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Executive Summary


The tax system is a fundamental aspect of any modern economy. Since 1978, taxes as a percentage of GDP have increased in most wealthy nations, and in 2023-24, the UK's national income from taxes is forecast to be 37% of GDP. This essay explores the UK's tax system, focusing on housing, personal, and environmental taxation, and highlights its deficiencies.


Housing taxation is complicated and unfair due to outdated council tax policies and the regressive nature of current tax bands. Stamp duty discourages property transactions and should be abolished. Personal taxation, comprising income tax and National Insurance contributions (NICs), is overly complex and creates disparities between different forms of income. NICs particularly disadvantage employees compared to self-employed individuals and business owners.


Environmental taxes are poorly coordinated, leading to inconsistent carbon pricing and ineffective incentives for emission reductions. The current system fails to hold polluters accountable uniformly, complicating efforts to combat climate change.


The essay concludes that the UK's tax structure distorts incentives, creates unfair tax burdens, and is poorly designed. Comprehensive reforms are needed to simplify and rationalize the tax system, ensuring fairness and efficiency in revenue collection.
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Introduction


In any contemporary economy, the tax system is crucial. Since 1978, taxes as a percentage of GDP have increased in the majority of other wealthy nations (Pope and Waters, 2016) while, in 2023-24, the percentage of national income of United Kingdom is forecast to be 41% of GDP, or £1.06 trillion. Though not all of it comes from taxation, tax is the source that constitutes the majority, which is forecast to raise 37% of GDP in 2023-24, or £950 billion. This equals roughly £17,200 per person (Institute for Fiscal Studies, 2023). In the upcoming years, it is not inevitable that taxes will have to increase to maintain government services against the ageing population, rising housing expenditures, and the costs of combating climate change (Delestre and Miller, 2023).


The decision of what amount of tax to levy is outside of the scope of this paper. Instead, we will focus on the options for raising revenue and the structure of those taxes. There are few taxes without plenty of room for reform and serious design faults (Delestre, 2023). The enhancements might significantly lessen the financial suffering a higher total tax rate would cause if the chance were seized. The problems are due to three reasons: distorted, unfair, and poorly designed tax policies (Delestre and Miller, 2023). This article presents an overview of the UK's tax system. It mainly explains the functioning of housing, personal, and environmental taxation and considers the deficits of the present structure in light of recent developments.










Main Body

Housing taxation


Given concerns over the ongoing, sharp rise in housing costs has been a main priority, housing taxation raises a lot of additional attention and there has been a lot of recent discussion on the government’s approach to the housing market. The inflation of house prices has outpaced the increase in profits in the past 20 years, and the average house price almost doubled from 2005 (£150,633) to 2023 (£284,691), or even worse given the great deviation of house prices among different regions in the UK (Office for National Statistics, 2024).


However, the council tax is poorly designed which results in the tax levying progress being unfair for different regions. Concerningly, council tax raises £44.4 billion in 2023-24, or 4.67% of total tax revenue (Institute for Fiscal Studies, 2023) and it is still determined by the property prices as of April 1991 in England, April 2003 in Wales (UK government, no date). Following that point, all dwellings’ relative annual values in different regions have varied dramatically. This creates a framework which benefits London where the average house price has increased 119% since 2005 and is unfavourable to the North East where the average house price just increased 41% since 2005 (Office for National Statistics, 2024) in English region. 


In addition, the council tax is extremely regressive and results in progressively unreasonable tax liabilities. As research conducted by the Department for Levelling Up, Housing and Communities (2023) showed, the majority of respondents supported that Houses in Multiple Occupation ought to be combined into a single band covering the whole property to make the council tax system fair and clear for landlords and tenants. Although approximately at least eight times or usually substantially more now (highest band) as much as the least valued property (lowest band), the most costly houses only draw three times the tax as the least valuable one, which makes the council tax system regressive and lack of rationality.


Stamp duty, nevertheless, is an absurd tax that is imposed on transactions on properties and has no justification for staying in place. As demonstrated by Best and Kleven (2018), One of the fundamental principles of tax is that transaction taxes need to be minimized. It makes it less attractive for individuals to migrate, which might result in rigidities in the labour market and encourage people to live or work in properties that they do not value the most. In addition, it would become more challenging to trade houses, move nearer to workplaces, and sell unnecessary properties to needy people because of the additional costs. Hence, there's no good reason to keep stamp duty in place. According to Mirrlees, et al. (2011), the tax structure of stamp duty is twisted as it discourages transactions with substantially differing values and provides strong incentives to maintain prices well under the applicable possibilities, and it ought to be removed. And since it would have mostly been capitalized into property values, its removal would benefit current owners enormously, and its substitutes could be designed in the form of other housing taxations which would be more reasonable.


Personal taxation


Two income-related tax systems are functioning in the UK: income tax and National Insurance contributions. According to IFS’s source (Institute for Fiscal Studies, 2023), income tax, NICs and VAT are without a doubt the main sources of taxation, making for roughly 28%, 18% and 17% respectively. By adding them up, these personal-related taxations account for over two-thirds of tax revenue. However, some of the personal taxations that were developed separately has now become very similar or lost their original purposes. 


Personal taxation is too complicated and unclear. The mix of income tax and NICs is reflected in the tax schedule that individuals actually pay on their earnings. However, headline income tax rates are frequently the only thing discussed, NIC rates are ignored, and the extent of the distribution's upward trend is frequently exaggerated. As a result, the income tax schedule has grown more complicated by including “humps” in the rate schedules locations where the marginal rates fluctuate between rising and falling
and individuals must adhere to, which makes more people pay tax rates above the normal ones. Since NICs and income tax are essentially the same, combining them might result in a reasonable and simple combined rate schedule.


NICs are the primary cause of the employment penalty in the UK. Due to their often much lower tax rates than workers, self-employed people and firm owners or managers are subject to injustice. First off, only income from work and self-employment is subject to NICs. Other kinds of revenue don't come with obligations. However, employer contributions are deducted from employee paychecks but have no corresponding charge for independent contractors. And dividends could be taken advantage of by company owners and managers. Consequently, an individual who earns £40,000 a year has generated tax liability of £11,326 as an employee, £8,135 as a self-employed contractor with regards to the elimination of employer contributions, and only £6,604 as a company owner or manager with regards to beneficiary rates of dividend (IFS Taxlab, 2022). And businesses owners could take a further tax-efficient approach by taking income as capital gains. As a result, distortions are brought about by the tax penalty on employment, which, among other things, tilts the labour market away from workers and increases the appeal of hiring independent contractors. The way things are now set up makes matters even more unfair as individuals with comparable salaries may have quite different tax obligations based just on where their money originates from. Furthermore, although reduced tax rates for company owners are sometimes justified as a way to promote investment, they might not be very effective at accomplishing this goal.


The impact of NIC beneficiary tax rates on corporate revenues extends to disparity. There is an overrepresentation of self-employed people and owner-managers of businesses at the top of the income distribution. In addition to lowering the gross tax rates that wealthy people must pay, it also give the chance to convert income to less taxed sources in response to tax rates adjustments. This makes it much more difficult for Treasury to raise more money from the wealthy people. Since more individuals are working for themselves due to tax incentives and other reasons, these challenges would have risen in importance over time. 


Extensive zero rates and reduced rates of VAT impede financial performance by causing distortions and difficulties associated with compliance. VAT was intended to be a low-cost, effective way to raise money, it taxes all purchases, including retail and wholesale, and also lets dealers write against the tax paid on their purchases. By far the most significant indirect tax in the UK is VAT, which has been embraced by many other nations due to its outstanding performance (Szymanski, 2021). Numerous items and services are exempt from the primary 20% rate, which causes issues. New homes, children's clothes, the majority of food, and a few other commodities are subject to a zero rate, while domestic energy and a few other products are subject to a reduced 5% rate. Financial services are among the additional items and services that are excluded from VAT. Although the UK's VAT income is derived from a smaller VAT base, it is nonetheless similar to that of most other nations. In 2008–2009 (Thomas et al., 2009), the Treasury lost £97 billion in income due to decreased and zero rates. Variations in VAT cause unwarranted and sometimes unfair distortions in decisions about production and expenditure. For instance, the lower 5% tax on residential fuel pushes businesses to provide and homeowners to demand gas boilers, which is counterproductive to the objective of zero emissions. 


The tax structure is made much more complicated by VAT discounts. The regulations that specify explicitly what counts as zero-rated clothes or an exempt service are quite detailed. There have been protracted, costly legal battles over whether certain products, such as Jaffa Cakes or particular kinds of flapjack, should be subject to VAT. Enforcing such divisions can quickly descend into absurdity. As long as the chocolate decorating is not complicated, a gingerbread man is zero-rated for VAT; add a grin, and you'll also need to pay VAT (Mattinson, 2022). 


Extensive zero rates and Reduced rates are inadequately aimed at assisting the underprivileged. Spending on these commodities is proportionately higher in poorer families than in affluent households. Therefore, eliminating zero and lowering rates would be regressive. However, wealthier households receive the majority of the financial benefits of these tax reductions. VAT reductions would not be the ideal way to target lower-class households than universal credit would. Prior research (Thomas et al., 2009) has demonstrated that it would be feasible to eliminate VAT tax benefits, increase welfare payments to low-income households as recompense, and generate large sums of money.


Environmental taxation


The tough task of decarbonizing the UK economy is not adequately addressed by the tax system as it is. There are numerous indirect taxes imposed on spending, one of the more recent additions to UK tax law is the assortment of environmental levies and taxes designed to address the issue of global warming, and fuel duties are the largest tax-raising measure among them, which contribute to 2.3% of tax revenue according to Institute for Fiscal Studies (2023). In recent times, taxes and other price-altering tools have gained significant traction when dealing with environmental impact. By 2050, the government plans to reach zero net carbon dioxide emissions. At the same time, when carbon products and activities are phased out, the government will have to make up the difference in revenue. Currently, the UK has a disorganized system of levies that affect the cost of carbon. These policies include a commercial emissions trading program, fuel and airfare taxes, and a number of renewable energy subsidies. Even though some of the levies are aimed squarely at discouraging emissions, there is a severe lack of collaboration with them. Overall tax incentives to reduce emissions are therefore rather unequal. The final carbon emission tax rates are very variable depending on the customer and the type of consumption. The comprehensive tax rate of CO2 equivalent released by enterprises in normal sectors, for instance, is £224 for electricity use but just £44 for gas usage. In contrast, the lower 5% rate of VAT applied to residential energy bills effectively subsidizes emissions related to gas consumption in homes when compared to other consumption patterns. Both sectors' policies have been disjointed and chaotic, which results in an overlapping and contradictory tax structure.


The fact that people who engage in activities that release greenhouse gases are not held fully accountable for the price their actions exact from the rest of society is another significant policy issue brought about by climate change. The types, locations, and entities should not be taken into account when a ton of CO2 is released and should be charged equally. This prevents a scenario in which a company or individual with a relatively high carbon rate reduces emissions at great expense while another with a lower carbon rate chooses not to. Stated differently, it guarantees that the nation as a whole bears the least possible financial burden when it comes to carbon reductions.
























Conclusion


The problems of the British tax structure mainly fall in to three categories as discussed above: it might distort people’s incentives to earn money and government’s incentives to redistribution, it might make the tax raising amount unfair, and it might be poorly designed tax policies which could be eliminated or simplified (Delestre and Miller, 2023).


In the UK, property taxes are now somewhat complicated. It is regressive and illogical to connect council tax to its nominal values or to a ceiling and discount for vacant or single-occupancy dwellings. And stamp duty should be abolished to make the market more liquidated and tradable. The UK has two distinct income taxes, and the main effects of their separation are to make it harder to determine the actual effective marginal tax rate and to add to the administrative burden on employers. That might be an obsolete design and NIC makes an unclear and uneven tax-levying process. It matters how the tax or trade plan is specifically constructed and how it interacts with other environmental policies. It should be clear and direct to determine the amount or pricing of environmental tax. 


It need courage to reform. But the British taxpayers will be treated more equitably and will be better off if people get the bravery.
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