax and benefit system in recent years. In Dilnot and Stark (1986), we took
1979 as a base year, and illustrated the impact of the changes made since
then, relative to mere indexation of all taxes and benefits. In this article we do
the same from a base of 1983/84. Table 1 shows some of the main allowances
and rates used in our comparison. .

The results shown in Table 2 should be treated with more caution than
those from our previous exercise. Since 1983 there have been'comparatively
few discretionary changes to the benefit system (with the exception of

TABLE 1

Principal Rates and Allowances used in the Simulation

£ per week
Indexed 1983/84 1987/88

Single allowance 41.45 46.63
Married man's allowance 64.90 72.98
Supplementary benefit:

married rate, long-term 63.13 61.85

single rate, long-term 39.47 38.65
Family income supplement:

prescribed amount, 1 child 99.58 100,70

aldition per child under 11 10.86 11,90

e —

R
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TABLE 2

( h ] Vet ncome er Curre Iax alld lselle‘lt Syste"l COIIlp " l
anges in l und nt aled w h “dexed
g

f household group: Net income
Percentage o gl
Current | Average
>5%1-5% <1% 1-5% >5% |Indexed _
wors: worse change better better | 1983  system : change
off off off off | system (£ per week)
373
i 3 ) 46 22 91.93 95.66 +3.73
iglfieparent (2) %1 10 46 33 87,76 ¢192,52 +4.76
Single-earner couple: it g s ol
i 22 8 52 15 i
s:;?liﬂ:tslisldren ?) 8 7 65 20 | 148.94 155.13 +6.19
Two-earner couple: o0l st bl g
i 1 2 7 2001 D Pon
C};Itll(ln:lslisldren g 1 1 79 19 | 210.89 2|9.4: : :0'::
Sirwnvgle pensioner 1 38 33 21 7} 63.33 |?“:';i \ ".“
Couple pensioner 3 39 26 27 5 112.26 3.4 :
\
Whole population 1 15 12 52 20 148,72 154,27 ' 55

i i tried to keep benefits rising
benefit). Instead, the Government has efits ril
g?c‘;::irlls in line \Lith inflation. This makes our results m]:mhl molre ?eqslft‘ll:lci (;::
i i rison and to the level of infle
the precise period chosen for compa Rty
i hanges between 1979 an oL
assumed. For the comparisons of cha : ol
i i i i ficant compared with the large
considerations were relatively insigni . A el
i d the tax and benefit system as it was p
changes involved. We have use R
i the 1983 Budget), uprated by
i.e. before the 1983 election but a}fter_
;)Zf 3cfent the increase in the retail prices index between January 1983 and
nuary 1987. ; i . :
JaAlm(})lst three-quarters of households experience an increase in r}:; I:SSTS
i i i i oing to two-earner coup
over the period, with the main gains g ! P couples Sl
ili i i i he main groups with significan
families with children, whilst t i . o
i i le, and some childless couples. These ga
P it smgle.peo.p : han; both direct and indirect, and also to
are due to a combination of tax changes, o dp
i i t important of these are outline W.
changes in benefits. The mos . £ . below-
i Ily over the period as the ba
Direct taxes have fallen substantia 1 e o
i 27 per cent and the real value of p _
income tax has been cut from 30 to : Fpweans
i have led to widespread and subs
allowances has risen. These cl_langes o g o e i
i i t those in work. The overall level o ‘
i L. i ductions in the duties on petrol, wine and
has risen over the period, with reductions : ARSI, e a0
iri i ffset by increases in the duties on be g
o e g ly reduce the gain of the average
er, these indirect tax changes only
hH:u‘Z:lYaold by about 20 pence per week. The proportionate loss will, though,



tend to be greater amongst poorer households where excisable goods
generally form a larger part of total consumption than in richer households.

Benefit changes over the period have in general favoured families with
children, with increases in the real level of family income supplement, child
benefit and one parent benefit. Those dependent on supplementary benefit
have, however, seen small falls in the real value of their entitlement, whilst

means-tested housing benefit has also been cut back, leading to some large
losses, especially amongst pensioners.

2. Analysis based on ‘Linearisation’ of the Tax System

Thus far, we have been considering the results of recent Budgets by
examining the impact on a representative sample of households. We now turn
10 analysis using a framework which we have developed extensively (see
Dilnot, Kay and Morris, 1983, and Kay, 1985) for describing the overall tax
Aystem as a single linear function of a tax credit and a single marginal tax
rate. Thus, if the tax schedule is a tax credit of £1000 and a marginal rate of
60 per cent, tax for an individual with income of £10,000 would be (10,000 x
60) — 1000, or £5000. The schedule covers all taxes: direct, such as income tax
nd National Insurance contributions; indirect, such as VAT and alcohol
axation; and intermediate, such as business rates and derv duties. In Table 3
¢ present results for four types of family, in 1978/79, 1983/84 and 1987/88,
il in 1987/88 prices.
Between 1978/79 and 1983/84 the tax burden increased for almost all
amilies. All four experienced higher overall marginal rates, as the higher
AT and National Insurance contributions more than offset reduced rates of
icome tax, and all but the single-earner couple with two children suffered a
eduction in the real level of the tax credit. Much of this increased burden can
¢ traced to the 1981 Budget, which increased direct and indirect taxes. Since

TABLE 3

The Tax System as a Whole

1987/88 prices

1978/79 1983/84

Tax Marginal
credit  rate

Tax Marginal
credit  rate

1987/88
Tax Marginal
credit  rate

nele person

611 59.3 514 62.7 499  60.0

ngle-earner couple + 2 children 1026 .50.7 1160 4. 830 1231 50.9
\le-earner childless couple 03 59.5 948  63.0 930  60.3
wearner childless couple 1413 58.3 1075 -~ ‘6141 1093 58.3
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is abov
have generally come down, as suggested. by the analysis a
:’:)ltl;:;g/r?)‘t;[::,:f:vc cxpirienced a reduction in the margmal ratgnfsf lt);towlegvr:/e%
and 3 percentage points; two of the four have higher tax cre 1t : il
but only slightly lower. The main effect of the 1987 _Budget was (ith Jpthe
marginal rate through the cuts in the basic rate of income tax, a . :)I:;gr e
burden of indirect tax also fell slightly. In all four. cases, thefoveraEts 198g3 -
rate is now not far above it? l1978/7f9 levlc;l,e ?;\;tn%hfealfl:?n il§10$itlh i
o e S‘nl ov:lzrrdobr aincreases in indirect tax rates. One
e tgrrgll:ts l?l?ev :hl;:e;lf }113817e,s ?f the mgney were carefully distril?uted, cou19d
gme(r)lrueinellly %eave the overall tax system for these groups on a par with 1978/79.

V. CONCLUSION

i duction in the basic rate
incipal tax change in the 1987 Budget was a re :
I? ei:nlzr(;;c;ptax from 29 per cent to 27 per cent. ;[;hls change prolgglcee;ft fglg)s,
ich i i i The income tax change was supp
which increase as income rises. : el e
i eal rates of indirect taxation, thus helping f
frlllct(s)r;lr:: ::; arnd who do not gain from the basic rate reclfpctll(:n. The_ ﬁ:fgé E:é]é
i i from the tax and benefit changes 1
of the population has gained . by
trated amongst the poorer g
i 1983, although losses are concen oups

;-llréc\:ever it is still the case that the tax burden for much of the population is

greater than it was in 1978/79.
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