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TAXATION OF SHORT TERM BENEFITS

e

Note by the Chancellor of the Exchequer

In our Manifesto, we said that "restoring the will to work ...
involves bringing unemployment and short term sickness benefit
"ithin the tayx system".  The taxation of short term benefits is

also one Of the priority items within our strategy exercise.

i i n inter-
2 e feasibility of doing this has been examined by a
A note by the Inland Revenue, who

departme :
"eéntal workin roup.
o, T have also had a parallel

*haireq the group, is attached. mdasen s O
ey farried out by an outside firm of consultants,

There are two main issues: y
(1) How the benefits should be taxe
“4) Which benerits should be taxed.

How
the behefits should be taxed

" There are two methods here:
o
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(i) Taxing the benefitg at tp
in the attacheq note),
offices of the payin
Employment) tq act as jir ¢

(ii) Leaving the tax tq be co11

5, The main advantage of Method 2 ig G
from the benefit it woulg deal more effecti
problem, by applying PAYE at the time th

e ‘individual actually
receives benefit. Its main drawback is

that it could in some
cases reduce an individual's income below the supplementary

benefit level.

6. It does not, however, seem possible to act on a scale that
will deal effectively with the "why work?" problem unless one is
Prepared to visualize the deduction of tax from incomes which
Would, in some cases, bring the claimant below the "official
Poverty 1ine", I do not believe this means that one is wrong
in brimciple: more probably the "official poverty line" has been
drawn mope generously than is compatitle with the maintenance of
iTICentives.

3 i id an
T mg fin advantage of Method B is that it would av01b neiit
destion of making current deductions from supplementar'yl :h .
ti e
o the Other hand its main impact would not be felt untl

Ndivigya, returned to work.

émes wou tax lable
‘ rebates at present availab
1d reduce the ?

3 t
:hen an individual's employment income d:opscould continue, but
n es
i Benerit.  Under Method A, the reba

1d disappear
e ethod B they wou
al Lol g caa ¢ smaller. Under M

t°Eether-.

v 3
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9 The administrative changes p

mostly for the Department of Employme

Method p would involve
Methog B coulg impose an
Methog A woulg not,

xtra burdens for the Inlang Revenue_
e
additional burden on employeps’ whereasg

10. My strong preference is g, bring the benefits withip the

tax system when they are receiveq (Methoq A)

> and to treat then
exactly as ordinary pay.

Which benefits are to be taxed

11, There are a number of short terp benefits,
special needs (see paragraph 3 of the annex to the
ought not to be taxed. The future of

Those paid for
attached note)
sickness benefit is
already under review elsewhere, with the Possibility that the

main responsibility may pass to employers, in which case itoywill
be possible to tax it under PAYE in the normal way.

Qe That leaves, therefore, the following main benefits:
(i) flat rate unemployment benefit (UB) 4
(Gisi) supplementary benefit (Sup Ben)
(iii) earnings related supplement (ERS)

. s i and it is
3.1 There. should be no problems in bringing UB into tax

right in principle to do so.

) i tax because
3 o be brought into te
14, in principle, :
i: 8 2p Ben should e b anits paid to the unemployed, and it
15 a major part of the be

n individual is
- i tter of chance whether a :
et o wphipd Assuming we

i is benefit, there
eodge on Method A as the means of taxing thi

below
. i Ben recipients are brought

111 pe Some cases in which Sup ks g
t

. e two.
fntitleq to UB or Sup Ben or a mix of th ’

were t
he basie Sup Ben level, If Sup Ben

ffected
the number a
tevey ®Quivalent to the standard rate of l-li,what I think we
is i
*oulq pe reduced to about 60,000, This
Sh()uld dO.

= Bisie
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15. One problem with br-in;;ing ERS j
oush many people down below the S
. benefit which ig mainly responsi
. I have
that it should be brought into tay
individually would be a complex anpg €Xpensivye busi

Sag . ine
my view such precision is unnecessary -

pay it in a "net of tax" form ildi
to pay s bu1ld1ng Society

interest - with a standarg "deduction" of possibly 15 op 20
per cent,

Revenue yield
16. The revenue yield from taxing benerit
proposed would be about £200 million,

S on the basis T have

Staffing

17. Around 2,800 staff would be required for the proposed scheme.
This compares with the official estimate of 4 to 5,000 extra
staff which was made shortly before the Election. It also
compares with an estimate of 750 additional staff made by the
tonsultants, Arthur Young. It is possible that ine current
estimate of 2,800 might be reduced in the light of further
discussions with the outside consultants.

Imm&nffition : -
18. I haq hoped that it might-have been possible to start
Scheme ip April 1981. Our review has, unfortunately, revealed

. i d
that it woulq pe very difficult to do it before April 1982, an

ink w ept this.
4 Consultants agree. Regretfully, I think we must accep

erable work

1l . ine, consid ;
9+ To meet even the April 1982 deadline, To facilitate

side.
coods 60 be done, particularly on the computer rly in January.
he planning, we ought to make an announcement early

Reco
mmendat'
20, =ations

P § invite colleagueS §70) agree that:

- =
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(1) We proceed with g Schem i
it ; € to bring Into tay
unemploymen DeneIiHS Supplementary benefit
; s 2 and
earnings relategq Supplement, on the bagi
described, e
(ii) The benefits should be brought into tay when the
are paid MCthOd A)- ; .
(1ii) We aim to implement the scheme frop April 1982
(iv) We make an announcement immediaﬁely after the

turn of the year.

(G.H.)

H
M Treasupy
Decemp ey, 1979
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ATTACHI‘@E)‘IT TO

E(7q)
E(79)79

NOTE BY THE INLAND &
NLAND REVENUE

BRINGING UNEMPLOYMENT BENEFIT :
FIT WITHIN THE TAX NET

Introduction

In their pre-Election Manifesto, the Government stated
their determination to restore the will to work by bringing
unemployment and short-term sickness benefit within the tax
system. Proposals are under consideration to replace most
Sickness benefit by requiring employers to pay a minimum
level of sick pay, and such payments could be readily brought
into PAYE. This paper is concerned with the benefits paid

to the unemployed.

2, Annex A contains summaries of the main recommendations in
iei ts

Téports by a Working Group of officials from the depa:tmen

concerned, and also by a firm of management consultants

i arallel
(Arthur Young Management Services) who have made 2 p :
(These reports have been seen by

but independent assessment. Mipbtaka st

il ies can be
Mlﬂlsters immediately concerned and cop1e§

Tequest, )
o Lhns n? .
%es "taxation" of benefits mea "taxing" benefits

in terms of
3. While it is customary to talk i

d
i ally be deducte
®he point needs to be stressed that tax will actu

(CONFIDENTIAL) 26

—




CONFID}
ONFIDENTIAL

relatively few cases, This jig beca
in

: use the Standarg rate of
4 penefits is below the tay thresho1g The rea) effect of

oposals Will simply be to reduce the ppyg refung
pr

1d otherwise have received (which
wou

the
the individual
is a principal element ip

ome in unemployment is often

N employment),

. a situation undep whi i
producl”B a situa ich ine

high or nearly as high as incope il
as

nefits concerned
peMes e

; The benfits which have been considered fop inclusion within

1% (uB), including
ntary benefit
The following table shows

enefits receiveq by
employed claimants in Great Britain in November 1978:
un

ne tax charge are flat-rate unemployment bene
the

arnings-related supplement (ERS) ang suppleme
e :

(Sup Ben).

the scale and the combinations of these b

UB alone 213,000
UB and ERS 189,000
UB and Sup Ben 71,000
UB, ERS and Sup Ben 19,000
Sup Ben alone 516,000

I (1isted
5 It is recommended that certain additional payments
; . rge.
in Annex A) should be excluded from the tax charg

;e s i brought into
m ways in which benefits could be
: ere a

i t

. later, either a

tax: either when they“ere paid R s ord of tr:e tax year
. n

the end of the period of unemployment or th(::C: .
(Method B)R As will appear later, the czoitems should be brought
‘a%ability arfects the decision as to wha
¥ithin the tax net.

A 1s hat h
a“tage of Mebhod ¥ where tax was

isfactorily
ore satis
deduCtible from the benefit it would deal m

time the
Wi applying PAYE at the

"th the incentive problem by app:

i

s X it.
Miviquay actually receives benefl

od A)

: Meth:
ation (
3 rrent tax
From the administrative viewpoint, cu
a
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(1) has the virtye op I‘amiliarity o
) ¢ n
the PAYE Procedureg used p
widely understoogq by em

ce it GMDOdies
¥ the Inlan

d Revenue ang
ployeps and ¢1

aimants);

(i1) meansthat tax woulq pe applieq t, benefit
i

the same way ag to earnings, in just
9 On the other hand, Methoq 4 would:

(i) raise the problep that in 5

(ii) cause more work for DHSS ang by
as "employer" for PAYE, and wo
to take on additional responsi

or DE, who woulg act
uld therefore have

bility (including
fortnightly statements of explanation),

10. The main problem with Method B is that tax would not be
deducted currently. The benefits would be paid in full, and
the impact on incentives would not be felt until tax had been
collected later, after any return to work.,

11. From the administrative point of view, Method B would:
(1) remove any danger of making current deductions,
Wwhatever the benefits charged;
(ii) be simpler for DE and DHSS to operate;
(iii) involve extra work for the Revenue; -
(iv) add to the burden of employers who would, :he el
tax refunds were made by DE at.the end oi‘ion Ty
period, have to pay a substantial proforment.
1.8 million refunds made during unemploy
s ine either
12, It would of course be technically possible to comb

i i tax
158 to be broughb within th
: i of benefl e
et. ¥ choice

3 " ; et
Benerlts to be brought within the taX = is set out in Annex A.
il full 1ist of short-term benefits prought into tax.
e %
Thoge in £ Annex A should not b tions are summarised
So . Paragraph 3 o IS taxation op
in ,-F 88 the rest are concerned,
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supplementary Benefit
R R e

14, There 1s a strong cage for taxing g
were excluded: Up Ben, because,
. o
(1) a major part of the benefit pajq o t
would be left oyt Of oo he unemployed
3

(ii) a person with a 800d contrj
UB) would be liable fop mo

deficient recorq (I’ecei-ving Sup Ben)

(iii) the voluntarily unemployed (

5
who receive Sup Ben)

the involuntarily
unemployed (who receive UB ir otherwise qualified

for sty

would be favoured as against

At present, those di.squalified from UB
receive_ rather less than those in receipt of UB,

If Sup Ben were exempt from tax, while UB was taxed, ‘
that difference ould be largely eliminated.

15. On the other hand, there is the question whether it would
be right to bring Sup Ben within the tax net at all. In some
cases this would mean tax actually being deducted from means-

-

tested amounts which are regarded as the minimum subsistence level.
Method B would avoid this problem while still enabling Sup Ben

to be taken into tax. Under Method A tax deductions would
depend on the claimant's PAYE code number (determined principally
by his personal tax allowances) and the level of benefit. In
Most cases, the effect would be to reduce the amount of tax

refunded due to unemployment, rather than cause tax deductions.

was
In some cases, depending on whether or not the charge

i i f UB
limiteq ivalent to the basilc rate o 3
to an amount equi I Y

Ben level, this would
ial - to amend the

he were allowed to draw
1f up to the level,
d and returning

deductions would bring the claimant below
If he were then to be left below his Sup
requipe legislation - no doubt controvers
Sup Ben scheme. If, on the other hand,.
furthey (non-taxable) Sup Ben to brin;.; himse e
'?his Would mean taking benefit away with onete e
1 wity another; and it would not only

unpmdUCtive work load but would L taff
*Cheme being discredited in the €Yes oL2 "
fenerg) Public and Parliament. g 264

e £

crea
o high risk of the
claimants, the
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16. It would go a long way o me

et the
the need to restore beneficial,ies o Problem ang might ayoig

taxability of supplementary peneps

rate of unemployment benefit a Standard

As this yoylg

S in Optiop
normally be below the tay thresholg tay ‘,,BAi
> ould n

3 st cases. The
e © s number of People yho would

level as a result of deductiong
mainly peopl€ on emergency codes
whose code reflects arrears of ¢

0,000. These are

> Or who have other income, op: ‘
ax,

Earnings related supplement

17. There is a good case in principle fop including ERS in the
tax base: it is the relatively well off worker, qualifying for
ERS, who gains most from benefit being untaxed. But if both
ERS and Sup Ben are within the tax net ang tax is applied
currently many more people are brought below the Sup Ben level,

.,

S —

18. There is however a way of treating ERS which overcomes
objections to its exclusion and also meets the difficulties
referred to in the previous paragraph. Normally ERS, or a

[ ——

Considerable portion of it, would actually attract tax as it

is likely to bring the recipient above the tax threshold. One
could therefore "deduct" from all payments of ERS a "compounded"
rate of tax - possibly 15 per cent or 20 per cent. ERS would
then be paid "net" in just the same way as Building Soc%e’cy
interest and there would be no guestion of either repay?ng the

tax or charging any additional tax by reference to the :m;omeBen
Of the recipient. If the recipient then fell below th:;rzsup
i would be entitled to clain Sup.Ben por ig’zzz implication
Tecipients already do) without there being any odvztiOns. An ‘
*hat Sup Ben was being given to make B etz uPAYE currently
8PProach on these lines would enable one to apply

5 hile at the
t Ben (Option 3A) W
°® UB and the standard rate of SUP ngax" from ERS.

A e of
Same time securing a reasonable measur
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staffing and Revenue
stallillo —— ——7-Aue

9. Annex B to this papep sets oyt
19.

the official Group's
timates of the staff aized
estd

and annya) revenue yielg
six options,

The Tigure of stare
st options - is about 2,800,
mo

he running costs of five o0
t O
petween £ml50 and £m200,

» and
The yielq varies
required - fop

This ig g significant peg
mpared with figures quoteq earlier,
co

he consultants after adjustments on bot
17 >

uction
The estimates given by

h sides are still

This is partly because they

€s which may op may not be
acceptable and partly because they are looking at the position

significantly lower again,

recommend changes in procedur

t when the scheme is first introduced but when it has had
“ . . .
m') to settle down. Discussions are continuing and it may
ime : .
. that some further reduction can be made in the estimates
be
given above,

Implementation

20. Officials and consultants agree :::Zm:tb:;i: Z;r\ilirigez.
i i isfactory

difficu?t t? brlngni: Ees:Zgarded as firm until a rigo?c.)uswarly
Even this date Ci;Sis is made of the requirements, par:z:;-

i na 3 .
::dr:i::iiidtz programuing.and esting the:::ﬁ:?zwoymimon,
] if the unemployment register ros to allow the scheme
:::?:?er,ll:omputer capacity would be needed ‘e

itiona

to proceed.

ised
Northern Ireland 4 will not be computerise
elan 3
: thern Ir
Eil Payment of UB in Nor

. tionately
e dispropor
ber 84 Taxing it manually would breferable to defer
or 5 a 1
0 tle & h gests that it might be P
Stly, which sug

§ 4 (or when
until 198
in Northern Ireland ions of fairmess as
e start of 6 - Consideratl int the other way.
c°mDUterisation is completed). point

other,
between one individual and an .

however,

A e it

R v s
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02, There would be the appearance Of A s s

if Sup Ben were taxable in the hangg of 1;}C)T'lmln;;ztor_‘/ treatment
S not in the h:.mds of strikers, Ir Sup Beneiunemployed jue
options oxamx’md could Probably pe adapteq tcs> e o
B o one aoilind oih b dittionty (o 3PPy to strikeps,
unemployed. are still "employeqn
. with their efnployers and this yoy
strikers' benefit were to be taxe
'deducting tax at the basic rate),
to await the outcome of current cons

pay" proposals before deciding on tp

unlik
and theip PAYE rec;rdsl;:;a'i::e
1d Probably mean thét if
d this could only be gope by
But it would be preferable
iderat;ipq of "deemed strike
'S, :

Timetable for decision

23. Since the lead time is over two years, it ‘is highly desirable
that decisions about the method and the tax base should be made
‘before the end of December 1979 if the suggested timetable
. (implementation in April 1982) is to be achieved. - This would -
be-. followed .by an announcement early in January 1980 (since
the Staff Sides of the three departments concerned would need :
to be involved in the detailed plaﬁni’ng of a scheme with effect
from then). Main legislation, which though relatively simple
- could be controversial, would then be in the 1980 Finance Bill,
with consequential amendments to regulations in 1981.'
2, The following are the main issues for decision:

k 7 ' eTpnaais X .on &
() Should benefits be brought within the tazh:etﬁethod 0
as with PAYE at pres s .
when unemployment ends. :
hs 6-12)2.

current basis, i.e.
or on a subsequent basiS, ’
a
or at the year end (Method B) (paragten ™ ith'in.: k
(b) X e nefi brought W i
(®) (i) sShould supplementary beniiizsgj P e
B the tax net (paragraphe S ah

ht in be
e amount broug .
should th I %6??;;

35ex

CTCERTR T
1 restricte

d to the standard




)

(a)
te)
(£)
(g)

" (h)

(ii) Or woulg the king

(i) Shoula ERS be exen

pted (paragraph 17)2

of scheme .
18 pe acceptables set out in Paragraph

If Ministers

below their supplementary
if any, should be taken to

are brought

> what steps,
help thepmo

Do Ministers agree that the ele

ments of benefit 13
at Annex A(3) should not pe - listed

ed?
Will Ministers accépt the staffin
they cannot be further reduced
(varagraph 19 )? -

g requirements even 3R
(_below about 2,800)

Should Faxa’cion of benefits paid to the uﬁemployed ih

* _Northern Ireland be deferred until payment of UB is

computerised there (paragraph 21)2

Do Ministers accept the proposed timetable for-operating
the scheme and for decision and announcement (paragraphs

"+ 20 and 23)2 e
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ANNEY A
SUMMARY OF MAIN RECO“WENDATIO\'S "
“ 5 IN REpoRp

S

r

1. al Benefits to he Chargeq
Srrlous I8 e g

Option 1

Option 2 UB and Egrs

Option 3 UB ang Sup.Ben. up to the g

tandarg
of UB. .

b.  Method of taxation - a Currently, as under PAYE 1

B Subsequently, at the end
of the period of unemployment
or the tax year.

DE and DHSS prefer Option 1B
IR and consultants prefer Option 3A

2. Tax deduction= under Method A which reduce claimant's
income below Sup.Ben. level

Officials suggest that, under Options 1 and 2, whose broader
tax bases would increase the likelihood of tax deductions,
claimants brought below the Sup.Ben. level should be entit%ed
to (further) Sup.Ben. (which, to avoid an infinite regression, !
Should not itself be taxable). Officials and consultan?s |
. Suggest that tax deductions under Option 3 should not give i
Tise to (further) Sup.Ben. (DHSS dissenting). ‘

3. Items not to be bW

] cclude
ALl agree that the following should be €X

d from tax:

jons (discretionary

. ] Et nces addit
Pl Exceptional circumsta in respect of

.Ben.
weekly additions to SUP
and specific exP

enses)

exceptional
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girr cOSTS - REVISED, OFFTGIZTESS

ANKEX p

STIMATES
7 S ]\Dprorb\\\
ion I . number of i R
opt | __iif_stiff rcquiredm
DHSS DE IR | ohe i e
. ———\ﬂ‘fs_ml TOTAL
option 1B 90 | 670 | 2000 |- 109 Tso
2a | 1160 | 1090 | 1050 300 3:6'00
2B 80 670 | 1770 110 2,630
3A 340 | 1060 | 1050 300 - 2,750
3B 90 670 | 2000 1001 2,860
Options ! Approx annual running cost in £ million \ Revenue
3 vield
pHSS | DE IR | DHSS (NI) | TOTAL £
Option 1B 1.6 4.6 1,7 0.7 18.6 200
2a )5y e 1) ) . 2.0 25.0 150
2BR 5 4.6 10.3 (o7l i A 150
3A g3 o gl 6.1 «2:0 18.5 s
3B 186 4.6 L7/ 027 18.6 1%75 .
d e il S

5 =

: ‘ i Xam
.An}(:ese estimates, which are currently ?elzgeelight e
.~ens‘_’ltants, are subject to revision in he Lisht of ot
gy ;alled consideration of methods of taxa ,

Nges under Ve, onda

un,
employed, e -

y variations in the n

ined with the

umbers of

=

[P A ———




	CAB 134 4337 (365)
	CAB 134 4337 (366)
	CAB 134 4337 (367)
	CAB 134 4337 (368)
	CAB 134 4337 (369)
	CAB 134 4337 (370)
	CAB 134 4337 (371)
	CAB 134 4337 (372)
	CAB 134 4337 (373)
	CAB 134 4337 (374)
	CAB 134 4337 (375)
	CAB 134 4337 (376)
	CAB 134 4337 (377)
	CAB 134 4337 (378)
	CAB 134 4337 (379)
	CAB 134 4337 (380)

