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Transferable Personal Allowance: A Small Step
in the Right Direction
Leonard Beighton*

Don Draper**

Abstract
The authors argue that the transferable allowance for married couples is a small but essential step towards
reintroducing into the tax system support for family responsibilities. This is an urgent need following
changes to tax credits and universal credit announced in the Summer 2015 Budget. Tax credits were
introduced when that support through the income tax system was finally withdrawn: as a result the system
has two major weaknesses. First the amount of tax anyone pays is poorly related to how well off (s)he is,
which depends on household income. Large families may be liable to higher rate tax even if their income
is insufficient to provide “a minimum acceptable standard of living.” The family unit was first introduced
in the High Income Child Benefit Charge (HICBC) where it disadvantages single income families and
operates contrary to its stated objectives. Independent taxation was originally planned to give married
couples privacy in their tax affairs—which because of tax credits it fails to do—but also through transferable
allowances to end discrimination against families with young children. The second weakness is that it has
resulted in very high effective marginal tax rates (EMTRs) for very many families. The changes to tax
credits announced in July 2015 will cost households in work an average of £1,400 a year—for many
families with children, more than £2,000 a year. The proposed national living wage will not help them.
The 50 per cent of families who will still be receiving tax credits or will be entitled to the universal credit
will have difficulty in replacing the lost income—in 2016–17 their EMTR will rise to 80 per cent and in
some cases as high as 97 per cent. Even under universal credit their EMTR will be 76 per cent. The
disincentive effect will become clearer with universal credit. Under universal credit a fully transferable
allowance would reduce marginal rates by lifting some families out of credits.

Introduction

In a recent article in the British Tax Review, Glen Loutzenhiser said that the introduction of a
limited form of transferable allowances was “a small step away from an individual tax unit down
the path towards joint taxation, but it is a small step in the wrong direction.”1

We can agree that it is a small step, but we do not agree that it was an unnecessary step nor
do we believe that it is a step in the wrong direction. Those who planned independent taxation
recognised that families were potential losers and, to prevent this, the original proposals included

*Leonard Beighton ended a career in the Inland Revenue as Deputy Chairman of the Board from 1992–1994. Since
he retired he has continued to work on taxation in a variety of forums and in 2011 was honoured to be appointed an
Honorary Fellow of the Chartered Institute of Taxation.
** Don Draper spent a career in the Inland Revenue and in PricewaterhouseCoopers. Since then he has pursued a
particular interest in the taxation of the family.
1G. Loutzenhiser, “Transferable personal allowances: a small step in the wrong direction” [2015] BTR 110.
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a transferable allowance for couples who had the responsibility of a young family or caring for
an elderly relative.2 In the event a transferable allowance was not introduced and the alternative
allowances which were introduced instead—the Married Couples Allowance (MCA) and the
Additional Personal Allowance (APA)—have long since been repealed.3 The introduction now
of a transferable allowance for married couples is therefore a small step towards a fairer and
more coherent tax system.
It is no longer possible to consider income tax in isolation. National Insurance contributions—a

tax on income by another name—have to be considered and so also has the system of tax credits
which underpins the income tax system. When the income tax system ceased to take account of
family responsibilities, the number of children living in poverty increased and families, particularly
one income families (couples and single parents), were left bearing an increasing share of the
income tax burden. Tax credits were introduced in an attempt to deal with these problems. Some
of the gains which were expected to flow from independent taxation have however been lost.
For families the system is more complex. Couples claiming tax credits have to complete a joint
return so the privacy gains proved to be short lived for the majority of families. In addition these
families face effective marginal rates which are far higher than in the 1980s, higher also than
comparable families face in other countries,4 and far higher even than those in the very highest
tax bands face. The cost to the Treasury is, moreover, very high.

The case for transferable allowances

The case for transferable allowances has been argued mainly in terms of marriage but, as the Rt
Hon Nigel Lawson said in his 1985 Budget Speech,5 the introduction of a system of independent
taxation with transferable allowances would produce a more logical and straightforward system.
There is a case for recognising marriage and civil partnership for income tax as indeed is done

for capital gains tax and inheritance tax. But the case for a transferable allowance does not rest
primarily on marriage. It is based on the need to ensure that the tax burden is as far as possible
related to how well off people are and on the need to reduce the number of individuals facing
effective marginal rates of 73 per cent or more.
The two biggest problems with the UK system are that it places a greater burden on many

one-earner families, both couples and single parents, than on other taxpayers with the same
income and imposes on many in-work families a crippling marginal tax rate. These problems
result not only from the fact that independent taxation was introduced in a watered-down form,
but also from the fact that the protection that was provided in 1990 for households with children
was subsequently removed and replaced by a system of heavily means tested tax credits. The
way in which successive governments have developed the tax system since 1990 has resulted

2Green Paper on Reform of Personal Taxation (HMSO 1986), BN 114/4, Cmnd.9756.
3Except in the case of the MCA where one of the spouses was born before 1936.
4 A. Pearson, The taxation of families—international comparisons 2013 (CARE Research Paper, 2015), Chart 10
“EMTR at 75% of average wage One-earner married couple with two children 2013” and Appendix D “Effective
Marginal Tax Rates on Families 2013”, available at: http://knowledgebank.oneplusone.org.uk/wp-content/uploads
/2015/07/Care_Tax-book-international-comparisons-2013-web.pdf [Accessed September 11, 2015].
5The Rt Hon Nigel Lawson, Chancellor of the Exchequer, Budget Speech HC Deb 19 March 1985 vol 75 cc783-800.
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in families in the lower half of the income distribution bearing an ever increasing share of the
income tax burden.
Although the income tax burden on single people has fallen significantly since 1990, the

burden on some families has remainedmuch the same. Households with children are now bearing
a greater share of the income tax burden than they were in 1990. Adjusted for inflation, the tax
threshold is now substantially higher than in 1990 for single people, but scarcely any higher for
some families. The tax threshold for single taxpayers has a risen in real terms by more than 70
per cent.6 For one-earner families (both couples and single parents), even taking account of the
sizeable increases since 2010, the current threshold is barely any higher in real terms than it was
in 1990.7 By contrast, two-earner couples have fared better—in 2015 their combined allowances
were 40 per cent higher than in 1990.8

Over the last five years the gap between families and other households has widened further.
The Institute for Fiscal Studies (IFS)9 has measured the effect of changes to tax and benefits
between 2010 and 2015.10 Disregarding indirect taxes, one-earner couples with children have on
average lost almost £1,600; single people in-work with children have lost £1,300; two-earner
couples with children have lost only £600; and two-earner couples with no children have gained
£135. Single people in-work have gained over £175.11

Tax rates have fallen since 1990. For single taxpayers without dependents on 50 per cent of
the median wage12 the combined effect of the increase in the personal allowance and the reduction
in tax rates has been to cut the income tax burden by more than 65 per cent.13 For single tax
payers on the median wage the reduction has been less, but the tax burden has still come down
by a third.14

By contrast, the income tax burden on a single earner family on half the median wage15 is
much the same in 2015–16 as it was in 1990–91 even taking account of the transferable
allowance.16 On a median wage the tax burden was 22 per cent lower, whereas for a single person

6 In 1990 the Personal Allowance for a single person without children was £3,005 which in April 2015 prices was the
equivalent of £6,197. The April 2015 allowance of £10,600 represents a 71% increase.
7 In 1990 the tax threshold for a one-earner marred couple was £4,625 which in April 2015 prices was the equivalent
of £9,358. For these taxpayers the threshold is only 10% higher.
8 In 1990 a two-earner married couple had combined tax allowances totalling £7,730—the equivalent of £15,139 in
2015 prices. In 2015–16 this household was entitled to allowances of £21,200 which represents a 40% increase.
9We are indebted to the IFS for many of the figures in this article, for their willingness to answer our questions and
for permission to reproduce their charts. However they are not responsible for the content of this article and any errors
are entirely the authors’ responsibility.
10 J. Browne and W. Elming, The effect of the coalition’s tax and benefit changes on household incomes and work
incentives, IFS Briefing Note BN159 (Institute for Fiscal Studies, January 2015), available at: http://www.ifs.org.uk
/uploads/publications/bns/BN159.pdf [Accessed September 11, 2015].
11 Figures supplied by the IFS.
12 The latest figure for median earnings for all employees full time is £27,200 (£522 per week). Office for National
Statistics, Annual Survey of Hours and Earnings 2014 (November 2014).
13 In 1990 a single person without children on 50% median wage paid 12.9% (see D. Draper and L. Beighton,
Independent taxation—25 years on: Does it meet today’s needs? (CARE Research Paper, September 2013), available
at: http://care.org.uk/sites/default/files/independent%20taxation%20%2025%20years%20on%20web.pdf [Accessed
September 7, 2015]. Table 4.2 (“Income tax as percentage of gross income in 1990/91 and 2013/14”), in 2015–16
they pay 4.4%.
14 In 1990 single tax payers paid 18.9%. In 2015–16 they pay 12.2%.
15 £13,600.
16 In 1990 they paid 5.9%. In 2015 they pay 4.0%.
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without dependents it was 65 per cent lower. The gap between the tax paid by one-earner couples
and two-earner couples has also grown wider since 1990.
Families have also been affected by the lowering of the higher rate threshold. In 1990 the

higher rate threshold was more than twice the median wage. It is now just over one and half
times the median wage, with the result that some families paying higher rate tax are in the lower
half of the income distribution. Some may not even have a “minimum acceptable standard of
living” (MIS).
The Joseph Rowntree Foundation calculates each year the gross income required for a MIS.

Its calculations show that the income required varies greatly from one type of household to
another and from one part of the country to another. In 2013 a one-earner couple with three
children needed a gross income of £41,519 which was £69 above the higher rate threshold for
2013–14. With four children the family needed a gross income of £45,821 to achieve a MIS,
£3,831 above the higher rate threshold.17 By contrast, the higher rate threshold in that year was
more than double the income required by a single working age adult to have a MIS.
There is now little relationship between the tax paid and how well off a family is. Also over

the last 25 years the income tax system has become ever more biased in favour of households
with two incomes and of households without children. One-earner families (both lone parents
and couples) have been disadvantaged. This was not the intention of those who planned
independent taxation. The protection provided in 1990 for families was an essential part of the
structure if the income tax burden was not going to be increased on households in the lower half
of the income distribution and decreased on those in the top half. It was not, as was later said,
“a bit of an anomaly.”18 A transferable allowance for married couples and civil partners may not
be the best solution, but it is a step in the right direction.

Difference between individual income and household income

Most people would agree that income tax should be progressive—the better off should bear a
greater share of the income tax burden. At the very least, those who are poorer should not be
paying more tax than those who are richer. The question for discussion is whether equity should
be measured on an individual income or household income.
The Department of Work and Pensions (DWP) publishes annually a statistical analysis of

household income (Households BelowAverage Income (HBAI))19 which is based on net income.
Net incomemeans income after tax and National Insurance contributions but inclusive of benefits.
This is then adjusted to take account of family size and composition (equivilisation) using
accepted international criteria. The equivilisation process aims at making income figures of

17D. Hirsch, AMinimum Income Standard for the UK in 2013 (Joseph Rowntree Foundation, June 28, 2013). Assumes
families live in the East Midlands.
18The Rt Hon Kenneth Clarke, Chancellor of the Exchequer, Budget Speech,HansardHCVol 233 col 935 (November
30, 1993).
19DWP, Households below average income: an analysis of the income distribution 1994/95 to 2013/14 (June 2015),
available at: https://www.gov.uk/government/statistics/households-below-average-income-19941995-to-20132014
[Accessed September 11, 2015].
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different types of household comparable.20 As the IFS says, there is no definition of income that
gives a perfect measure of living standards, but, given the data available, this is probably the
best. Net disposable income that people have to buy goods and services is a better measure of
living standards than pre-tax income.21 A couple with dependent children will need a higher
income than a single person with no children to attain the same material living standards. If tax
is to be progressive, it is essential therefore to look at gross family income as well as individual
income and also to take account of the size and composition of the family.

Where families fit in

The authors have looked at where different households would have fitted into the distribution
of incomes in 2013–14 (the latest figures available).22 They found that a single person with a
2013 median income (£26,979) was in the 68th percentile that is, he or she has an income which
is higher than almost 70 per cent of the population. By contrast a one-earner couple with two
children and the same pre-tax income is in the 23rd percentile, that is, with an income lower
than 70 per cent of the population. Before the introduction of the transferable allowance, a
one-earner married couple family and a single person paid the same income tax and sameNational
Insurance contributions on the same income despite their very different standard of living.23

These figures take account of tax credits. Clearly, a system where a person in the 68th percentile
pays the same income tax as a person in the 23rd percentile can hardly be said to be fair.
The IFS has set out the net income which five different households required in 2013 to be in

the upper half of the income distribution. The figures are shown in Table 1 below. We have
estimated the gross income needed in 2013–14 to give the net income that was needed and for
comparison the corresponding figures for 2015–16. The figures highlight the difference between
measuring income on an individual basis and on a household or family basis. In principle all the
households are equally well off but the income tax liabilities will be different. A single adult
with no dependents and an income which places the taxpayer in the 50th percentile will in
2015–16 have an income tax liability of £1,082 whereas a one-earner couple with two children
in the 50th percentile will pay £6,011.24

Table 1 Household income required to be in the 50th percentile of the income distribution25

Pre-tax income 2015/16Pre-tax income 2013/14Annual net incomeHousehold type

£16,008£16,425£13,973Single adult

£20,805£22,421£19,699Single parent plus one child

£28,835£29,565£22,908Couple no children

20For more information see Department for Work and Pensions, Households below average income (HBAI) statistics
in the “Where do you fit in?” section of the IFS website, available at: http://www.ifs.org.uk/wheredoyoufitin/ [Accessed
September 11, 2015].
21 IFS, “Where do you fit in?”, above fn.20.
22Draper and Beighton, above fn.13.
23 In 2015–16 a cohabiting couple would pay the same income tax as a single person.
24 Transferable allowance is assumed to be due and claimed.
25 Authors’ calculation. Assumes no housing benefit and working 30 hours per week (lone parent 16 hours) and no
child care credit.
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Pre-tax income 2015/16Pre-tax income 2013/14Annual net incomeHousehold type

£35,666£39,211£28,633Couple one child

£41,714£42,653£33,433Couple two children

These figures show that the amount of income tax any individual pays bears little relationship
to howwell off he or she is as measured by government statisticians. This is a direct consequence
of the failure of the income tax system to take account of the family unit.
Because the distribution of incomes is measured on a household basis, tax changes which

appear to benefit the less well off in fact benefit mainly those in the top half of the income
distribution. The most obvious example of this has been the policy that has been pursued since
2010 of increasing the tax threshold. This is often presented as benefiting the low paid and by
implication the most deserving, but as the IFS has pointed out most of the benefit goes to
households in the top half of the income distribution.26 This is, of course, in part because those
who do not pay any tax derive no benefit at all, but the main reason is that the beneficiaries have
included single adults and two-earner couples who are more often in the top half of the income
distribution.
In 2012 the Institute for Fiscal Studies published this chart which showed who had benefited

from increases in the tax threshold.27

Distributional impact of increasing personal allowance to £10,000 in 2012–13 by income

decile group. Source: IFS, copied with permission of the IFS.

26 S. Adam et al., Taxes and benefits: the Parties’ Plans, IFS Briefing Note BN 172 (2010). IFS election analysis:
funded by the Nuffield Foundation, available at: http://www.ifs.org.uk/uploads/publications/bns/BN172.pdf [Accessed
September 11, 2015].
27J. Browne, A £10,000 personal allowance: who would benefit, and would it boost the economy? (IFS, March 2012),
available at: http://www.ifs.org.uk/publications/6045 [Accessed September 11, 2015]. See this paper for fuller discussion
of the reasons why increases in the tax threshold benefit mainly the better off.
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If, as is now proposed, the threshold is to be increased to £12,500 over the next few years,
there will be a further shift in the tax burden on to households in the lower half of the income
distribution (principally households with children and only one income) and away from those
in the top half. As the IFS has said “the common assertion that increasing the personal allowance
is progressive is true if one considers the gains across individual income taxpayers. It is not true
if one considers the gains across all families as relatively few of the poorest families contain a
taxpayer and two-earner couples gain twice as much in cash terms as one-earner families.”28

In contrast, as the chart below shows, the introduction of a transferable allowance for married
couples is benefiting mainly families in the bottom half of the income distribution.29

Source: IFS, copied with permission of the IFS.

High income child benefit charge

It is notable and perhaps surprising that in his article Glen Loutzenhiser made so little of the fact
that the first occasion since the introduction of independent taxation on which an income tax
provision looked across from the individual to the family was the High Income Child Benefit
Charge (HICBC). Unlike the transferable allowance, the HICBC disadvantages married couples

28Browne, above fn.27.
29 J. Browne, Autumn Statement policy measures (IFS, 2013), available at: http://www.ifs.org.uk/publications/7003
[Accessed September 11, 2015].
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and couples who are living together. The HICBC applies to individuals who have an income
exceeding £50,000, or if they are married, in a civil partnership or living with a partner, if the
spouse or partner has an income exceeding £50,000. In this case the charge falls on the spouse
or partner.
Only one argument was put forward to justify the HICBC. This was that it was difficult to

justify a system that taxed people on low incomes to pay for the child benefit of those who were
much better off.30 The Chancellor of the Exchequer said that it was fair to ask those in the top
15 per cent of the income distribution to make a contribution to fiscal consolidation.31 The
following day the Prime Minister spoke of not giving child benefit to the wealthiest 15 per cent
of families.32

In practice, however, the effect of the HICBC could hardly be more different from what this
argument would suggest. The charge affects many families who are not in the top 15 per cent
of the income distribution: indeed in admittedly fairly extreme cases some families who are in
the poorest 40 per cent of the population are caught by the charge. On the other hand, many
families in the top 15 per cent continue to receive child benefit without the HICBC applying to
them. The HICBC may apply to only 15 per cent of families, but it is very far from the case that
these families are necessarily the wealthiest families.
The authors calculated where families affected by the HICBC charge were likely to fit into

the income distribution and how much income they would need to be in the top 15 per cent.
They calculated that a one-earner couple with two children and an income of £50,000 would be
in the 6th decile, that is more than 40 per cent of the population would be better off. To be in
the top 15 per cent they would have required an income of over £80,000. With four children
they would be in the poorer half of the population. To be in the top 15 per cent they would require
an income of around £120,000.33

The failure to take proper account of the family is having perverse effects. Child benefit has
been withdrawn from families who are not in the top 15 per cent and not even in the top 15 per
cent of families. Some families who are losing their child benefit are paying tax to enable child
benefit to be paid to the families who are much wealthier. The Government has never sought to
defend the charge against criticism of this nature.

Independent taxation—why it was introduced and how it was meant to work

The problems which families face are a result not so much of the introduction of independent
taxation as such, but of the way in which it has been developed by successive governments.
Commentators have largely overlooked the fact that the switch in 1990 to independent taxation
was intended to benefit families and not to disadvantage them. It was not only about giving
married women the same privacy and independence in their tax affairs as everyone else. In his

30Speech by the Rt HonG. Osborne, Chancellor of the Exchequer,Our tough but fair approach to welfare, Conservative
Party Conference, October 4, 2010, available at: http://conservative-speeches.sayit.mysociety.org/speech/601446
[Accessed September 11, 2015].
31Hansard HC, Vol 541 col 708 (March 6, 2012).
32Hansard HC, Vol 541 col 841 (March 7, 2012).
33A one-couple family with five children will probably be in the poorest 40% of the population. Draper and Beighton,
above fn.13, Table 9.1, “Where families on annual income of £50,000 and £60,000 fit in the income distribution”.
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1985 Budget Speech the Chancellor of the Exchequer, the Rt Hon Nigel Lawson, set out the
case for a system of independent taxation with transferable allowances. He said

“This reform would produce a more logical and straight forward system. Far more people
would be taken out of poverty and unemployment traps, and indeed out of tax altogether,
for a given sum of overall tax relief, than is possible under the present system. It would end
discrimination against the family where the wife feels it right it stay at home, which
increasingly nowadays means discriminating against the family with young children.”34

The argument for independent taxation was not just that the old system deniedmarried women
in particular independence and privacy in tax matters, but that the income tax bore hardest on
married couples when they had the responsibilities for a young family. The intention was that
one-earner couples should pay substantially less tax.35 The aim was to arrive at a position where
two “new-style” allowances equalled the total allowances available to a two-earner couple.36 A
fully transferable personal allowance would achieve this objective.
There was concern also that tax thresholds were too low; over the years they had fallen as a

proportion of earnings. But, as governments were to find 20 years later, raising the threshold is
expensive. Transferable allowances were seen as a more cost effective way of raising the tax
threshold.
In the event transferable allowances were not introduced, but in their place all married couples

were given an MCA to go initially to the husband, but if he did not have the income to make use
of it he would be able to transfer it to his wife. Single parents and cohabiting couples were given
an APA of equal value to the MCA. This meant that families did not lose out as a result of the
introduction of independent taxation.
Both these allowances were subsequently phased out.37 The result was that the introduction

of independent taxation had the opposite effect of the one intended in 1985. Instead of benefiting
families it has disadvantaged them and ultimately led on to the introduction of tax credits. Far
from removing the discrimination against marriage and the family, independent taxation has
resulted in married couples, and indeed all families, bearing an increasing share of the income
tax burden.
In 2013 Lord Lawson said:

“The case for transferable allowances remains as strong as ever, for precisely the reasons
I gave in 1985… it is not only family friendly but provides a far more cost-effective means
of reducing the tax burden on low-income households than can be achieved by an across
the board increase in personal allowances.”38

The very limited form of transferable allowance that is now part of the income tax system
falls a long way short of the objectives set by the Rt Hon Nigel Lawson in 1985, but, if it is to

34Hansard HC Vol 75 col 783-801.
35Green Paper on Reform of Personal Taxation, above fn.2, para.2.10.
36Green Paper on Reform of Personal Taxation, above fn.2, para.3.3.
37Both the MCA and APA were abolished in 2000 except in the case of the MCA for taxpayers born before 1935.
38 Foreword to Draper and Beighton, above fn.13.
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be a first step towards reducing inequality by rebalancing the income tax system in favour of
families with children and other caring responsibilities, it is a welcome step in the right direction.

Tax credits

One of the reasons for the introduction of tax credits was that the income tax system took no
account of family responsibilities.39 After the withdrawal of the MCA and APA in 1999 the
Government introduced in 2001, after a gap of a year, the forerunner of the present system of
tax credits. These credits applied initially to a relatively small number of families but by 2010
nine out of 10 families were eligible for tax credits.40

As a result of the reforms undertaken in the last Parliament, the number of families eligible
for tax credits has been reduced but in 2015 six out of 10 families are still eligible. Many families
are, however, receiving more tax credits in 2015 than they were in 2010. This is all about to
change.
The Summer 2015 Budget has reduced tax credits very significantly. Initially most of the

attention was focused on the reduction in the benefit cap and the restriction to two children from
2017 which affect a comparatively small number of families. However, in cash terms the most
significant changes are the reduction in the level of earnings at which tax credits and Universal
Credit start to be withdrawn for every extra pound earned and the increase in the tax credit
withdrawal rate from 41 per cent to 48 per cent. The increase in the withdrawal rate means that
in-work families receiving tax credits will have an effective marginal tax rate of 80 per cent in
2016–17.41 The two changes take effect in April 2016. The changes are estimated to cost families
£4.4 billion42 most of which will fall on the three million in-work “families” claiming tax credits.43

The average income loss per household will be £1,400. Many families with children will be
losing over £2,000 per year.44 The Treasury expect the changes announced in July45 to reduce the
number of families eligible for credits to five out of 10.

39HMTreasury, The Child andWorking Tax Credits: The Modernisation of Britain’s Tax and Benefit System—Number
Ten (April 2002), available at: http://www.revenuebenefits.org.uk/pdf/child_and_working_tax_credits_budget_2002
.pdf [Accessed September 11, 2015], 4.
40 HM Treasury, Summer Budget 2015, HC 264 (July 2015) (The Red Book), available at: https://www.gov.uk
/government/uploads/system/uploads/attachment_data/file/443232/50325_Summer_Budget_15_Web_Accessible.pdf
[Accessed September 11, 2015].
41The EMTR for those in rented accommodation will be 93% and for those also entitled to council tax support it will
be 97%. Under universal credit the EMTR will be 76%.
42HM Government, Summer Budget 2015: policy costings (July 2015), available at: https://www.gov.uk/government
/uploads/system/uploads/attachment_data/file/443195/Policy_costings_summer_budget_2015.pdf [Accessed September
1, 2015].
43 HMRC, Child and Working Tax Credit Statistics Finalised Awards 2013–14 (2015). Includes 600,000 households
with no children.
44 A family with an income of £20,000 and two children will be losing almost £2,200 and a couple on £25,000 will
be losing more than £2,500. The latest tax credit statistics (HMRC, Finalised Awards 2013–14 (2015)) show that in
that year there were a million tax credits families with incomes in the range £10,000–£19,999 and a half million with
incomes in the range £20,000–£29,999.
45 The main relevant changes were—a new National Living Wage for workers aged 25 and above; an increase in the
personal allowance to £12,500 by the end of this Parliament; an increase in the higher rate threshold to £50,000 by
the end of this Parliament; the freezing of tax credits; reducing the level of earnings at which tax credits and Universal
Credit awards start to be withdrawn for every extra pound earned; increasing the tax credit taper rate from 41% to
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The tax credit changes will reduce family disposable incomes in 2016–17 very significantly.
A one-earner family with two children currently on £27,200 (median wage) in social housing
and, depending on their circumstances, possibly living on £385 per week will lose all their tax
credits and in April they will have to get by on £339 per week—their disposable income will go
down by £46 per week or £2,400 a year. This is a very large amount by any standard and in our
memories without precedent. With an 80 per cent marginal rate a family needing to replace the
lost income would need to earn an additional £12,000.46 If they lose tax credits entirely their
marginal rate will be 32 per cent, even then the family would need to earn an extra £3,250. A
one-earner couple family does have the option of the non-earner returning to paid work, but
single parents don’t have even this option.
A consequence of dealing with family responsibilities through tax credits rather than through

the income tax system, as once was the case in the UK and is still the case in many other countries,
is that for families receiving tax credits their effective marginal tax rate (EMTR) has been 73
per cent (income tax 20 per cent, National Insurance contributions (NICs) 12 per cent and
withdrawal of tax credits 41 per cent). For many of the 50 per cent of families getting tax credits
their EMTR in 2016–17 will go up to 80 per cent or more. These figures do not, however, take
housing benefit or council tax support into account. When these benefits are taken into account,
the number of families facing high marginal rates will be higher. The highest marginal rate which
any other group of taxpayers faces is the 60 per cent rate which applies to those earning over
£100,000 who are affected by the tapering of the personal allowance. One estimate is that around
800,00047 taxpayers are affected by the 60 per cent marginal rate. This is a large number, but
much smaller than the number of those who will be affected by the 80 per cent rate following
the tax credit change. Taxpayers with incomes in excess of £100,000 have opportunities to
circumvent the 60 per cent tax rate which are not open to taxpayers who are eligible for tax
credits. The latest tax credit statistics show that, of the 3.17 million in-work families claiming
tax credits in 2013–14, about 1.8 million tax credit families had incomes of £10,000 or more
and 0.8 million had an income of £20,000 or more.48

Under Universal Credit the EMTRs will change to 76.6 per cent and 87 per cent
respectively—less than the rates that will apply in 2016–17 but higher than historically has been
the case. The EMTR for a second earner going into paid work and not earning enough to pay
either income tax or NICs is currently 41 per cent; this increases to 65 per cent. The figures are
higher if the families are in rented accommodation. In 1990 the EMTR for a family on a median
wage would have been 34 per cent.
Families may not at present appreciate how little they can keep from extra earnings as three

taxes are involved and the impact on tax credits can be delayed by up to a year. However under

48%; limiting the support to two children for children born after April 2017; the withdrawal also from April 2017 for
new families of the family element of tax credits, and the equivalent in Universal Credit.
46A non-earner spouse returning to paid work would need to earn £3,000 to replace the lost income.
47A. Palin, “Millions snared by income tax traps”, Financial Times, June 5, 2015, available at: http://www.ft.com/cms
/s/2/3cb7a1a0-0461-11e5-95ad-00144feabdc0.html#axzz3kVpdNWqz [Accessed September 11, 2015].
48Nine out of 10 families with children were eligible for tax credits in 2010. As a result of the reforms undertaken in
the last Parliament, six out of 10 are eligible currently (2015). The Budget changes are expected to reduce this number
to five out of 10, see HM Treasury, above fn.40, Section 3.3. Budget.
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Universal Credit the EMTR on an extra pound of incomewill be more apparent since the increase
will lead to a reduction on credit in the following month.
Glen Loutzenhiser rightly points out that high marginal rates lead to a substitution effect and

he quite fairly makes the point that with a transferable allowance married couples paying a basic
rate tax will face a weaker incentive to have a second person in paid work. However, many
second earners are likely to be in tax credit families currently facing a 41 per cent marginal rate
and under Universal Credit will face a 65 per cent withdrawal rate.
With a fully transferable allowance work incentives could improve for some of these families.

Universal Credit will be based on net income with the result that the marginal rate for a
non-earning spouse returning to part-time paid work would come down where the allowance
took a family out of Universal Credit. The marginal rate would come down from 65 per cent to
typically 20 per cent and in some cases to 12 per cent or 0 per cent where income is below the
national insurance threshold. There appear to be 1.8 million one-earner couples with children
who currently have an average EMTR of 65.7 per cent49 and who potentially would benefit from
a fully transferable allowance. Not all would see their EMTR coming down but many would.
There appear to be approaching three million in-work families who currently have an EMTR

of 73 per cent or more.50 This number will reduce as a result of the changes to tax credits but in
general families with incomes below £25,000 will still be entitled to tax credits in 2016–17 and
would potentially benefit from a fully transferable allowance as would those families who are
paying rent and who are entitled to housing benefit.
The choice is not between a system of totally independent assessment and one of joint

assessment, but between how we take account of the family unit and how we can mitigate the
extremely high marginal rates brought about by a system of independent taxation which has to
be buttressed bymeans tested credits. It is only a minority of affluent families that have a marginal
tax rate of 47 per cent—for many less affluent families their EMTR is much higher.
Before the July Budget a doubling, trebling or even a quadrupling of income might have little

effect on a family’s disposable income.51 Any weakening of the incentive effect that may result
from the new transferable allowance would seem to be marginal compared with the disincentive
effects which the present tax and credits system has created.
The arrangements for tapering the HICBC also result in high marginal rates. When income is

over £50,000 1 per cent of the benefit is clawed back for every £100 of income. The marginal
rate at which HICBC is imposed depends not on the income but on the amount of the child
benefit, and hence on the number of children. Because these tax payers will be paying higher
rate tax, the marginal rate will vary from 52.6 per cent with one child to 88.4 per cent with five
children. These figures take no account of the withdrawal of tax credits—a taxpayer with five
children could be in the poorest 40 per cent of the population and entitled to tax credits with the
result that their marginal rate could be 120 per cent. The taxpayer would be £20 worse off for
every extra £100 earned.

49 S. Adam and J. Browne, Do the UK Government’s welfare reforms make work pay? IFS Working Paper W13/26
(2013), available at: http://www.ifs.org.uk/wps/wp1326.pdf [Accessed September 11, 2015], Table 6.5.
50Adam and Browne, above fn.49, Figure B3.
51Draper and Beighton, above fn.13, Table 8.4.
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But, however odd the marginal rule for the HICBC may be, at least there is one. By contrast
there is no rule at all for the transferable allowance. The ability to transfer a personal allowance
disappears entirely if an increase in income of £1 takes a taxpayer into the higher rate band. In
consequence the family loses £212: the authors wonder whether this is the highest marginal rate
there has ever been in the personal tax system!
Glen Loutzenhiser criticises the marginal rule that applies to the transferable allowance as

complicating the income tax system, but he makes no similar criticism of the more complicated
and equally unjust marginal rule for the HICBC. Nor does he comment on the effect which
withdrawal of credits has on marginal rates.
Families face high marginal rates not only as a result of tax credit and housing benefit rules

but also as a result of council tax support which is also means tested as are passported benefits,
the most important of which are free school meals. It is difficult to overstate the disincentive
effects of tapering and means testing upon families. With the present system these seem likely
to remain indefinitely for a half of all families even with the much reduced credits.

The rationale for transferable allowances

The case for a transferable allowance has been made almost entirely in terms of marriage, and
there are clearly grounds for recognising marriage and civil partnerships for income tax as there
are for both inheritance tax and capital gains tax. Not everyone, however, accepts that case. It
is certainly difficult in contemporary society to ignore the fact that many couples choose to live
together without any formal commitment and, of course, there are significant numbers of single
parent families who do not benefit from a transferable allowance but who have also been
disadvantaged by independent taxation. The case for transferable allowances rests primarily,
however, on the need to relate income tax liabilities to how well off people are and the need to
reduce the number of families facing very high marginal rates.
As the Rt Hon Nigel Lawson has reminded us, the 1986 Command Paper on the Reform of

Personal Taxation52 recognised that transferable allowances are a far more cost-effective means
of reducing the tax burden on low-income households than can be achieved by an across the
board increase in personal allowances. Distributional analysis by the IFS of increases in the
personal allowance and the transferable allowance introduced in the last Parliament have
confirmed this.
The introduction of a fully transferable allowance for all couples would be a very significant

step towards bringing income tax liabilities into closer alignment with the way in which
households fit into the distribution of incomes. The very modest transferable allowance that has
been introduced for married couples and civil partners is a step in this direction and is significant
if only for the fact that—the HICBC apart—this is the first time for 25 years that the income tax
system has in some way recognised a family relationship.
Transferable allowances do nothing, of course, for single parents. They too have seen their

overall position worsen since the introduction of independent taxation and as a result of the
abolition of the APA alongside that of the MCA. Transferable allowances do not therefore solve

52Green Paper on Reform of Personal Taxation, above fn.2.
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all the problems families face. There may well be a case for the reintroduction of the APA, or
something similar, alongside the introduction of transferable allowances.

Reducing marginal rates

There is a growing awareness of the need to find a way in which to reduce the very high effective
marginal rates that so many families face.53 Universal Credit will be based on family net disposable
income. If disposable income can be increased by enough, this will lift families out of credits
and thereby reduce their marginal rates. For primary earners these rates could come down from
77 per cent to 32 per cent and for second earners they could be reduced from 65 per cent to nil.
The question is how best to do so. When Universal Credit starts to come in, it will be possible

to do this by increasing family disposable income. There are two ways in which this can be done.
One option is to increase wages, another is through the income tax system by targeting tax
deductions at families facing high marginal rates.
The current proposals to increase the minimum wage for adults over the age of 25 and/or to

introduce a National Living Wage do not appear to be very effective in lifting families out of
credits. The majority of families affected by high marginal rates are already earning well above
the levels suggested for a Living Wage. Moreover families in receipt of credits, whether tax
credits or the new Universal Credit, will benefit very little from the introduction of a Living
Wage as their credits will be reduced. Those paying tax and National Insurance contributions
will see their disposable income increase in 2016–17 by as little as 20p from each extra pound
of gross income. Those whose incomes are below the tax and national insurance thresholds will
gain only 35p from each extra pound of gross income when Universal Credit starts to be paid.
Moreover, not everyone benefiting from the Living Wage will be in the poorest half of the
population—some are in families whose incomes are too high to qualify for credits. Low wages,
as the IFS has pointed out, do not equate with low family income.54 The introduction of a
compulsory Living Wage does not help the substantial number of low income families who are
self employed.
The alternative solution is to raise the disposable incomes of families who will be receiving

Universal Credits. Increasing the personal allowance is exceedingly expensive and most of the
benefit goes to taxpayers who are not affected by the tax credit changes. The IFS has said that
the cost of changes to the personal allowance between 2010–11 and 2017–18 will be about
£11billion.55 Even Increasing the allowance by as little as £200 will cost over £1 billion.56 A fully

53See, for example, D. Finch,Making the most of UC: Final report of the Resolution Foundation review of Universal
Credit (the Resolution Foundation, June 2015), available at: http://www.resolutionfoundation.org/publications/making
-it-work-final-report-of-the-resolution-foundation-review-of-universal-credit/ [Accessed September 11, 2015].
54A. Hood, Benefit Changes and Distributional Analysis, IFS Summer Budget 2015 Briefing (July 9, 2015), available
at: http://www.ifs.org.uk/publications/7855 [Accessed October 21, 2015].
55S. Adam, Tax measures, IFS Summer Budget 2015 Briefing, above fn.54.The cost of raising the personal allowance
is a difficult question because the Treasury has on some occasions shown the cost in the same budget line as the saving
from an accompanying reduction in the higher rate threshold. The increase in the threshold has in part been paid for
by increasing the tax burden on one-income families which have been dragged into higher rate tax. As the Joseph
Rowntree figures show, Hirsch, above fn.17, some of these families are not at all well off.
56HM Government, above fn.42.
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transferable personal allowance would be a fairer and less expensive way of lifting some families
off credits and the very high marginal rates which means testing inevitably produces.
The Treasury has said that the Government wanted to move from a low wage, high tax, high

welfare society to a higher wage, lower tax, lower welfare society.57 Tax credits arose out of an
income tax system which ignored the family. The result, as the Treasury have said, has been a
high welfare society. The way out of this is to reinstate the family into the income tax system.
If tax credits are to be phased out, income tax allowances for the family must be phased in.
Following the tax credit changes announced in July there is an overwhelming case for doing
this.
There is more than one way in which this can be done, some would favour a form of income

splitting and there is much to be said in favour of this. It would relate tax liabilities more closely
to household income and thus reduce income inequality. Radical change of this kind cannot be
introduced quickly. Transferable allowances could be seen as an interim step which would
achieve many of the objectives of income splitting. If tax credits are to be phased out it is essential
that the recognition of the family should be phased in. If this is not done, households with children
who are already poorer than other households with the same pre-tax incomewill be become even
poorer. The way to achieve a lower welfare and lower tax society is by some mechanism of this
kind. Targeted transferable allowances do this. They reduce the need for welfare, they remove
disincentives which credit systems inevitably involve and most of the benefits accrue to
households in the poorer half of the population.
A way does need to be found of cutting taxes for families who are in the lower half of the

income distribution and whose finances will be so badly affected by the tax credit changes. Those
who planned independent taxation saw transferable allowances as a more cost effective way of
raising the tax threshold and thus lowering tax liabilities for the least well off taxpayers. A fully
transferable allowance would not solve all the problems the tax credit changes have created for
families but linked to the reintroduction of an additional personal allowance for single parents
it would go some way to doing so. A fully transferable allowance linked with an additional
personal allowance would reduce income tax liabilities for single income families by up to £2,500
and would be more cost effective. However the implications of a major change of this nature
would be very considerable and more work needs to be done to examine them fully.

Conclusion

Even before the Summer 2015 Budget it was clear that there were problems with the way
independent taxation was working and that there was a need to rethink the way income tax
applied to families. This need has become more urgent following the changes to tax credits and
Universal Credit announced in July.
A way needs to be found which relates income tax more closely to how well off people are

and which does not involve marginal rates in the seventies or eighties for a large number of
working families.
The introduction of a fully transferable allowance with something like the APA for single

parents would not be a panacea but it might be a step towards a more radical and comprehensive

57HM Treasury, above fn.40, para.1.118.
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solution such as some form of optional joint assessment—possibly a quotient system. This would
equate tax more closely to family circumstances without imposing excessive marginal rates. For
those who see paid work to be of greater value than unpaid caring work, it would have the
disadvantage of imposing a disincentive for getting the caring parent back into paid work.
However for the 60 per cent of families currently within tax credits a non-working parent going
back to work already loses 41 per cent of any new income and from April will lose 48 per cent
and when Universal Credit comes in that parent will lose 65 per cent. Reducing the income tax
these families pay would take some families out of Universal Credit and in some cases would
reduce the effective marginal rate on a non-earner returning to paid work to nil.
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