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The Chancellor, George Osborne, presented the Coalition Government’s first Budget to the 
House on 22 June 2010.  In his Budget speech Mr Osborne announced a number of tax 
increases, as part of the Government’s approach to fiscal consolidation, of which by far the 
most significant in terms of the amounts to be raised was an increase in the standard rate of 
VAT, from 17.5% to 20% from 4 January 2011. The increase in the standard rate was 
estimated to raise £12.1bn in 2011/12, rising to £13.5bn by 2014/15.1

 

  Introducing this 
measure, the Chancellor said: 

The years of debt and spending made this unavoidable. This single tax measure will by 
the end of this Parliament generate over £13 billion a year of extra revenues. That is 
£13 billion that we do not have to find from extra spending cuts or income tax rises. I 
can also give this House a commitment that we will keep everyday essentials such as 
food and children's clothing, as well as other zero-rated items like newspapers and 
printed books, exempt from VAT over the course of this Parliament.2

 
 

The previous Labour Government had introduced a one-off cut in the standard rate of VAT to 
15%, from 1 December 2008 to 31 December 2009, as part of a fiscal stimulus to counteract 
the economic recession.3

 

  At the time it was widely reported that the Government initially 
intended that the rate would rise to 18.5% in 2010, but decided against this course of action 
days before the then Chancellor, Alistair Darling, announced it in his Pre-Budget statement in 
November 2008.  

Prior to the General Election in May 2010, there was considerable speculation that the new 
Government would have to raise taxes to tackle the size of the public deficit, although none 
of the 3 main parties gave any specific commitments in their election manifestoes to increase 
in the rates of VAT, income tax or National Insurance contributions (NICs).4

 

  In its March 
2010 Budget, the Labour Government had announced that NICs rates would go up by 1% for 
employees, employers and the self-employed from April 2011 – and none of the parties 
proposed reversing these changes in the election. 

 
 
1  Budget 2010 HC 61 June 2010 (Table 2.1 : item 1) 
2  HC Deb 22 June 2010 c177 
3  This is discussed in a second note: VAT : the temporary cut in the standard rate, SN701, 10 December 2009. 
4  see, Stuart Adam et al., Taxes and benefits: the parties' plans IFS Briefing Note BN100, April 2010. 
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Although there has been some discussion as to the merits of introducing a second temporary 
cut in VAT to boost growth, the Government have not indicated they have any plans to 
amend the standard rate.5

 
  

This note looks at the background to the Chancellor’s announcement and the reaction there 
has been to it to date. 
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1 Introduction 
 
1.1 How VAT works 
VAT is charged on the supply of all goods and services made in the course of a business by 
a taxable person, unless they are specifically exempt.  All businesses must register for VAT if 
their turnover of taxable goods and/or services is above a given threshold – which is £79,000 
at present.6

 
   

VAT is charged on the additional value of each transaction, and is collected at each stage of 
production and distribution.  A business pays VAT on its purchases - known as input tax, and 
charges VAT on its sales - known as output tax, settling up with HM Revenue & Customs for 
the difference between the two.  In the end the cost of the tax is borne by the final consumer 
– as shown below:7

 
 
5  For example, during the Committee stage of the Finance Bill 2013: HC Deb 18 April 2013 cc540-566. 

 

6  Budget 2013 HC 1033 March 2013 para 2.179.  The threshold was increased in line with inflation for the 2013/14 
year with effect from 1 April 2013, by Order (SI 2013/660). 

7  HM Treasury, Tax Benefit Reference Manual 2009/10 ed. p88 
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Most VAT law is consolidated in the Value Added Tax Act (VATA) 1994.  VAT is charged 
either at the basic rate or the zero rate, though there is limited use of a reduced rate of 5%.  
Zero-rated supplies include: food; construction of new dwellings; domestic and international 
passenger transport; books, newspapers and magazines; children’s clothing and footwear; 
water and sewerage services; drugs and medicines on prescription; and certain supplies to 
charities.  Supplies liable to VAT at the 5% reduced rate include:  the supply of domestic fuel 
and power, the installation of energy saving materials, women’s sanitary products, children’s car 
seats and certain types of construction work. 
 
The exemption of goods and services from VAT should be distinguished from their being 
charged a zero rate.  In the latter case these supplies are technically taxable and though no 
actual tax is paid on them, they still count as part of a business’ taxable turnover.  VAT 
charged on inputs relating to zero-rated activities can be reclaimed, unlike the VAT incurred 
by a business in the course of an exempt activity; in effect, a business making exempt 
supplies has to absorb the VAT charged to it by its suppliers.  Categories of exempt supplies 
include land, insurance, finance, education, health and welfare.8

 
 

The approximate proportions of consumers’ (household) expenditure that fall into the 
different VAT categories are: 
 
 Subject to VAT at standard rate 52 per cent 
 Subject to VAT at reduced rate (5%)  4 per cent 
 Subject to VAT at zero rate  12 per cent 
  
 Exempt or out of scope  32 per cent9

 
 
8  Zero-rated supplies are set out in schedule 8 to VATA 1994. Reduced-rate supplies are set out in schedule 

7A. Exempt supplies are set out in schedule 9. 

 

9  Date for the year 2008. Percentages have been rounded individually. (HM Treasury, Tax Benefit Reference 
Manual 2009/10 ed. (Commons paper 2009-1987) p89) 
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HMRC publish estimates of the costs of the most significant zero and reduced VAT rates:10

 
 

 

 
 
* These figures are particularly tentative and subject to a wide margin of error. 

 
 
HMRC’s site gives further details on the rates of VAT applied to different goods and services.11 
Statistics on VAT are provided in HM Revenue & Customs Value Added Tax Factsheet.12

 
  

VAT was introduced in the UK on 1 April 1973 at two rates: a standard rate of 10%, and a 
zero rate on selected goods and services (such as food, books, children’s clothing, and 
certain supplies for charities).  The main changes to the VAT structure since the introduction 
of the tax are: 
 
• The standard rate was cut to 8% on 29 July 1974.    
• A higher rate on selected goods and services was introduced on 18 November 1974, set 

at 25%.  Initially this was applied to petrol only; it was extended to a list of other supplies 
from 1 May 1975.  The higher rate was cut to 12.5% from 12 April 1976.    

• The standard rate was increased to 15% on 18 June 1979; at this time, the higher rate of 
VAT was abolished. 

• The standard rate was increased to 17.5% from 1 April 1991. 
• Domestic supplies of fuel and power were charged VAT at a reduced rate of 8% from 1 

December 1993.  This was cut to 5% from 1 September 1997. 
• The standard rate was cut temporarily to 15% from 1 December 2008 to 31 December 

2009.  The rate was set back at 17.5% on 1 January 2010.13

 
 

Over the last 25 years there have been a number of changes to the coverage of the zero 
rate, affecting individual supplies.  In addition, since its introduction in September 1997, the 
coverage of the 5% reduced rate has been extended to a small number of other supplies, 
including the installation of energy saving materials.  
 
 
 
10  HMRC, Official Statistics: Table 1.5 – Main tax expenditures and structural reliefs, December 2012 
11  http://www.hmrc.gov.uk/vat/forms-rates/rates/goods-services.htm  
12  This is published on HMRC’s UK Trade Info site.  
13  HM Treasury, Tax Benefit Reference Manual 2009/10 ed. (Commons paper 2009-1987) pp100-102 

http://www.hmrc.gov.uk/statistics/expenditures/table1-5.pdf�
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1.2 Measuring the burden of VAT 
 
As VAT is imposed at a fixed rate on the price of goods and services, it is commonly 
accepted that the tax is regressive, that the burden of the tax lies more heavily on those with 
lower incomes, as the amount of tax paid by someone is not based in any way on that 
person’s ability to pay.  Arguably this is an over-simplification in two respects: that a person’s 
expenditure is, in fact, a measure of their ability to pay and that in this country, the tax base 
is such that VAT is not levied on a relatively large part of poorer households’ budgets (for 
example, the zero-rating of food). Finally looking at the impact of VAT alone may be 
misleading, without considering the alternatives for raising Exchequer revenues, or the 
variety of instruments governments may use to shape the overall progressivity of the tax and 
benefit system.  Even so, there is robust statistical evidence that the poorest households do, 
in fact, pay a higher share of their income in VAT that other households.   
 
In some analysis published in their 2009 Green Budget report, the Institute for Fiscal Studies 
suggested the issue was not entirely clear cut, as there was a good argument for measuring 
the tax burden by considering the share of VAT of household expenditure, rather than 
income.  The first point the authors made was that the bottom 10% of households did, 
indeed, pay proportionately more VAT, than others: 
 
 

 
 

Notes: Income deciles based on equivalised household net income using McClements 
equivalence scales. Net income is defined as private income minus income tax, NI and council 
tax plus benefits and tax credits. The Family Expenditure Survey significantly under-records 
expenditure on VATable goods and hence all VAT amounts have been increased by a factor of 
1.410 so that estimated VAT revenue matches government revenue estimates. Incomes data 
are from the Family Resources Survey 2006–07.  

Sources: Family Expenditure Survey 2005–06; Family Resources Survey 2006–07; HM 
Treasury, Pre-Budget Report 2008, November 2008 … and authors’ calculations. 

 
They went on to suggest that looking at incomes in this way, rather than expenditure, ignored 
the fact that households will use savings over time to maintain a level of expenditure, while 
their income falls and rises: 
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However, looking at a snapshot of the patterns of spending, VAT paid and income in 
the population at any given moment is misleading, because incomes are volatile and 
spending can be smoothed through borrowing and saving. Consider a student or a 
retiree: their current income is likely to be quite low but their lifetime earnings could be 
relatively high. The student may borrow to fund spending, whilst the retiree may be 
running down savings. Similarly, many people in the lowest income decile will be 
temporarily not in paid work and able to maintain relatively high spending in the short 
period they are out of the labour market. Because their spending is higher than their 
current income, these people will be paying a high fraction of their current income in 
VAT. Similarly, those with high current incomes tend to have high saving, and so 
appear to escape the tax, but they will face it when they come to spend the 
accumulated savings. Because of this ‘consumption smoothing’, expenditure is 
probably a better measure of living standards (and households’ perceptions of the level 
of spending they can sustain). 

 

 
 

Notes: Income deciles based on equivalised household net income using McClements 
equivalence scales. Net income is defined as private income minus income tax, NI and council 
tax plus benefits and tax credits and is derived from the Family Resources Survey 2006–07. 
Expenditure deciles based on equivalised household non-housing expenditure using 
McClements equivalence scales. The Family Expenditure Survey significantly under-records 
expenditure on all goods and hence expenditure has been increased by a factor of 1.37 so that it 
matches National Accounts data. Expenditure on VATable goods is particularly underestimated 
and hence all VAT amounts have been increased by a factor of 1.410 so that estimated VAT 
revenue matches government revenue estimates. 

Sources: Family Expenditure Survey 2005–06; Family Resources Survey 2006–07; HM 
Treasury, Pre-Budget Report 2008, November 2008 …; National Accounts; and authors’ 
calculations. 

 
Figure 10.2 shows average amount of VAT paid as a percentage of average household 
expenditure – the light [shading] by current income decile (as in Figure 10.1) and the 
dark [shading] by current expenditure decile. It shows that, particularly when 
considering deciles based on household expenditure, poorer households pay a smaller 
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proportion of their spending in VAT than do richer households. This makes sense: 
those goods that are zero and reduced-rated, such as food and domestic fuel and 
power, are a higher proportion of the spending of poorer households than of rich 
households. Indeed, reduced- and zero-rating is often justified in terms of 
redistribution, although … this is not particularly well targeted at helping poorer 
households.14

 
 

 
1.3 VAT and the EU 
 
VAT law in this country, as in all Member States, is based on European VAT law.  It has long 
been recognised that national sales taxes across EU need to interlock effectively for the 
Single Market to function.  The first steps toward harmonising the VAT systems of Member 
States were taken in the late 1960s.  However, it was the sixth VAT directive (77/388/EEC), 
adopted on 17 May 1977, which marked a turning point in the development of EU VAT law – 
as governments agreed on common criteria for the VAT base in all Member States (ie, 
specifying those goods and services which could be exempted from tax).   
 
Initially the sixth directive focused on the VAT base rather than VAT rates, though it did have  
implications for the UK’s zero rates.  Article 28(2) allowed Member States to maintain 
“reduced rates and exemptions... which are in force on 31 December 1975 and which satisfy 
the conditions stated in the last indent of Article 17 of the second council directive of 11 April 
1967.” Article 17 refers only to exemptions maintained for “clearly defined social reasons and 
for the benefit of the final consumer.”  As a result the UK was allowed to maintain its zero 
rates, provided they satisfied these criteria.15  Of course, all Member States are governed by 
these directives on decisions they take on the coverage of VAT, and - under the terms of 
later amendments to the sixth directive - on decisions taken about their VAT rates.  Though 
the UK and Ireland are the only countries to use zero rates very much, there is considerable 
variety in VAT rates on certain goods and services across the EU. 16

 

 

Agreement on harmonising the rates of VAT took much longer, but was reached in June 
1991, and encompassed by directive 92/77/EEC, which came into effect on 1 January 1993.  
 
In brief, all Member States: 
• must apply a standard VAT rate of 15% or more from 1 January 1993. 
• have the option of applying one or two reduced rates, no lower than 5% to certain 

specified goods, as listed in Annex H of the directive.  
• are able to continue charging any lower rates, including zero rates, that had been in place 

on 1 January 1991 for the duration of the “transitional period”, assuming these rates were 
in accordance with Community law. 

 
In November 2006 the European Council of Finance Ministers adopted a new principal EC 
VAT directive (2006/112/EC), which revised or recast both the first and the sixth EC VAT 

 
 
14  The IFS Green Budget, January 2009 pp197-8 
15  In June 1988 the European Court of Justice found that certain zero-rated supplies – including supplies of fuel and 

power to industry – did not meet these criteria.  As a result the UK was required to standard-rate these supplies, 
which it did on 1 July 1990. 

16  see European Commission, VAT rates applied in the Member States of the European Community, July 2013 

http://ec.europa.eu/taxation_customs/resources/documents/taxation/vat/how_vat_works/rates/vat_rates_en.pdf�
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directives, to reorganise the provisions and set them out in a clearer way.17

 

  The new 
directive made no change to EC or UK VAT law.   

The UK secured a special right to bring any of its zero rates into a reduced rate band, even if 
they were not in Annex H.  However, the UK would not be allowed to reintroduce a zero rate 
that had been in place on 1 January 1991 which it had then withdrawn. Naturally most 
attention in this country is paid to the aspects of the directive which directly affect the UK.  
Even so, it is worth noting one aspect of this agreement: no Member State can introduce a 
new zero rate.  In the absence of any new agreement, these ‘transitional’ arrangements may 
continue indefinitely – and this is what has happened, though there have been some minor 
additions to the list of supplies which may be charged a reduced rate.18  It should be noted 
that any amendment to these rules – as with any VAT directive – must be agreed 
unanimously between the Member States.19

 
 

 

2 Discussion of tax increases before the June 2010 Budget 
 
In the run up to the Budget in March 2010 several commentators speculated that, given the 
state of the public finances, the Government was likely to be actively considering an increase 
in VAT to boost Exchequer revenues.   
 
In January 2010 Michael P Devereux at the Oxford University Centre for Business Taxation, 
argued that announcing a future increase in VAT, rather than income tax or National 
Insurance contributions, was attractive, because it could provide “an important fiscal 
stimulus, since there would be an incentive to bring forward spending to benefit from the 
lower VAT rate before it was increased … an additional advantage … is that … such a tax 
reform should not induce individuals or corporations to move abroad, as the incidence of 
VAT is primarily determined by the consumer’s location.”20  In another piece in the Tax 
Journal a couple of weeks later, one commentator argued that historically, governments had 
generally introduced VAT increases relatively soon after a General Election: specifically, the 
introduction of a 25% rate on petrol in 1974, the extension of that higher rate to luxury goods 
in 1975, and the increase in the standard rate from 8% to 15% in 1979.21

 
 

In their Green Budget published in February 2010, the Institute for Fiscal Studies explored 
the options for increasing taxes, as well as cutting benefits, to reduce the size of the public 
deficit.  The authors noted the fact that “the three largest taxes in terms of revenue raised are 
income tax, NI and VAT, which together provide three-fifths of all government revenue … if 
the government is looking to raise substantial amounts of revenue, a natural starting point is 
to examine increasing these taxes.”  In some respects, increasing VAT had some 
advantages, as pre-announcing a rise “may encourage consumers to bring forward 
consumption and therefore have less of an adverse effect on a weak economy than other tax 
rises.”   On the grounds of efficiency as well, a rise in VAT would not have an impact on the 
incentives facing individuals to work, or save.  However, this argument might be criticised on 
 
 
17  Council Directive 2006/112/EC of 28 November 2006 (OJ L 347, 11 December 2006).  Annex H to the 

revoked sixth directive is now recast as Annex III to the new directive 
18  This is discussed in another Library note: VAT : European law on VAT rates, SN2683, 28 August 2013 
19  The Treaty base for all proposals to harmonise excise duties and turnover taxes is Article 113, which requires 

unanimity. 
20  “Public sector finances and the crisis: a VAT rise could help”, Tax Journal, 25 January 2010 
21  “Imminent rise in the VAT rates?”, Tax Journal, 15 February 2010 
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the grounds it ignored the fact that older taxpayers were much more likely to use their 
savings to fund their expenditure than younger ones: 

 
Income taxes tax people as they earn money through their labour, investments and so 
on. Consumption taxes – such as VAT – reduce the real value of consumer spending. 
This means that if a government with a tax system based wholly on income taxes were 
to suddenly shift to an entirely consumption-based system, there would be new double 
taxation of all savers. Consumers would have already been taxed (presumably) on 
their income before they decided to save or spend it, and those who saved would now 
face the prospect of being taxed again at the point when they eventually decide to 
spend their savings. 
 
This is potentially economically efficient in the sense that the tax change can raise 
additional revenue while leaving marginal incentives to save and to work no worse than 
before (provided consumers do not anticipate that the government will decide to do 
something similar again in the future). The new consumption tax is a tax on savings 
that consumers have already accumulated, meaning that changes in current behaviour 
will not affect their liability for it. A similar argument applies to a VAT increase. If the tax 
change is unexpected, the government will in effect be taxing the real value of savings, 
which consumers have already built up. In a sense, it represents a retrospective tax on 
saving, which would not arise if income taxes were raised instead (as this would leave 
the value of consumers’ current savings intact). 
 
However, such changes may well be seen as unfair, particularly since they entail a 
degree of intergenerational redistribution.22 Older workers are likely to have more 
savings than younger workers and so would be hit harder by a decision to increase 
consumption taxes.23

 
 

Turning back to the question of raising the standard rate, putting this up by 3.5% would raise 
around £15.4 billion – 1% of national income.   As noted before, when looking at the 
distributional impact of this measure, one can look at the losses households face as a share 
of their income, or their expenditure 

Increasing the standard rate of VAT [appears to be] a regressive tax change when 
households are ranked by income and losses are expressed as a percentage of net 
income. However, this conclusion needs some qualification. VAT falls on those who 
spend a lot, and will therefore target those with high incomes less precisely than, say, 
income tax. But those with a low income at a particular point in time may not 
necessarily be those whose lifetime income is the lowest: while some people are 
persistently poor, others may have temporarily low incomes while they are studying, 
temporarily unemployed, living off savings in old age, taking time out of the labour 
market to raise children, etc.  
 
People’s ability to borrow and save means that those with low incomes will, on 
average, have higher expenditure relative to their income, and those who have high 
expenditures but low incomes are not those who would generally be considered as 
‘poor’. Over a lifetime, income and expenditure must be equal (ignoring bequests and 
inheritances), and indeed annual expenditure is arguably a better guide to lifetime 
living standards than annual income. 
 

 
 
22  For further discussion of this issue, see L. Kaplow, ‘Capital levies and transition to a consumption tax’, in A. 

Auerbach and D. Shaviro (eds), Institutional Foundations of Public Finance: Economic and Legal 
Perspectives, Harvard University Press, Cambridge, MA, 2008. 

23  The IFS Green Budget, February 2010 p137 p145 pp 64-5 
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Notes: … Expenditure decile groups are derived by dividing all households into 10 equal-sized 
groups according to total expenditure adjusted for family size using the McClements equivalence 
scale. Decile group 1 contains the lowest-spending tenth of the population, decile group 2 the 
second lowest-spending, and so on up to decile group 10, which contains the highest-spending 
tenth. Total expenditure and total VAT revenues scaled up to match National Accounts 
consumption.  
 
Source: Authors’ calculations using the IFS tax and benefit microsimulation model, TAXBEN, run 
on the 2007 Expenditure and Food Survey.24

 
 

Over the following weeks, into the 2010 General Election campaign, speculation about a VAT 
increase continued.  One commentator noted that “it is almost as though VAT is the elephant 
in the room … no party will rule out a VAT increase … each accuse the others of secretly 
planning an increase but none will admit to factoring one in to their plans either.”  A VAT 
increase seemed particularly likely when one considered that “a rise to 20% would still leave 
the UK below the current EU average of 20.25%.”25

 

  In a presentation on the 2010 Election, 
the IFS was particularly critical of the manifestoes of the 3 major parties on the grounds that 
their plans for fiscal consolidation appeared to be partial at best, misleading at worst: 

The parties are all aiming to deliver at least two-thirds of their fiscal tightening through 
spending cuts rather than tax increases, and have not announced any measures to cut 
welfare spending substantially. When the last Conservative government required a 
significant fiscal tightening in the early 1990s they aimed to split the burden roughly 
50:50 between tax increases and spending cuts. This might suggest that all the parties 
are overambitious in the amount they think they can squeeze out of public services. 
Whoever forms the next government, that points to greater reliance on tax increases 
and welfare cuts after the election than the parties are willing to admit to beforehand.26

 
 
24  The IFS Green Budget, February 2010 pp 146-7.  For a more detail examination of the operation of VAT and 

the argument for substantially extending the VAT base see, “Chapter 7: Implementation of VAT” & “Chapter 9: 
Broadening the VAT base”, in Tax By Design : The Mirrlees Review of the UK tax system, 

 

Institute for Fiscal 
Studies 2011. 

25  “Election analysis: Indirect taxes”, Tax Journal, 26 April 2010; see also, “EU data set to fuel talk of VAT 
increase”, Financial Times, 26 April 2010 & “A rise in VAT: the big revenue raiser no leader will talk about”, 
Guardian, 29 April 2010 

26  IFS Election Briefing 2010 Summary, 27 April 2010 p14 
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Reviewing the IFS’ presentation, Larry Elliott, the Guardian’s economics editor, was blunter: 
 
Three weeks into an election campaign that has plumbed new depths of fatuity, 
somebody told it the way it is. Sadly, that person was not Gordon Brown, David 
Cameron or Nick Clegg, but Robert Chote, the director of the Institute for Fiscal 
Studies … Bluntly, the plague-on-all-your-houses message was threefold. First, they 
are lying to you (although the IFS would never use such intemperate language). The 
real choice facing the electorate is not whether wasteful spending should be cut by 
£6bn this year to avoid increases in national insurance contributions. That is sound and 
fury, signifying nothing. Instead, the choice is between four years of draconian 
spending restraint under Labour or the Lib Dems not seen since 1976-1980, when the 
International Monetary Fund imposed an austerity programme on the Callaghan 
government as the price of supporting sterling, or five years of cuts under the Tories 
that would be unprecedented in the entire postwar era. Second, the chances of any of 
the parties taking the axe to public spending in this way are strictly for the birds. …  
 
As a result, the IFS has a third and final message. Since the parties are being wildly 
optimistic about what they are likely to achieve through spending restraint, something 
else has got to give: either an increase in taxes or a cut in benefits. Making the poor 
carry the burden will be a hard sell for two reasons: they didn't cause the crisis, and the 
gap between rich and poor is already wider than it was when Labour came to power in 
1997. So higher taxes it will almost certainly be. It doesn't take a genius to work out 
which tax it is going to be. There is a  gorilla in the room  and it is called VAT. When 
this phoney election war is over, it will go up.27

 
 

On 20 May the new Conservative-Liberal Coalition Government published their coalition 
agreement: this made no mention VAT, though it stated the Government were determined to 
increase the personal allowance in their forthcoming Budget “to help lower and middle 
income earners” as the first of a series of “real terms steps each year” toward setting the 
allowance at £10,000, a change which the parties have agreed to “prioritise … over other tax 
cuts.” In addition the threshold for employers paying NICs on employees would be increased, 
to mitigate the impact of the 1% rise in all NI rates from April 2011 – the “planned jobs tax” as 
the agreement put it.28  Several commentators suggested that these commitments would 
have to be accompanied by a rise in VAT, if there were going to be affordable.29

 
 

 

3 The June 2010 Budget 
 
In his Budget speech on 22 June the Chancellor, George Osborne, announced the standard 
rate of VAT would rise from 17.5% to 20% from 4 January 2011.30

 

  The Budget report gave 
some details of the Government’s decision to raise money in this way: 

VAT is a sustainable source of revenue and is less distortionary than other major tax 
bases. The increase will raise £13.5 billion a year, on a scorecard basis, by 2014-15. 
Following this increase, the main rate of VAT will remain below the European Union 

 
 
27  “Gorilla in the room of this phoney war: a rise in VAT”, Guardian, 28 April 2010 
28  HM Government, The Coalition: our programme for government, 20 May 2010 p30. For a checklist of taxation 

measures set out in this document and progress in their implementation see appendix 3 to, Background to the 
2013 Budget, Library standard note SN6563, 14 March 2013 

29  “Get ready for VAT rise to pay for £17bn Lib Dem tax cuts, economists warn”, Times, 14 May 2010 
30  HC Deb 22 June 2010 c177 
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average. This Budget makes no changes to the VAT zero rating for household 
essentials, nor to the reduced rate of VAT  
 

To prevent tax avoidance, insurance premium tax (IPT) is charged at a higher rate, equal to 
the standard rate of VAT, on the types of insurance usually sold with goods and services 
subject to VAT.  The Chancellor went on to announce that this higher rate, along with the 
standard rate of IPT, would also be increased: 
 

In line with the increase in the VAT rate, the higher rate of Insurance Premium Tax 
(IPT) will increase on 4 January 2011, from 17.5 per cent to 20 per cent, while the 
standard rate will increase from 5 per cent to 6 per cent. This will raise £0.5 billion a 
year by 2014-15.31

 
 

The rise in the standard rate was estimated to raise £13.5bn by 2014/15. Total VAT receipts 
were forecast to rise from £70.1bn in 2009/10 to £106.7bn by 2014/15.32

 
 

No further changes were proposed for other VAT rates.  Clearly this is quite important, given 
the coverage of the tax, and the importance of those supplies which are exempt, zero-rated, 
or charged VAT at 5%.  The Chief Secretary to the Treasury, Danny Alexander, underlined 
this point at the second reading of the Finance Bill on 6 July 2010: 
 

Given that the structural deficit is some £12 billion larger than the previous 
Government told us, we have to make difficult choices-whether to fill the black hole 
with yet more spending cuts or increase taxes. Further spending cuts would have 
made it impossible for the Government to protect the country's most essential services 
in the spending review. The only other option would have been to raise taxes on 
companies or on personal income, reducing the rewards for work at a time when hard 
work and endeavour must lead the recovery. The VAT rise is unavoidable. As I said in 
the Budget debate, it is Labour's inheritance tax.  
 
Clause 3 increases the standard rate of VAT from 17.5% to 20% from 4 January 2011. 
Everyday essentials such as food and children's clothing, as well as newspapers and 
printed books, will remain zero-rated throughout the Parliament, protecting those on 
lower and middle incomes. Domestic consumption of fuel and power will remain 
subject to VAT at 5%.33

 
 

Later that year the Government reiterated this pledge to maintaining all existing zero rates of 
VAT “over the course of this Parliament.”34

 
 

Provision to set the new standard rate was included in the Finance Bill 2010 published after 
the Budget. The Bill also made provision to prevent businesses avoiding the new 20% rate 
by ‘forestalling’ will also be introduced.  Details were given in two Budget notes from which 
the following extracts are taken: 
 

Section 2 of the VAT Act 1994 specifies the standard rate of VAT to be charged on the 
supply of goods or services, the acquisition of goods from another Member State and 
the importation of goods from outside Member States. This measure amends the 

 
 
31  HC 61 June 2010 p18 
32  HC 61 June 2010 (Table 2.1 : item 1) & (Table C11). VAT receipts are now estimated to reach £107.2bn by 

2014/15 (Office for Budget Responsibility, Economic & Fiscal Outlook Cm 8573, March 2013 p102, Table 4.7) 
33  HC Deb 6 July 2010 cc 201-2 
34  HC Deb 7 December 2010 c218W 
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standard rate to 20 per cent with effect from 4 January 2011. Zero-rated supplies, such 
as basic foodstuffs, children’s clothing and books; exempt supplies, such as education 
and health; and supplies subject to VAT at the 5 per cent reduced rate, such as 
domestic fuel and power, are not affected by this change.35

 
 

* 

Forestalling occurs when arrangements are put in place for a VAT invoice to be issued 
by a supplier or payment received by a supplier before the rate increase, where goods 
are not due to be delivered or services to be performed, until on or after the date that 
the rate increases to 20 per cent. The grant of a right or similar option may also be 
used for forestalling. 
 
The legislation applies to standard-rated goods and services. It prevents forestalling by 
introducing a supplementary charge to VAT on the supply of goods or services where 
the customer cannot recover all the VAT on the supply, and one or more of the 
following conditions are met: 

 
• the supplier and customer are connected parties; 
• the value of the supply (and any related supplies made under the same scheme) 

exceeds £100,000. But this does not apply if the prepayment or issuing an 
advance VAT invoice is normal commercial practice; 

• the supplier or someone connected to the supplier funds a prepayment for the 
goods or services; or 

• an advance VAT invoice is issued where payment is not due in full within six 
months (except hire purchase invoices issued in accordance with normal 
commercial practice). 

 
The supplementary charge to VAT is due on 4 January 2011 and must be accounted 
for on the supplier’s VAT return covering that date.36

 
 

Initial reactions to the Budget focused on the Chancellor’s decision to pursue fiscal 
consolidation largely through cuts to public spending – by a factor of 4 to 1, in comparison 
with tax increases.  Many commentators argued that the rise in VAT was largely expected, 
though in an editorial the Financial Times argued, “the decision to raise the income tax 
threshold and to put up VAT to 20% - both of which Mr Osborne elected to do – make the 
package harsher on poor people than was necessary.”37

 
   

Appendix A to the Budget report provided some analysis of the distributional impact of the 
Budget measures, an innovation in the Government’s approach to presenting information in 
the Budget.  Of this material, there has been most discussion of one chart, which shows the 
impact of direct tax, indirect tax, benefit and tax credit changes, as a percentage of net 
income, across the income distribution:38

 
 
35  HMRC Budget 2010 Note BN43, 22 June 2010 

  

36  HMRC Budget 2010 Note BN44, 22 June 2010 
37  “Editorial: Osborne makes good on his promises”, Financial Times, 23 June 2010 
38  HC 61 June 2010 p67 
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A full list of the policies included was set out in the Treasury’s Data Sources document.39  
With regard to the increase in VAT, the analysis assumed that indirect tax changes are 
passed to the consumer in full, although, as the report noted, “in practice some retailers may 
decide to absorb the increase rather than increase prices for consumers.”40  Overall, the 
analysis went some way to support the assertion, made by the Chancellor in his speech, that 
“all sections of society contribute [to reducing the deficit], but … the richest pay more than 
the poorest, not just in terms of cash but as a proportion of income as well.  That is far from 
straightforward when the deficit is this high, and when the burden of reduction must rightly 
fall on Government spending.”41  That said, it is worth adding that the loss suffered by the 
lowest decile was larger than many other income groups, that the chart did not include any 
estimate of the impact of future cuts in public spending – which would tend to fall heaviest on 
poorer households, one would think – and that it covered the period 2012/13 only.42

 
 

The Budget report also presented analysis of the impact of just the rise in VAT, along with 
the other changes to be made to indirect taxes: specifically, reversing an increase in the duty 
rate on cider, introduced in the March 2010 Budget, and above indexation increases to 
tobacco, alcohol and fuel duty rates.43

 
 
39  HM Treasury, Budget 2010: Data sources, June 2010 pp11-12.  Two income changes implemented from April 

2010 were included in the baseline, and so their impact on those with the highest incomes were not captured 
here: specifically, the 50p additional rate on incomes above £150,000, and the phased withdrawal of the 
personal allowance for those earning over £100,000 (see HC Deb 30 June 2010 cc581-2W). 

 The impact was shown in cash terms, with households 
ranked by expenditure. The Government noted on this basis the changes were progressive 
because, in part, “goods not charged at the standard rate of VAT, such as food, domestic 

40  HC 61 June 2010 p66 
41  HC Deb 22 June 2010 c179 
42  As noted at the time by the BBC’s economics editor, Stephanie Flanders: “Weighing the risks”, BBC News : 

Stephanomics blog, 22/23 June 2010 
43  In revenue terms, the most significant of these is a staged increase in the rates of fuel duty over the period 

2009 to 2013, announced in Budget 2009, and set to raise £1.75bn in 20011/12 (HC 407 March 2009 p146, 
p153 (Table A1 : item 42). 

http://www.bbc.co.uk/blogs/thereporters/stephanieflanders/2010/06/weighing_the_risks_1.html�
http://www.bbc.co.uk/blogs/thereporters/stephanieflanders/2010/06/weighing_the_risks_1.html�
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fuel and children’s clothes, account for a higher proportion of expenditure for lower spending 
households.”44

 
 

 
 
The Budget report also presented the impact of these changes as a proportion of income: 
 

 
 
 
44  HC 61 June 2010 p67 
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Notably this analysis was done at a household, rather than an individual level: as a PQ 
following the Budget noted, “analysis of VAT at an individual level could be misleading as 
although goods and services are purchased by an individual they may be utilised by other 
individuals within the household. The Government therefore believe that analysis at a 
household level is the most appropriate.”45  This work shows the impact across the UK; 
regional estimates have not been produced: as noted in a second PQ “lower level 
geographical disaggregations do not provide sufficiently robust results.”46

 
   

That said, the Government provided estimates of the impact of this change on pensioner 
households some months after the Budget: 
 

Mr Douglas Alexander: To ask the Chancellor of the Exchequer what estimate he has 
made of the average annual cost of the January 2011 increase in the rate of value 
added tax to each income decile of retired households. [26252] 
 
Mr Gauke: The Government are committed to reducing the Budget deficit while 
supporting the most vulnerable. Many essential items that pensioners buy are zero-
rated, while others are reduced-rated. Additionally, the Government are committed to 
providing fair support to pensioners, and will uprate the basic state pension by a triple 
guarantee of earnings, prices and 2.5%-whichever is highest-from April 2011. The 
Government will increase the basic state pension in April 2011 by at least the 
equivalent of RPI. Additionally, as stated by the Institute for Fiscal Studies, expenditure 
might be a better proxy for lifetime resources than current income, and as such it might 
be more appropriate to use expenditure deciles for this type of analysis. Chart A3 and 
A4 in Annex A of the June Budget set out the impacts of indirect tax changes by 
expenditure deciles, and show that these changes in cash and percentage terms are 
progressive. 
 
The following table provides estimates in 2011-12 for the average annual cost by 
income decile of pensioner households from the change in the rate of value added tax. 
Note these estimates are rounded to the nearest £5.  

  
 Income decile of pensioner households  Average loss (£ per year) 
  
 Bottom  125 
 2(nd)   135 
 3(rd)  125 
 4(th)  135 
 5(th)  155 
 6(th)  190 
 7(th)  225 
 8(th)  255 
 9(th)  345 
 Top  475 

 
These estimates provided here have been calculated from HM Treasury's tax and 
benefit static micro-simulation model using Expenditure and Food Survey 2005 to 2008 
data uprated to 2011-12 levels of prices and earnings. The model does not take into 
account behavioural changes in response to changes to the tax and benefit system or 

 
 
45  HC Deb 12 July 2010 c545W 
46  HC Deb 10 January 2011 c217W 
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economic conditions and so there is significant uncertainty around the true impact of 
the value added tax change on retired households.47

 
 

The Government have not published updated estimates of the impact of these tax changes, 
year on year, as indicated in a PQ in March 2013: 

 
Chris Ruane: To ask the Chancellor of the Exchequer what estimate he has made of 
the average cost to each household of the increase in VAT in each year since the 
increase in that tax rate. [145129] 
 
Mr Gauke: No estimate has been made of the average cost to each household of the 
increase in VAT in 2011-12. Charts A3 and A4 of Annex A of the Budget 2010 
document set out the impact of the rise in the standard VAT rate and the reversal of 
the increase to cider duty across the expenditure distribution, in absolute terms and as 
a proportion of income for 2012-13. The recently published Autumn Statement 2012 
also contains an “Impact on households” annex which includes an estimate of all 
indirect tax measures announced by the Government in 2013-14.48

 
 

Many Members raised concerns about the impact of the rise in VAT during the debates on 
the Budget over the next days.  The then Shadow Chancellor, Alistair Darling, argued that 
the rise was unfair particularly because of the impact it would have on pensioners: “I was 
criticised for what I did with national insurance [the rise in NI rates set for April 2011], but I 
wanted to ensure that pensioners would not have to pay the increased tax and I wanted to 
protect people earning less than £20,000 – of course, that has not happened.”49  The then 
Shadow work and pensions secretary, Yvette Cooper MP, commented, “pensioners do not 
get the income tax cut, but they have to pay more in VAT. Those on the lowest incomes do 
not get the income tax cut, but they have to pay more in VAT … the Budget is regressive, no 
matter how many times Ministers try to pretend the opposite.”50

 
 

In response to these concerns the Business Secretary, Vincent Cable, argued that the size of 
the public deficit had left the Government with little choice: 

 
The reason why we are now having to confront the matter is that there is a bigger 
structural deficit than was appreciated and action had to be taken. That could have 
been a tax measure, or it could have been a spending cut. … Anybody who read my 
comments on tax policy over the past year would, I think, hardly imagine that there was 
a surprise or a bombshell, because I said on many occasions that if taxes had to be 
increased, it made much more sense to tax expenditure than income or corporate 
income or employment.51

 
 

On this occasion Dr Cable was asked by Andrew George about the alternatives the 
Government might have used to raise funds: 

 
Andrew George (St Ives) (LD): On VAT, to what extent does my right hon. Friend 
accept that we could have explored alternatives, including increasing capital gains tax 
still further or increasing the bank levy to ensure that the balance of tax increases was 
more proportionate? 

 
 
47  HC Deb 2 December 2010 cc983-4W 
48  HC Deb 4 March 2013 c833W 
49  HC Deb 23 June 2010 c306 
50  HC Deb 28 June 2010 615 
51  HC Deb 23 June 2010 c315 
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Vince Cable: The Government did look at the possibility of raising capital gains tax 
further. They did serious analysis and the conclusion was that it would not raise any 
more revenue. That was the problem. It certainly would not have raised anything 
remotely like £10 billion. That is why we cannot evade this issue. 
 
Let me turn to the central concern about value added tax, which is expressed on both 
sides of the House: the worry about regressiveness. I checked back on what 
independent analysts were saying about value added tax and its income distribution 
effects. It is worth looking at the work of the Institute for Fiscal Studies, which has 
conducted a distributional analysis based on expenditure. It came to the conclusion-
this is its word, not mine-that value added tax was fairly "progressive" because of the 
exemptions that are given for zero rating, as food, children's clothing and other 
essentials are key items in the expenditure patterns of poorer people. [Interruption.] 
The top 10% of the population pay three times as much in value added tax as the 
bottom 10%. [Interruption.] 
 
Opposition Members are expressing righteous indignation about what they regard as 
regressive measures. Let me tell them which is the most regressive tax: it is council 
tax. Do they remember what happened to council tax under the Labour Government? 
On average, it went up 70%. Taking into account rebates, for the poorest 10% of the 
population it rose by 93%. It is the most regressive tax of all, yet they lecture us in this 
sanctimonious way about regressive taxation. They have no basis for doing that.52

 
 

Provision for the 20% VAT rate is made in the Finance (No 2) Act 2010.  This legislation 
received a second reading on 6 July 2010, and the debate was dominated by the impact of 
the new standard rate.  The Chief Secretary to the Treasury, Danny Alexander, referred 
Members to the Budget report’s analysis, cited above, saying “The Budget takes the tough 
action necessary, but it does so with fairness … the Red Book … shows that the richest 10% 
of the population pay the greater contribution … that is what I mean by fairness.”53

 

  At the 
close of the debate, the Exchequer Secretary, David Gauke said: 

I know that there is sincere concern on both sides of the House that those who are 
materially deprived may have to pay disproportionately more in tax as a consequence  
of the change in VAT, but I urge all hon. Members to look at the academic debate on 
this matter. If they want to see a correlation between material deprivation and income, 
the best way of looking at it is to look at the expenditure basis. The fact is that income 
distribution will always reflect the fact that there are groups in society with volatile 
incomes who are not as materially deprived as others, but who will from time to time 
earn less and at other times earn more.54

 
 

By contrast, speaking for the SNP Stewart Hosie argued “the real damage in this Finance Bill 
… is the determination to put up VAT.  That directly contradicts the stated invention of both 
coalition parties to create a fairer society.”55  Similarly, Michael Meacher argued, “poorer 
households will unquestionably be the main victims of the spending cuts, and even the tax 
increases – notably VAT – will of course impact most harshly on the poorer half of the 
population.”56

 
 
52  HC Deb 23 June 2010 cc315-6 

  Speaking for the Opposition, Angela Eagle said, “the huge hike in VAT is the 
regressive centrepiece of this regressive Budget … it hits pensioners and those who are too 

53  HC Deb 6 July 2010 c195 
54  HC Deb 6 July 2010 cc 336-7 
55  HC Deb 6 July 2010 c238 
56  HC Deb 6 July 2010 c253 
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poor to pay any income tax the hardest.”57

 

  For his part, Andrew George suggested that the 
evidence about whether the change was progressive or regressive was more finely balanced 
that either Ministers or the Shadow Front Bench had acknowledged: 

The best source that most people pray in aid when engaged in Treasury and Finance 
Bill debates is the Institute for Fiscal Studies … The IFS makes it clear that, taking a 
snapshot in time, those who are engaged in the highest expenditure will be most 
affected by changes in VAT … The IFS says that not only do the highest spenders pay 
the most VAT, but that it is in relation to their incomes. Therefore … the highest 
contribution is made by the lowest-income households, which inevitably, under its 
definition, are those with the highest expenditure in relation to income. The IFS goes 
on to say that we should look at the impact on lower-income households from the 
perspective not just of a snapshot in time but across a longer period, if not entirely a 
lifetime. In other words, its conclusion is much more equivocal. In view of that, we need 
to understand to a far greater degree the extent to which the VAT rise is regressive or 
progressive.58

 
 

Clause 3 of the Bill – which set the new standard rate of VAT – was debated on the floor of 
the House on 13 July, when Members reiterated many of these points.59  The Opposition 
tabled a series of amendments, most with a view to requiring the Government to publish 
more detailed distributional analysis of the impact of this change: as Liam Byrne, Shadow 
Chief Secretary, explained, “we have a responsibility, as legislators, to ensure that we 
genuinely understand the impact of the VAT increase on the people whom we are here to 
represent.”  Mr Byrne argued that much more information was needed on how the new VAT 
rate would affect charities, pensioners, those on low incomes and children in poverty, as well 
as the size of the informal economy, as individuals sought to avoid paying the tax: “[this 
information is] enormously important because the public were denied a debate, during the 
election, about what protections should be put in place.”60

 
   

Andrew George argued that there should be a ‘sunset’ provision in the Bill, so that the new 
20% rate would apply initially for only two years: “I think it a reasonable assumption that the 
provision should at least contain a sunset clause, so that the Government can assess the 
impact of the measure on the economy, and recognise that it is an emergency measure 
brought forward in an emergency Budget in an emergency situation, and that we should have 
a knife and a time after which the situation can be reviewed.”61

 
   

However, the Government firmly, and successfully, resisted all these amendments: in his 
response, the Exchequer Secretary, David Gauke, argued that increasing VAT, rather than 
other taxes, posed the least threat to the economy, and that this would be undermined if the 
Bill included a sunset provision: 
 

[On assuming office] we were left with a very difficult choice as to whether to fill the 
black hole with yet more spending cuts or increase taxes. Further spending cuts would 
have made it impossible for the Government to protect the country's most essential 
services in the spending review … The only other option would have been to raise 
taxes on corporate profits or on personal income, reducing the rewards for work at a 

 
 
57  HC Deb 6 July 2010 cc333-4 
58  HC Deb 6 July cc 284-5 
59  HC Deb 13 July 2010 cc 815-920 
60  HC Deb 13 July 2010 c824 
61  HC Deb 13 July 2010 c834 
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time when hard work and endeavour must lead the recovery and ensure that we have 
a private sector-led recovery … One argument made for the temporary VAT cut by the 
previous Government was that it would shift expenditure into the relevant year, 2009, 
when the VAT rate was somewhat lower, and therefore accelerate the recovery. If we 
did the reverse of that and had a sunset clause, essentially setting out plans to 
increase VAT but with a promise that we would then reduce it, it would have the 
reverse effect. It would defer expenditure, which would damage the recovery.62

 
 

In their post Budget briefing, the then director of the IFS, Robert Chote, noted that a 
considerable part of the amount raised by the new standard rate had funded two tax cuts: 
 

On the tax side, yesterday’s package added up to an £8 billion net tax increase in 
2014–15, but this comprised roughly £20 billion of tax increases offset by roughly £12 
billion of tax cuts. When Mr Osborne said that “the years of debt and spending” made 
the £13 billion increase in VAT unavoidable you might just as well say it was his desire 
to cut other taxes that made it so. 

 
He was also critical of the fact that the tax base had been left unchanged: 
 

The increase to increase the standard rate of VAT rather than shrink the UK’s 
unusually extensive range of zero and reduced rates and exemptions means that the 
VAT system will now do more to distort people’s spending decisions, so that they can 
buy fewer of the goods and services they want for every pound they spend.63

 
 

In the same presentation, when looking at the distributional impact of the Budget, James 
Browne of the IFS made some familiar points about the burden of VAT: specifically, that the 
impact of the new 20% rate is quite different when one considers household expenditure 
rather than income.  Put another way, income is not necessarily the best way to assess 
ability to pay, as some households whose incomes are low at the moment would not be 
those one would normally think of as ‘poor’ (such as pensioners living on savings, and those 
temporarily not working or with volatile earnings.) Overall, it could be argued that expenditure 
provides “a better guide to lifetime living standards.”64

 

  Mr Chote made a similar argument to 
the Treasury Committee, in the course of its enquiry into the 2010 Budget – while 
acknowledging that there was “no right answer to this”: 

The reason that VAT looks particularly regressive if you do the standard comparison 
against income is that the poorest decile spend a relatively high amount relative to their 
income, you hit high spenders hardest and, therefore, not surprisingly that shows it to 
be regressive. If you take the alternative view, and as I say these are alternative views, 
there is not a right answer to this, and divide people up by the amount they spend, 
arguably what people are spending is a better indication, a better proxy for their lifetime 
living standards. For example, there will be some people on relatively low incomes who 
are consuming past savings. There will be some people in self-employment whose 
incomes are volatile and who may be at one end of the income distribution one year if 
you are doing the snapshot and a different point at the other.  
 

 
 
62  HC Deb 13 July 2010 cc870-872 
63  Emergency Budget 2010 : Opening Remarks, 23 June 2010 
64  Emergency Budget 2010 : Personal taxes and distributional impact of Budget measures, 23 June 2010 
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On balance, the consensus would be that total expenditure is probably a better guide 
to people’s lifetime living standards and so that would give you a less regressive or a 
progressive pattern overall.65

 
 

Of course, nearly all of the media’s analysis of the tax changes in the Budget focuses on the 
immediate impacts of tax measures – what, as many of the tax tables appearing in the 
paper’s Budget supplements state, ‘the Budget means for you’.  From this perspective, the 
IFS’s approach could appear too concerned with the long term: as JM Keynes once 
observed rather darkly, “in the long run we are all dead.”66

 
  

In the light of Alistair Darling’s critique of the VAT rise during the Budget debates, it was 
notable that some weeks later Mr Darling conceded that in late 2009, when Chancellor, he 
had made a case for increasing VAT rather than NICs, but was overruled by the Prime 
Minister.67 Peter Mandelson had made this observation in his memoirs, published shortly 
after the 2010 election. 68

 

 In turn Mr Darling reflected on the politics of increasing VAT in his 
memoirs published in 2011: 

The real problem [to obtaining the Prime Minister’s agreement to increasing VAT] so 
far as I could discern it, was that to some of the Prime Minister’s closest advisers VAT 
had a special political significance. 
 
From 1992, Gordon had masterminded a highly successful campaign against John 
Major’s Conservative government, largely based on their attempt to put the full rate of 
VAT on gas and electricity. The weekly taunts of the ‘twenty-two Tory tax rises’ 
imposed after Black Wednesday, when the Tories had earlier promised not to increase 
taxes, was highly effective. Alliteration required there always to be twenty-two tax rises. 
When they came up with another tax rise, we would drop a corresponding one off the 
list to make sure there were only twenty-two. I think it was because of this that Gordon 
had come to the view that for us to put up VAT, even in a completely different world, 
would be lethal. 
 
He dispatched one of his pollsters to test the water. As was to happen subsequently 
when he was asked to test something Gordon did not like, this particular pollster 
declared the policy to be deeply unpopular. That wasn’t surprising. I have yet to come 
across a tax that is popular with the person who pays it. The only taxes that are 
popular are those perceived to be paid by someone else.69

 
 

There has been much less discussion of the impact of the new standard rate in the last two 
years, though the burden of the tax was at the centre of one of the most contentious issues 
of the 2012 Budget. In his Budget the Chancellor had proposed a series of changes affecting 
the VAT liability of a small miscellany of items: self-storage facilities, listed buildings, catering 
& hot takeaway food, sports drinks, holiday caravans and the rental of hairdressers' chairs.70

 
 
65  First report: June 2010 Budget, 20 July 2010 HC 350-i 2010-11 Q128.  See also, IFS, The Green Budget 

2011, February 2011 p279. 

 
Much of the press commentary on the Budget focused on the fact that, under these 

66  “But this long run is a misleading guide to current affairs. In the long run we are all dead. Economists set 
themselves too easy, too useless a task if in tempestuous seasons they can only tell us that when the storm is 
long past the ocean is flat again.” (A Tract on Monetary Reform (1923) Ch. 3) 

67  “Darling: Coalition cuts a ‘hell of a risk’”, BBC online: Andrew Marr show transcript, 25 July 2010.  See also,  
68  Peter Mandelson, The Third Man: life at the heart of New Labour, 2010 pp497-8. 
69  Alistair Darling, Back from the brink, 2011 p184. 
70  For more detail see, VAT : Budget 2012 changes to loopholes and anomalies, Library standard note SN6298, 

3 September 2013. 
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proposals, certain items would now be charged VAT: so that, hot pasties would become 
standard-rated, just as other types of hot takeaway food have been for almost thirty years. 
Although the Exchequer revenues at stake were very small, these measures proved highly 
controversial, and the strength of public feeling resulted in the Government revising its plans 
two months later.71

 

 The dimensions that this measure – widely dubbed ‘pasty-gate’ – 
assumed in political debate is a striking illustration of how public perceptions are as important 
to successful tax reform as any detailed distributional analysis of the amounts of money 
‘gained’ and ‘lost’ by taxpayers. 

 

4 Recent debate over cutting the standard rate 
 
The debate over the impact of the rise in VAT was rekindled briefly when the new rate took 
effect on 4 January 2011 – as the Opposition argued that the tax rise was deeply regressive, 
while the Government argued that it was the ‘least damaging’ tax rise.72  Later that year, 
there was some discussion that the standard rate should be cut temporarily, as the Labour 
Government did in 2008/09.  In a speech on reducing the public sector deficit which he gave 
in June 2011, the Shadow Chancellor Ed Balls argued that the rise in VAT should be 
reversed temporarily: to put “more money directly into people’s pockets”, “increase consumer 
confidence”, “help … push down inflation” and to “give the flat-lining economy the jump-start 
is so urgently needs.”73

 

  The issue was debated at the Report stage of the Finance Bill that 
month when, speaking for Plaid Cymru, Jonathan Edwards MP moved a new clause to cut 
the standard rate temporarily to 17.5%: 

In the past, my party has argued against VAT being used as an economic stimulus, 
which was the aim of the previous Labour Government when they cut VAT by 2.5% in 
2008-09. In our view, there were more effective ways of stimulating the economy, not 
least investing in capital infrastructure and putting proper money in people’s pockets 
and in their pay packets rather than just hoping that they would spend the small 
change from VAT. With the increase in standard VAT from 17.5% to 20% and the 
stagnating economic recovery from the recession, the circumstances have changed. 
This is no longer about merely keeping the tills ringing, but about keeping families in 
their homes.74

 
 

Speaking for the Opposition David Hanson MP moved a separate amendment to require the 
Government to review the impact that the new standard rate was having on the economy, 
though Mr Hanson noted that in a general debate on the economy the previous week, the 
Opposition had clearly indicated their support for a temporary VAT cut as well.75

 
 

 
 
71  Initially these changes were to raise £270m by 2013/14; following the Government’s revised approach, this 

estimate was revised to around £205m (HC 1853 March 2012: Table 2.1 – items 27&28; Cm 8480, December 
2012 : Table 2.1 – item 35). This may be compared with the £13bn to be raised by the new standard rate in 
the same year. 

72  “Miliband accuses Tories over tax increase”, Guardian, 5 January 2011; “VAT rise sparks fears for recovery” & 
“Little to choose between rival policies”, Financial Times, 5 January 2011 

73  “Speech on the economic alternative by Ed Balls to the LSE”, New Statesman, 16 June 2011.  See also, 
“Labour demands VAT rethink to revive ‘flatlining economy”, Guardian, 17 June 2001 & “”Disbelief as Balls 
urges VAT cut”, Financial Times, 17 June 2011. 

74  HC Deb 28 June 2011 c886 
75  HC Deb 28 June 2011 c891.  The Shadow Chancellor spoke on this issue during the earlier debate: HC Deb 

22 June 2011 c337. 
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In response the Exchequer Secretary David Gauke argued that the rise in VAT was “the right 
decision”: 

 
Raising the rate of VAT was a difficult decision to take, but it was the right decision, 
and the responsible thing to do. The Opposition proposal is reckless: an unfunded VAT 
cut to the tune of £12 billion a year, and £51 billion over the Parliament. How do the 
Opposition propose to fill that gap? Would they revert to their tax on jobs? Do they 
think that that would stimulate growth? 
 
Deficit reduction, in which the VAT increase plays an important role, is a prerequisite 
for sustained economic growth. At the June Budget and in the spending review, the 
Chancellor set out a credible plan to reduce the deficit. According the OBR, the plan is 
consistent with medium-term growth, achieving the mandate in 2014-15, a year earlier 
than required. The International Monetary Fund continues to back the Government’s 
consolidation plans, and to advise against changing course. It considered whether it is 
time to adjust macro-economic policy, and its conclusion is that the answer is no.76

 
 

Both the new clause moved by Plaid Cymru, and the amendment moved by the Labour 
Party, were put to the vote, but rejected by the House.77

 
 

Following the debate Tom Blenkinsop MP put down a PQ, asking about the estimated impact 
of the rise in the standard rate of VAT on consumer spending. The question was passed on 
to the Office for Budget Responsibility: 
 

Tom Blenkinsop: To ask the Chancellor of the Exchequer what assessment he has 
made of the effects of the change in the standard rate of value added tax on levels of 
consumer spending. [65435] 
 
Mr Gauke: The answer to this question falls within the responsibilities of the Office for 
Budget Responsibility (OBR), and I have asked the OBR to reply. 
 
Letter from Robert Chote, dated 8 July 2011: As Chair of the Budget Responsibility 
Committee of the Office for Budget Responsibility I have been asked to reply to your 
recent question. The OBR has not produced an estimate of the effect of the change in 
the standard rate of VAT from 17.5 per cent to 20 per cent in January 2011 on levels of 
consumer spending. 
 
The OBR's March forecast incorporated the estimated impact of policy measures 
announced at or before the June Budget, including the increase in the-standard rate of 
VAT from 17.5 per cent to 20 per cent that took effect from 4 January 2011. 
 
The OBR applied a range of fiscal multipliers to help inform its judgement on the 
impact of VAT on aggregate demand in the economy. These multipliers are set out in 
Table C8 of the interim OBR's June Budget document. The interim OBR's June 2010 
Budget forecast and the OBR's November and March forecasts assumed that the 
increase in the standard rate of VAT from 17.5 per cent to 20 per cent would reduce 
the level of real GDP in 2011/12 by around 0.3 per cent.78

 
 

 
 
76  HC Deb 28 June 2011 c920 
77  By 293 votes to 10 – and by 295 votes to 159 – respectively (HC Deb 28 June 2011 c921, c923). 
78  HC Deb 12 July 2011 cc290-1W. see also, OBR, Budget forecast, June 2010 pp95-6. The OBR used the 

same estimated multipliers in their forecasts alongside the 2013 Budget (HL Deb 10 April 2013 cc279-80WA). 
For more detail see, OBR, Forecast evaluation report, October 2012 pp49-55. 
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At this time the economic editor of the Financial Times, Chris Giles, made a strong critique of 
the case that a VAT cut would be an effective method of cutting the deficit, citing the OBR’s 
assessment: 
 

Few would object to standard assumptions that when household benefit from a VAT 
cut, they will save some of the money and spend some. Some of that spending from 
the windfall to households would go on UK goods and services, raising national 
income, and some would raise the growth rate of other countries. It is therefore normal 
to believe that cutting VAT would increase the size of the economy by rather less than 
the normal amount. The OBR thinks a £12bn VAT cut [the direct revenue cost to 
cutting the standard rate to 17.5%] would boost the economy by only £4bn, of which 
you might get £1.5bn or so back in tax revenues. That would raise the growth rate 
once by 0.3 percentage points … [By contrast, Mr Ball’s] faith is that the VAT cut will 
raise the size of the economy by £30bn to get £12bn back in revenues and help lower 
the deficit in the long term.79

 
 

During the Committee proceedings of the Finance Bill in April 2013, when the Bill was 
debated on the floor of the House, the Shadow Economic Secretary, Cathy Jamieson, put 
down a new clause, for a cut in the standard rate to 17.5% to be implemented until such 
time, in the Government’s view, the economy had returned to “strong growth”. On this 
occasion Ms Jamieson argued that “VAT hits those on lower incomes disproportionately hard 
… for over a year and a half, Labour has been calling on the Government temporarily to 
reverse VAT back down to 17.5%. That would put about £450 back into the pockets of a 
couple with children, help to ease the squeeze on our constituents, and give our economy a 
much-needed stimulus.” In response the Exchequer Secretary argued that the clause was 
defective, without a precise definition of ‘strong growth’, and that the Opposition had given no 
details as to what the fiscal implications would be of a tax cut of this size.80

. 
 

 
 
79  “Don’t put faith in voodoo tax cuts to fix a deficit”, Financial Times, 28 July 2011 
80  HC Deb 18 April 2013 c562, c545, c562. The clause was negatived by 244 votes to 193. In a speech in June 

2013, Mr Balls argued that, “a temporary VAT cut now is still the right prescription before extra capital 
spending can come on stream – … but over the coming year if … some kind of recovery does take hold, then 
the balance of advantage will shift from temporary tax cuts to long-term capital investment” (Labour Party, 
Speech by Rt Hon Ed Balls MP: Striking the right balance for the British economy, 3 June 2013). 


