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Income Tax: Impacts on Income Levels and Equality

Office of the Chief Economic Adviser

e This note sets out the distributional impact of the Scottish Government’s Income Tax policy
choices announced in the 2023-24 Budget.

e The analysis considers the impact of the Income Tax policy changes both on individual
taxpayers and households across the income distribution. Income Tax is levied on an
individual basis in the UK, so the household analysis also takes into account the number of
people in the household, its composition, and interactions with the wider (UK and Scottish) tax
and benefit system.

e The analysis also considers impacts by age and gender, where data allows.

Impact on taxpayers

e 39% of Scottish adults (1.8 million individuals) do not pay Income Tax and so are not affected
by the policy changes (as their income is below the UK-wide Personal Allowance).

e The take home pay of taxpayers in the top decile of income is expected to fall most, by
£1,527 (1.6% of their gross income). The policy changes are therefore highly progressive.

e The take home pay of taxpayers earning less than the median wage (£26,900) is expected to
fall by a modest amount - by up to £3 per year, on average.

e The policy has no effect on the lowest earning taxpayers (those earning up to £14,732).

Impact on households

e The household level results broadly mirror the findings at taxpayer level.

e The top decile is expected to see the largest decrease in their net income, both in cash terms
(£1,546) and as a proportion of their net income (1.7%). This confirms that the policy changes
are highly progressive.

¢ Although all household deciles will see a reduction in their net income, on average, the impact
is modest for the lowest 10% at £5 per year (0.05% of their income). This is because there
are fewer taxpayers in the lower-income deciles.

e The policy will result in a small reduction in inequality (the Gini coefficient will fall 0.31
percentage points).

Impact by Age and Gender

e The majority of Scottish taxpayers (71%) are aged between 25 and 64 years as (i) many
young adults are still in full-time education or training and are therefore unlikely to earn
enough to pay Income Tax and (ii) those who are of pension age (65+) may have incomes
that fall below the UK-wide Personal Allowance of £12,570.

¢ For many taxpayers, average earnings tend to peak in middle age. Taxpayers aged between
45-54 will therefore be impacted disproportionately, contributing 27% of the extra revenue
raised from this year’s tax policy.

e Since men tend to have higher incomes than women and are more prominent amongst top
earners, they will be impacted disproportionately by the policy, contributing 74% of the extra
revenue raised.

Conclusion

e This analysis shows that the policy decisions taken at this Budget are highly progressive, with
the highest earning taxpayers and households seeing the largest change in the amount of tax
paid. These tax revenues are used to invest in and maintain our vital public services.



Introduction

The analysis considers the impact of the Income Tax policy changes announced in the 2023-24
Budget on both individual taxpayers and households across the income distribution. It is
important to consider both these perspectives, as although Income Tax is levied on an individual
basis in the UK, household composition matters to fully assess the equality implications of the
policy. For example, this is because a high income taxpayer might be the main family earner,
supporting a partner and/or children. For example, there are around 16,000 households (0.5%)
with a sole earner and dependent children.

The analysis covers the following policy choices announced at this budget?:
e Reducing the Top Rate threshold from £150,000 to £125,140

« Maintaining the Higher Rate threshold at £43,662

« Maintaining the Basic Rate band at £13,118

e Maintaining the Starter Rate band at £2,162

e Increasing the Higher Rate of tax to 42 pence

Increasing the Top Rate of tax to 47 pence

The analysis considers the impacts of these policy choices on taxpayers and households in
2023-24, compared to a situation where all thresholds, except the Top Rate threshold, had
increased in line with inflation in 2023-24. Overall, and on this basis, we estimate that the
policy could provide £519 million for investment in public services. This approach is different
from the policy costing, and the baseline, used by the Scottish Fiscal Commission (SFC)
whose official forecasts underpin the Scottish Budget.

1 Further information can be found in our Income Tax fact sheet.



https://www.gov.scot/isbn/9781805253457

Key facts about Scottish taxpayers in 2023-24

We estimate that there will be around 4.6 million adults living in Scotland in 2023-24 of which
2.8 million (61%) pay Scottish Income Tax. This means that a significant proportion, around
39%, or 1.8 million adults, will not pay Income Tax because their income is less than the UK-
wide Personal Allowance of £12,570. This may be because either they are in work but earn
below this level, or they do not work, they are in full-time education, have full-time caring
responsibilities or are retired and their income is below that threshold for example.

As illustrated in Chart 1, around 50% of Scottish adults will pay either the Starter Rate (19p),
Basic Rate (20p), or the Intermediate Rate (21p) of Income Tax in 2023-24. While Starter Rate
taxpayers earning up to £14,732 will not be impacted by this year’s policy changes, those in the
Basic and Intermediate Rate bands will only see a modest impact on tax paid of up to £15 per
annum.

Only 11% of Scottish adults will pay the Higher Rate (42p), and 0.7% of the Scottish adults pay
the Top Rate (47p). Despite this, these individuals are estimated to account for 65% of the total
Income Tax take in 2023-24 which highlights the reliance of receipts from top earners.

Chart 1: Scottish taxpayers by band as a proportion of the adult population, 2023-24
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Table 1 shows the estimated income distribution of Scottish taxpayers for 2023-24, split into
guarters. For example, someone earning between the UK-wide Personal Allowance (£12,570)
and £18,700 would be among the lowest earning 25% of taxpayers in Scotland.

Table 1: Estimated income distribution of Scottish taxpayers, 2023-24

Taxpayer Income Quartiles Annual income of less than
75% £40,300
50% (Median Income) £26,900
25% £18,700

Box 1. Threshold freezes and ‘fiscal drag’

The Scottish Fiscal Commission (SFC) forecasts average nominal earnings to grow by 4.1% in
2023-24. Freezes and reductions to Income Tax thresholds announced in this year’s Budget
therefore mean that more people are being pulled into higher tax bands while the tax burden
on existing taxpayers is increased. Likewise, the UK Government's decision to freeze the UK-
wide Personal Allowance will mean some individuals will pay Income Tax for the first time. This
effect is also known as ‘fiscal drag’.

This is illustrated in Chart 2 below which shows how the proportion of Scottish adults in each
tax band is expected to change over time. While 8% of adults paid the Higher Rate in 2020-21,
this figure is expected to increase to 11% by 2023-24. For example, the reduction in the Top
Rate threshold means that an extra 12,000 taxpayers will pay the Top Rate of Income Tax for
the first time.

Chart 2: Scottish taxpayers by band as a proportion of the adult population, 2020-21 to
2023-24
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Distributional analysis

People’s living standards are affected both by the performance of the Scottish economy and by
the direct impact of government decisions, including on tax and public spending. Our analysis,
which is consistent with the SFC’s published forecasts for the Scottish economy and Income
Tax, shows the effect of this year’s Income Tax policy decisions on taxpayers in 2023-24,
compared to a counterfactual scenario where all thresholds — bar the Top Rate threshold —
increased in line with inflation (see Annex for full details).?

This analysis is done on a static basis and does not include behavioural effects. It also presents
only some of the factors which will drive taxpayers’ income and living standards and,
importantly, does not take into account the impact of other government policies or spending
decisions on the wider Scottish economy, such as changes to the National Living Wage.

Impact across different levels of taxpayer income

Chart 3 presents the impacts of this year’s policy on Scottish taxpayers by income decile. This
approach divides the taxpayer population into ten equal groups, with decile 1 representing the
10% of taxpayers with the lowest income and decile 10 the 10% of taxpayers with the highest
income.

It shows that this year’s policy decisions have been highly progressive as those with the
greatest ability to pay (income decile 9 and 10) are expected to see the largest decrease in their
take home pay, both in cash terms and relative to their gross income. This is because the tax
changes — in particular the 1p increase in the Higher and Top Rate and the reduction in the Top
Rate threshold for the very higher earners (over £125,140) - are targeted at the upper end of the
income distribution.

2 This year’s counterfactual scenario is different from the approach used in previous years which considered the
distributional impact against the Scottish Government’s Income Tax policy choices on Scottish taxpayers since
devolution in 2016-17. This allows us to highlight the impact of this year’s policy measures specifically.



Chart 3: Impact of Income Tax policies on individual Scottish taxpayers across the
distribution in 2023-24
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Despite this, most taxpayers will see a change in their take home pay. However, the change is
modest for those earning less than the median wage (£26,900) as they pay only up to £3 per
year more in tax on average (or 6 pence per week), equivalent to 0.01% of their gross income.
The lowest earning 9% of taxpayers (earning up to £14,732) will not be affected by the policy.

The highest earning 10% of Scottish taxpayers will see the largest decrease in their take home
pay, both in cash terms (£1,527) and relative to their gross income (1.6%).

Chart 3 also breaks down the impact of the different components of the policy package. On
average, taxpayers in the top decile (earning above £57,100) will see the largest impact on their
take home pay from the Higher Rate threshold freeze.

However, it is important to remember that the analysis shows average effects on taxpayers
within each income decile, but there will be variation around this average. Generally speaking,
rate changes are more progressive than threshold changes as the impact increases in line with
income. For example, taxpayers earning £1 million — who will also fall into the top decile - would
see their take home pay fall by £11,830, predominantly driven by the 1p increase in the Top
Rate.

Impact across different levels of household income



This section extends the taxpayer analysis by looking at the impact of the policy changes across
the household distribution and different types of households. As the household model does not
include behavioural responses to tax policy, all the analysis below is on a static basis.

As noted above, Income Tax is levied on an individual basis in the UK so this type of analysis
also takes into account the number of people in the household, its composition, and interactions
with the wider (UK and Scottish) tax and benefit system which partly operates on a benefit unit
basis. For example, this approach also accounts for the fact that some high income earners
may be the main family earner, supporting a partner and/or children. Our analysis finds there
are around 16,000 households with a sole earner and dependent children. There are also
around 98,000 households entitled to Universal Credit and paying Income Tax some of which
will not be impacted by the tax measures. Finally, it also includes individuals who do not
currently pay tax and hence are not directly affected by this year’s Income Tax measures.

Therefore, the income deciles in this approach are different from those above, as they cover the
impacts on the whole adult population, grouped by households, rather than just taxpayers.
Moreover, the income measure used in the analysis is equivalised net household income after
housing costs to account for the differences in a household's size and composition.

The results, as shown in Chart 4, broadly mirror the findings for the taxpayer population: the tax
policy changes implemented by the Scottish Government are highly progressive across the
household distribution.

Although all household deciles will see a reduction in their net income, on average, the impact is
modest for the lowest 10% at £5 per year (0.05% of their income). This is because there are
fewer taxpayers in the lower-income deciles and taxpayers earning up to £14,732 will see no
change in their tax liability. Compared to the taxpayer analysis which shows that the decrease in
take home pay is largely concentrated in the two top deciles, the distribution of losses is more
dispersed when measured at the household level. Some lower income households may
experience a small rise in benefit payments due to the increase in tax affecting their Universal
Credit entitlement.

Nevertheless, these results confirm that the policy was progressive as the highest earning 10%
of households will see the largest decrease in net income, amounting to £1,546 (1.7% of their
net income).



Chart 4: Impact of Income Tax policies on households in 2023-24 by equivalised net
household income decile, after housing costs
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Another way to assess the progressivity of a tax system as a whole and its impact on inequality
is to estimate the change in the Gini coefficient,® an internationally recognised measure of how
equally income is distributed across the population. A reduction in the Gini coefficient would
reduce income inequality and would therefore mean that the tax policy is more progressive.

As illustrated in Table 2, the analysis shows that this year’s Income Tax policy will result in a small
reduction in inequality, as measured by the Gini coefficient (a fall of 0.31 percentage points).
Given the small size of these estimates, they will be highly sensitive to measurement error as well
as methodological choices and thus should be treated as solely indicative. Note also that the
measures given here are modelled estimates which do not necessarily align with official statistics,
for example because benefit income is simulated rather than taken directly from the Family
Resources Survey (FRS).

3 The Gini co-efficient is a measure of how equally income is distributed across the population. It takes a value
between 0 and 1 where O represents perfect equality.



Table 2: Differences in inequality, equivalised household disposable income after housing
costs

2023-24 Policy Counterfactual Difference
Scenario 2023-24 (percentage point)
Gini coefficient 31.73% 31.42% -0.31

Impact by equality group

This section considers the impact of this year’s policy changes on some equality groups where
data is available, including disability, gender and age and to some extent marriage/civil
partnership and maternity.*

That said, Income Tax changes apply regardless of protected characteristics such as sex, race
or disability. Any equalities impacts will therefore reflect the composition of the Income Tax
paying population, and distribution of those living with protected characteristics within it.

Impact across different types of households

As noted above, household composition also matters in assessing the impact of the Scottish
Government's Income Tax policy choices on the Scottish population and the analysis therefore
also considers the impact by household type.

Our analysis shows that, on average, 24% of people in all households are estimated to
experience a reduction of their household net income of over 1%. However, the impact varies
significantly across different types of households.

As shown in Chart 5, a higher than average proportion of people in households with children
(30%) and people in households with two or more earners (30%) will experience a reduction of
over 1% of household income. By comparison, a lower than average proportion of people in
households with a disabled member (16%) and people in households with one earner (16%) will
experience a reduction of 1% or more. Finally, only a relatively small proportion of people, e.g.
only 7% of people in households with young mothers, 7% of people in households with lone
parents and 6% of people in households with no earners, will experience a reduction of 1% or
more.

4 The Equality Act (2010) protects people against discrimination and the Act identifies nine protected characteristics,
including Age, Disability, Gender reassignment, Marriage and civil partnership, Pregnancy and maternity, Race,
Religion or belief, Sex, and Sexual orientation. For some protected characteristics, information on income and
poverty is limited. Therefore the analysis in this note, which is largely based on taxpayer information from the Survey
of Personal Incomes (SPI) can only explore impacts on gender, age and disability.



Chart 5: Proportion of people in households with a more than 1% reduction in equivalised
household disposable income after housing costs, by type
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Impact by Gender

While women are expected to account for around 52% of all Scottish adults, they are expected to
make up only 45% of Scottish Income taxpayers in 2023-24. There are a number of factors
explaining this. First, while the proportion of women in work has increased over the past
decades, there are still relatively more men than women who are in full-time work. Second,
women tend to have lower earnings, on average, than their male counterparts. There are many
drivers to the gender pay gap including:

women still being regarded as the primary caregiver in a household. This can
disproportionately impact women through a range of discriminatory practices, such as
pregnancy and maternity discrimination which assumes that motherhood detracts from a
worker’s productivity or value.

a lack of access to affordable, high quality childcare and as unpaid carers for other adults,
such as an older or disabled family member. This can mean women are prevented from
accessing better paid, secure jobs, from progressing to senior roles, or to taking more time
out of the labour market to look after family and children.

women continue to be paid less, on average, than their male counterparts for similar jobs.
The gender pay gap for full-time employees in Scotland increased from 3.0% in 2021 to
3.7% in 2022, although this is still below the gap of 7.2% in 2019 (pre-pandemic). It is also
below the UK gap of 8.3%.
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These trends are also evident in the Income Tax data. Median income of male taxpayers is
forecast at £30,500 in 2023-24, compared to £23,600 for women. There are also relatively more
men who pay the Higher and Top Rate. As a result, male taxpayers are expected to contribute
around 69% to total Income Tax liabilities in Scotland in 2023-24, and 74% of the revenue
raised by this budget’s policy changes come from males. In general, half of Income Tax receipts
is paid by male Higher and Top Rate taxpayers, compared to 15% by women paying the Higher
and Top Rates, as shown in Chart 6.°

However, this does not necessarily mean that the policy has less of an effect on women,
especially when considering household composition and accounting for the fact that many
families will rely on the higher income from male earners to support households’ finances.

Chart 6: Contribution to Income Tax by gender and marginal rate, 2023-24
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Impact by age

The majority of Scottish taxpayers (71%) are aged between 25 and 64 years, this is explained by
a number of factors. For example, many young adults are still in full-time education or training
and are therefore unlikely to earn enough to pay Income Tax. Likewise, those who are of pension
age (65+) may have incomes that fall below the UK-wide Personal Allowance of £12,570.

For many taxpayers, average earnings tend to peak in middle age. Taxpayers aged between 45-
54 years are expected to have the highest average income in 2023-24, at around £41,300 a
year, as shown in Chart 7. As a result, taxpayers in this age bracket are expected to make the
largest contribution to total Income Tax liabilities in 2023-24, at around a quarter, or 24%.

5 Some Income Tax records, accounting for 2.4% of total liabilities, do not have a gender indicator.
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Nearly three quarters (74%) of the revenue raised from the 2023-24 policy measures will be
raised from those aged 35-64 who make up 54% of taxpayers while around 27% of the extra
yield will come from those aged 45-54 years. While some taxpayers under the age of 25 and
over the age of 65 will also see their tax liabilities increase, their contribution per head is lower
than for those middle-aged taxpayer cohorts.

Chart 7: Average income of Scottish taxpayers by age group, 2023-24
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ANNEX A: Methodology
1. Underlying dataset and projections

The starting point for the distributional analysis is HMRC’s Survey of Personal Incomes (SPI).
The SPI comprises a detailed sample of over 40,000 anonymised Scottish tax records, which
are weighted to be representative of all Scottish taxpayers. For each record, there is detailed
information on sources and level of income, age group, gender and a range of other relevant
variables. Data is only available with a significant lag so the latest available data is for the
financial year 2019-20.

The SPI data is then rolled forward, using assumptions about future growth in earnings and the
number of taxpayers, to provide forecasts of the Scottish Income Tax base in future years.
These assumptions are consistent with the economic forecasts published by the Scottish Fiscal
Commission (SFC) alongside the Budget.

The household level analysis in this report uses UKMOD, an open-access microsimulation
model developed by Institute for Social and Economic Research (ISER) at the University of
Essex. The model applies tax and benefit rules to a set of individual and household-level data,
allowing the user to simulate and compare alternative scenarios.

The input data in UKMOD is derived from DWP’s Family Resources Survey (FRS). The analysis
in this report uses the latest three years of FRS data, namely 2016-17, 2017-18, and 2018-19.
To pool the data, the grossing weights used to scale the FRS sample to the whole population
are divided by the number of data years, in this case three. The model uprates income
components and other monetary variables from each year of data to the year of analysis using a
range of sources, including historical data and forecasts by the Office for Budget Responsibility
(OBR), but no adjustments are made for demographic change.

2. Tax parameters

The analysis compares tax liabilities across the different income deciles under the 2023-24 policy
proposal, as set out in the Scottish Budget, and a hypothetical scenario where the Personal
Allowance is frozen at £12,570 and all thresholds are uprated with CPI inflation (10.1%). These
tax parameters are summarised in Table A.1. The Scottish Fiscal Commission (SFC) used a
different counterfactual scenario for their official budget forecasts and policy costings.
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Table A.1: Tax parameters

2023-24 Policy

Counterfactual Scenario 2023-24

Band Rate Band Rate
£12,571 - £14,732 19% £12,571 - £14,951 19%
£14,733 - £25,688 20% £14,952 - £27,013 20%
£25,689 - £43,662 21% £27,014 - £48,072 21%
£43,663 - £125,140 42% £48,073 - £150,000 41%

Above £125,140 47% Above £150,000 46%
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