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Foreword 

 

 

I am pleased to present this report on the administration of the 

UK’s Pay As You Earn (PAYE) at such an important time. The UK 

economy is changing dramatically, as technological change 

provides us with new and exciting opportunities.  It is important 

that the Government and its departments keep up with these changes and ensure the role 

of the state is effectively supporting its citizens. 

 

It is with this in mind that I examine the relationship between Her Majesty’s Revenue and 

Customs and UK taxpayers and consider how we might be able to use examples of countries 

around the world in order to deliver a more effective and user-friendly system. 

 

Factors including the changing nature of the workforce, a growing self-employed community 

and the complexity of our current system leading to significant overpayments presents an 

opportunity to policy makers to be bold and ambitious in modernising our tax collection 

process. 

 

It is my firm belief that we need to involve the taxpayer in this process. It is them who can 

improve the accurate flow of information throughout the fiscal year. Greater participation 

of the individual is essential to take our tax system into the 21st century.  

 



 

 

I hope my recommendations set out in this paper stimulate action and I look forward to 

discussing them with colleagues in the house and the wider tax community. 

 

 

 

Ian Liddell-Grainger MP 

Chairman, All-Party Parliamentary Taxation Group 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

Summary  

The basics of how the people of the United Kingdom (UK) pay taxes came into effect toward 

the end of World War II. Like many industrialized nations during the war, the UK needed to 

find more efficient and effective ways of taxing working individuals to meet the demands of 

war – and then, soon after, the demands of a growing government. The system created was 

known as Pay As You Earn (PAYE). PAYE is a system of income tax withholding that requires 

employers to deduct income tax – and, in some cases, the employee portion of social 

benefit taxes – from each paycheck delivered to employees. Employers then must remit the 

deducted amount to the proper government authority.  

 

Along with providing more regular and effective taxation, the PAYE system was also 

designed with the intent to reduce the burden on individual taxpayers by shifting 

responsibility for withholding taxes to employers and estimating how much one owes to Her 

Majesty’s Government.   

 

In the years after World War II the PAYE system worked fairly well. But, beginning in the 

1990s, globalisation, the rise in self-employed and part-time workers, and the growing 

complexity of the UK tax code – including the introduction of tax credits to replace and/or 

enhance direct expenditures on welfare – have underscored the weakness and inflexibility 

of the PAYE system. 

 

This paper will review the history of PAYE, describe the challenges ahead, and make 

recommendations on how to modernise PAYE for the 21st Century. 

 



 

 

History of PAYE 

The Pay As You Earn (PAYE) system of withholding income tax from earnings and pension 

requires precise, cumulative deduction – i.e. when calculating tax due each week or month, 

the employer considers income not simply for the period in question but for the whole of 

the tax year to date.1 This system means that, at the end of the tax year, the correct amount 

of tax should have been withheld and the taxpayer does nothing in the way of compliance. 

While this methodology appears expedient, it becomes increasingly deficient over time.   

 

In 2013 PAYE moved to a real-time reporting system, meaning salary payments needed to 

be recorded in real time (when paid out) rather than just at the end of the year. 

 

Prior to the changes, employers would deduct tax from a worker’s monthly pay, but only 

yearly would they submit a file to HMRC relating to that employee’s earnings, relevant non-

cash benefits, and factors affecting taxes owed. Under the new system employers must 

notify HRMC each time a payment is made. For most employees this requires data to be 

submitted after each payday. 

 

Initially PAYE covered almost all taxpayers – eliminating any compliance for almost all UK 

taxpayers.  The typical household had one income earner, and that earner worked for one 

employer that filed and withheld taxes through PAYE. In recent years, however, a growing 

number of taxpayers are not benefiting from the promise of PAYE and, in fact, are having to 

effectively file their own taxes because the PAYE system does not match well with the 

                                                           
1
 Thomas Pope & Thomas Waters, “A Survey of the UK Tax System,” Institute for Fiscal Studies, 2016 



 

 

growing complexity of the British tax code and the changing nature of the family and 

workplace.  

 

PAYE vs. Self-Assessment 

Like most advanced countries, the UK tax collection system is based on the principle of 

withholding. Typically this relies on one’s employer withholding an estimated amount of 

taxes and submitting the monies to the appropriate revenue authority. In the case of the UK 

this is HM Revenue and Customs (HMRC).  

 

Withholding increases the likelihood of compliance and, in many countries around the Great 

Depression and World War II, withholding became commonplace as the need for a steady 

and larger sum of revenue was required by government. 

 

Prior to the era of globalisation, withholding was a fairly easy-to-implement and expedient 

way to collect revenues. Individuals worked at large companies or government entities, 

either for life or long periods. Switching jobs was rare and most families had just one income 

earner. But, as times have changed, it has become increasingly challenging to ensure the 

correct amount of tax is paid.  

 

As the problem of accuracy has grown, countries have tried a number of solutions. The UK 

utilises exact cumulative withholding, which is a complex process in which the government 

gives employers instructions about how much tax to withhold. This includes changing rates 

of withholding to help ensure the right amount of money is withheld even if there are 

fluctuations in income. Other changes include automation of information. But the goal of 



 

 

accuracy and ease for all taxpayers remains elusive, and the citizen generally has no 

awareness or involvement in their own taxation.             

 

   Box 1: Structure of UK Tax Payments System2 

 
 

 

Instead, roughly one-third of UK 

taxpayers file a tax return at the 

end of the year – a process 

known as Self-Assessment (see 

Box 1), an online software system 

operated by HMRC. 

 

Below is a list of taxpayer categories requiring a Self-Assessment: 

Box 2: Requirements for Self-Assessment3 

 You were self-employed – you can deduct allowable expenses 

 You got £2,500 or more in untaxed income (for example, from tips or renting out a property) 
–contact the helpline if it was less than £2,500 

 Your income from savings or investments was £10,000 or more before tax 

 Your income from dividends from shares was £10,000 or more before tax 

 You made profits from selling things like shares, a second home or other chargeable assets 
and need to pay Capital Gains Tax 

 You were a company director – unless it was for a nonprofit organisation (such as a charity) 
and you didn’t get any pay or benefits, like a company car 

 Your income (or your partner’s) was over £50,000 and one of you claimed Child Benefit 

 You had income from abroad on which you needed to pay tax  

 You lived abroad and had a UK income 

 Your income was over £100,000 

 You were a trustee of a trust or registered pension scheme 

 You had a P800 from HMRC saying you didn’t pay enough tax last year – and you didn’t pay 
what you owe through your tax code or with a voluntary payment 

 

                                                           
2
 The Right Hon. Alan Milburn, “Tax Reform for the 21

st
 Century,” April 2009 

3
 GOV.UK, https://www.gov.uk/self-assessment-tax-returns/who-must-send-a-tax-return 

 

https://www.gov.uk/self-assessment-tax-returns/who-must-send-a-tax-return


 

 

Superficially, having to do a self-assessment would seem to contradict one of the core 

reasons for the PAYE system – relieving taxpayers from needing to prepare and file 

complicated tax forms, while enhancing government desires to collect revenues easily and 

automatically. Of even greater worry is that, as challenges to the UK tax code have grown, 

so too has the reliance on the Self-Assessment, raising questions about whether the PAYE 

system can really be salvaged to meet its original intent of providing the UK with an 

accurate, efficient, and low-burden (on taxpayers) tax system.   In the modern economy and 

society, self-assessment in some form is beginning to become an imperative if accuracy, 

completeness and fairness are to be a priority in a nation’s tax system. 

 

Indeed, the situation begs the question of whether taxation and the economy in the modern 

era have reached levels of complexity that makes a system like PAYE anachronistic. The only 

party that has all the relevant information about an individual’s economic and family 

circumstances pertinent to his taxation is the individual himself, not the government and 

not the individual’s employer.   

 

Challenges to PAYE 

Accurate and complete information would be the key to PAYE. Yet the many economic 

changes that have occurred since PAYE was first established in 1944 have made it far more 

difficult for the government to know enough to properly calculate taxpayer economic 

circumstances or even to independently get precise and complete data regarding taxpayers. 

Below we highlight some of these changes: 

  



 

 

The Mobile Workforce 

The era of the lifetime job has long gone. Today’s British workers can expect to change jobs 

at least six times over their life.4 In addition, a growing number of labourers work part-time 

rather than full-time – or they hold more than one job in order to earn enough income to 

support themselves and their families. About a quarter of the UK total workforce hold part-

time jobs.5 All these factors make it more difficult to track income information solely 

through employers and without the direct input of the taxpayer. Particularly problematic for 

PAYE is it relies on tax codes that determine the amount of tax paid over a year. If two or 

more employers are involved, PAYE will often not withhold the correct amount of tax 

because the system has trouble accommodating information from more than one employer.   

 

Women and the Workforce  

Another major change is the number of people in the workforce. Today, almost 70 percent 

of women aged 16 to 64 are in work – and many families now have two income earners 

instead of one.6 The growing number of women in the workforce has helped grow GDP, 

increase productivity, provide greater income, and improve the general economic wellbeing 

of families. But, for the purposes of tax collection, trying to estimate the amount of tax 

owed by two workers is inherently more difficult than one.   

  

                                                           
4
 Lexi Finnegan, “Britons in the workplace: The figures that lay bare the life of an average British employee,” The Telegraph, 

August 2017 
5
 The Right Hon. Alan Milburn, “Tax Reform for the 21

st
 Century,” April 2009 

6
 Emily Duggan, Number of women in work in Britain hits record high – but figures show the gender pay gap is growing too, 

Independent, 2017 



 

 

Self Employed 

The number of self-employed workers has also risen significantly and is projected by 

economists to grow further in the years and decades ahead. The linchpin of the PAYE system 

has always been employer withholding. The system only works when the employer is taking 

out the right amount of tax. But we have seen the breakdown not only of lifelong jobs but a 

rise in the number of self-employed in the “gig” economy.   

 

According to the Office of National Statistics (ONS), the level of self-employment in the UK 

increased from 3.8 million in 2008 to 4.6 million in 2015. The biggest increase in self-

employment has been seen among part-time workers, which grew by 88 percent between 

2001 and 2015, compared to 25 percent for the full-time mode.7 

 

As Box 2 highlights, self-employed individuals must file a Self-Assessment – something not 

required of traditional wage workers at firms. Of course, with the number of self-employed 

expected to grow, so too will the number of taxpayers who must file a Self-Assessment. 

Once again, the direct engagement of the taxpayer becomes increasingly essential if we are 

to have an accurate, complete and fair tax system. 

 

Error Rates 

Another challenge for the PAYE system is the growing complexity of the tax code. Tax 

complexity has traditionally led to errors in all tax systems, and the United Kingdom is no 

exception. Since the late 1990s the UK tax code has been increasingly used to achieve social 

and economic policy goals. Many of these goals are worthwhile, and the use of the tax code 

(via tax credits) to likewise deliver benefits has been effective in improving the lives of our 
                                                           
7
 Office of National Statistics, “Trends in self-employment in the UK: 2001 to 2015” 



 

 

citizens. But there is a price, and, in the case of the PAYE system, the price has been an 

increase in overpayments and underpayments to those who qualify for tax credits. 

 
 

In the United Kingdom, tax credits are administered by HM Revenue and Customs (HMRC). 

Depending on their income and circumstances, UK households have access to two tax 

credits:  

 The Working Tax Credit (WTC), which is paid to people who work and are on a low 

income – regardless of whether they are employees, self-employed, or have 

children.  

 The Child Tax Credit (CTC), which is paid to people who have children. It is paid in 

addition to child benefits and regardless of employment status.  

 

These tax credits replaced the Working Families Tax Credit and Disabled Persons Tax Credit, 

which were introduced in 1999. As of April 2017, 4.1 million families – containing 7.2 million 

children – were receiving tax credits. Of those families, 3 million (72 percent of the total) 

were employed and, of that number, 2.5 million had children.8  

 

In the UK, total expenditure on tax credits is forecast to be £27.6 billion in 2017-18,9 a 

number that increased significantly in real terms during Labour’s term in office, but has 

fallen slightly since 2011-12. 

 

The history of UK tax credits begins in America. During the late 1990s the Labour Party was 

scouring America – the Clinton Administration, in particular – for ideas on how to raise 

                                                           
8
 HMRC, Personal tax credits: provisional statistics: April 2017, 12 May 2017 

9
 DWP, Benefit expenditure and caseload tables: Spring budget 2017 

https://www.gov.uk/government/statistics/personal-tax-credits-provisional-statistics-2013-to-2009
https://www.gov.uk/government/statistics/personal-tax-credits-provisional-statistics-2013-to-2009


 

 

incomes for the poorest Britons. One idea that came about in discussions with U.S. think 

tanks and Administration officials was the Earned Income Tax Credit (EITC).   

 

Most analyses of the impact of tax credits indicate they are a positive force in encouraging 

work and employment, and suggest they have had an important role in reducing child 

poverty rates and in helping maintain low- to middle-income families’ living standards – 

particularly with the stagnation of earnings in the mid-2000s.   

 

When the tax credits were first expanded under the Labour government, the goal of the 

policy was to incentivise work and employment over public benefits and reduce the number 

of children in poverty by half. While that target has not been met, the successful impact of 

the tax credits has still been profound:  

• For children, the poverty rate – defined as the number of children living in 

households with an income below 60 percent of the median – fell from 26 percent in 

1997 to 18 percent in 2010.  

• Without the expansion of the tax credits in the late 1990s and then again early last 

decade, some have estimated that the child poverty rate would have risen and not 

stayed flat. So the true benefit of the tax credits is probably even bigger than the 

numbers indicate. 

 

While the economic and societal value of the CTC and WTC should not be in question, there 

is one troubling issue concerning tax credits: the ongoing error rate within PAYE – in 

particular, the problem of incorrect payments. 

 



 

 

As with any new programme, there are often errors in the initial years following launch. In 

the first year of the new tax credits, almost a third of the amount claimed was due to 

overpayments. This continued for the next several years; although, by the end of the 

decade, the rate of overpayments had dropped to 20 percent of claims.10 

 

Unfortunately, the level of error and fraud in the tax credits system is growing again. The 

National Audit Office (NAO) has stated that error and fraud are expected to grow from the 

current levels of £1.57 billion in overpayments and £210 million in underpayments. This is 

up almost 15 percent from £1.37 billion in the previous year, and it is the first increase since 

2010.11  

 

Part of the reason for the high error rate is that the PAYE strategy was never a good match 

for the tax credits. The UK’s PAYE system has always been focused on tax collection, not 

payments. The lack of experience in serving as a programme deliverer – combined with staff 

shortages and a lack of engagement and participation of taxpayers in the process of 

determining their own taxation – has been a major stumbling block throughout the life of 

the tax credit programme. In addition, there have been and continue to be a number of IT 

challenges of adapting the PAYE system to the tax credits.12   

 

At their inception, tax credits were administered by employers and the HMRC and paid 

through the claimant’s monthly paycheck. This was because integrating tax credits into PAYE 
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 Anthony King and Ivor Crewe, The Blunders of our Government, 2013, Oneworld Publications, London, 
England. 
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 http://www.dailymail.co.uk/news/article-4698230/Government-hands-1-6bn-tax-credits-mistake.html 
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 Anthony King and Ivor Crewe, The Blunders of our Government, 2013, Oneworld Publications, London, 
England. 



 

 

would have been too costly to administer and provided very little incentive for the 

individual to move into work, as the benefit they received would be largely invisible to 

them. Instead employers had to use the pool of money they withheld from their employees 

to draw down for additional payments to those claiming tax credits. The Right Honourable 

Alan Milburn, a former Labour Chief Secretary to the Treasury during Prime Minister Blair’s 

Premiership, described the reason for the inaccurate and significant overpayments as a 

result of the state not having enough information about people’s lives to accurately 

determine tax credit eligibility.13 

 

In recent years HMRC has tried to reform the tax credit system to reduce over- and 

underpayments. The de facto solution has been to require more and more responsibility 

from taxpayers. This means claimants must file something that essentially looks like a 

preliminary tax return.14 The institution of this raises fundamental questions about the 

underlying assumption of the Revenue already having sufficient information about the 

taxpayer for government and the employer to independently determine the accurate 

amount of tax to levy on an individual and family. If this assumption is as flawed as it 

appears to be, it commands serious re-evaluation in the context of enlightened tax policy. 

 

Of further concern is the fact that reform efforts have also found the challenge of 

integrating PAYE and the tax credits to be more than difficult. In 2012, the Coalition 

Government proposed the Universal Credit, a plan to simplify and strengthen the welfare 

system. Part of the plan included combining the CTC and WTC with four other anti-poverty 

programs into a single credit. While the Universal Credit is well intentioned and has great 
                                                           
13

 The Right Hon. Alan Milburn, “Tax Reform for the 21st Century,” April, 2009 
14

 These forms can be found in Appendix 1 and Appendix 2. 



 

 

potential, its implementation has faced great difficulties and even now some are calling for 

a delay. 

 

Recommendations 

The PAYE system faces a number of challenges that are systemic and here to stay. As 

originally constructed, PAYE and the more simplistic societal and economic assumptions 

that underlie it do not work as well as they once did. To improve tax accuracy and 

completeness – and economic credit eligibility – our tax system requires more and more 

taxpayer involvement and participation, and thus for individuals to perform Self 

Assessments and, in the case of tax credit claimants, the detailed reporting of personal 

information. These undeniable realities must bring about a re-evaluation of tax 

administration assumptions, looking to other models, like Canada and the United States, 

where taxpayers’ engagement in their own taxation is essential to the effective functioning 

of an enlightened tax system in the 21st century. 

 

At a minimum PAYE would need to be modernised and redesigned to better meet its 

mission and involve the taxpayer in the process. However, a more compelling case can be 

made that it actually needs to be wholly replaced.   

 

There are a number of approaches that should be advanced to replace or improve PAYE.   

 One, it may be time to acknowledge that significant taxpayer input is needed to 

ensure accuracy, completeness and fairness. But, rather than only engaging the 

taxpayer at the end of the process when taxes are due, the HMRC should look at 

different ways to directly involve taxpayers throughout the tax year to improve the 



 

 

flow of information for accuracy, and for the citizen to then drive the process of their 

end-of-year tax return reporting, reflecting the facts of their economic and family 

lives. Significantly increased citizen engagement is essential and should be 

encouraged, not discouraged or minimised. 

 Second, recognise that the goals of providing most Britons with automated tax 

returns minimising or precluding their involvement while also lowering error rates 

and inaccurate payments may be mutually exclusive in an age where more and more 

individuals are self-employed, work more than one job, have two earner incomes, 

and/or have significantly more complex family lives and structures than in the World 

War II era when PAYE was envisioned and implemented.  

 Third, consider reforms that adopt what is best about other countries’ tax systems, 

particularly those built on the principle of the necessity of citizen engagement in 

their own tax affairs, such as Canada and the United States. Increasing civic 

engagement by requiring more Britons to participate in the creation of their own tax 

returns might actually be beneficial to the economic health of not only the individual 

family but the nation. It could increase tax transparency so taxpayers could see for 

what – and to what level – they were paying tax. It could improve year-round 

financial decision making and planning for individuals and families. It should also 

reduce compliance costs for businesses. 

 Fourth, assess the need for more resources for the HMRC to target errors and fraud 

regarding the tax credits through focus on compliance – and revenue collection in 

general. 

 

  



 

 

Appendix 1: TC600 Tax Credit Form 

 

 
 

  



 

 

 
  



 

 

 
  



 

 

 
  



 

 

 
  



 

 

 
  



 

 

 
  



 

 

 
  



 

 

 
  



 

 

 
  



 

 

 



 

 

Appendix 2: TC600 Instruction Manual 

 



 

 
 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 



 

 

 


