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COMMENTS

The Council of Ministers urges members to reje ghroposition for the following
reasons —

. There are major practical and administrative iggilons of removing the
Social Security contribution ceiling at such shaotice that are not drawn to
members’ attention in P.154/2010. Deputy Southexs hot discussed the
implications of his proposals with the Social Ségubepartment.

. Extensive law drafting will be required before dbheproposals could be
implemented, and the rushed nature of this proposineans there is not
enough time to get it in place. There would alsarsaifficient time for the
Social Security Department and employers to impldrtige required changes
to IT systems.

. Removing the Social Security ceiling as earlywdg 2011 would significantly
increase employment costs and put jobs unnecssaarnisk. It would put us
out of line with key competitors, particularly Gaseey; and key individuals
and businesses could leave the Island, meaninghbatnpact of removing
the ceiling will be felt by all Islanders, includjrthose on low incomes, and
not just those earning above the ceiling. P.154)26imply ignores the
economic consequences of the proposals.

. The proposal of the Minister for Treasury and Reses to introduce 2%
Social Security contributions above the ceilingmsll thought through and
will —

- mean a more limited increase in employment ¢costs

- not take place until January 2012 when the eognwill have had
more time to recover;

- give employers and employees over 12 monthfatognd prepare for
the changes.

. Removing the Social Security ceiling would take2 £2million out of the
economy next year — far more than the proposecaser in GST (and even
the Council of Ministers’ total FSR tax proposalglich Deputy Southern
rather inconsistently sees as being damaging tedbeomy.

. The withdrawal of “20 means 20” would benefit taam higher incomes and
would be an extremely costly, blunt and ineffectivay to try and support
those on low and middle incomes that would be &dfbby the proposals in
P.154/2010.

. The removal of “20 means 20” would cost far mdnant Deputy Southern
suggests and would be a £25 million tax giveawahose on high incomes at
a time when we can least afford it as we face siratdeficits.
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. The lags in the tax system mean that those whefibdrom the removal of
“20 means 20” will not see the benefits until 200Bereas the removal of the
Social Security ceiling will take effect from Jubp11.

. Contribution rates (affecting those above and Wethe existing ceiling)
would have to rise by a further 1.4% in additionréonoving the ceiling to
cover the full cost of supplementation. This wouwltfect those on low
incomes that are outside the tax system.

. It would be unwise to undertake such major refdonSocial Security,
including raising Social Security rates, knowingttthe costs of the ageing
society and long-term care are likely to requirghler Social Security
contribution rates. Also, that future health caosts are likely to require
higher health insurance contribution rates.

. One of the key justifications for the proposals et in P.154/2010 is that
GST is ‘intensely regressive’, which is inaccurate.

Supporting analysis

Practical issues

In proposing that the earnings limit should be reetbfrom 1st July 2011, Deputy
Southern did not take the opportunity to discuss ithplications with the Social
Security Department before lodging. If he had deaghe would very quickly have
been made aware of the major implications of rempvhe earnings limit for Social
Security contributions and of creating differentiahtribution rates.

The current Social Security legislation is drafiadsuch a way as to make it very
difficult to implement changes of this nature. Tdare intricate connections between
the levels of contributions and benefits. The reah@f the earnings ceiling for Social

Security contributions removes much of the struetfrthe current law.

In order to ensure that earned income above thiagé consistently captured by the
new contributions rate, it will be essential tore®se the compliance powers under the
Social Security law and to consider the treatmdnéroployed, self-employed and
unearned income with much greater rigour, givenhilgger value of contributions to
be collected. This also leads to the need for cemable changes to current
legislation.

Deputy Southern does refer to contribution classepage 12 of his report, but he
assumes that his proposal can be implemented withfiecting the contribution
classes. This is not a practical proposition amdddntribution classes will need to be
addressed as part of the exercise to remove thegcei

In the knowledge that changes were likely to be entwl the ceiling, the Social
Security Department has already lodged a proposi(iB.163/2010) to provide
extensive Regulation-making powers to the Stategibly. This will allow decisions
on the earnings ceiling and other Social Securigttens to be implemented much
more quickly than under the current legislativerfeavork.
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That proposition will be debated on 7th Decembed anll need Privy Council
approval before it can be enacted. Whilst Privy i@auapproval is sought, the Social
Security Department will work with expert advisens a new framework for Social
Security which does not rely on a Social Securdtsnangs ceiling and allows for more
than one rate of contribution. This will take sealenonths to complete and will lead
to a set of Regulations which will need to be dethatand approved by the States.
Following that, extensive revisions will be requir® existing administrative Orders.
This process cannot be completed by 1st July 201l iawill be a challenging
timetable to complete it by 1st January 2012 ineorid implement the Council of
Ministers’ FSR proposals.

Even if the law drafting and the subsequent Stapgsoval could be completed before
July, that would leave no time for the major chantgethe IT system currently used
by Social Security. There will also need to be dento the IT systems of all local
employers. In future, contributions will be levied different rates depending on
earnings, and employers will need assistance teldp\and implement these changes.

Economic issues

The Fiscal Strategy Green Paper and accompanyimgosing analysis highlighted
the economic concerns with increasing Social Sgceontributions and raising the
Social Security ceiling in particular.

In general, economists see Social Security corttoblincreases as one of the least
growth-friendly tax changes, not least becausehag are paid by employees and
employers, they raise the costs of employing pedpie Green Paper highlighted that
raising the ceiling to £115,000 would have thedwihg concerns —

1. It would make it less attractive for highly-skillehigh-earning people
to work in Jersey.

2. It would increase the cost of employing people ahdoing business
in Jersey, which could put jobs at risk.

P.154/2010 proposes going one step further and wiegnahe ceiling completely,
which will have a greater impact than simply ragsthe ceiling and therefore increase
these risks. Figure 1 below shows that the incredabanean the burden on higher
incomes will rise significantly, as would the ca$temploying those people (which is
broadly the same as the additional tax paid byrtieridual) — in excess of £10,000 in
total in some cases.
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Figure 1: Removing the Social Security ceiling
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Not only are the risks increased by going furthred eompletely removing the ceiling,
but they are also amplified by the proposal to enptnt such a large change in one go
and as early as July 2011. The labour marketlisxgtak, as illustrated by —

- the results of the September 2010 Business Tendemcyey, which
showed that a net balance of -12% of firms redwregdloyment;

- 1,230 people were registered as unemployed andefctseeking
work in September, 320 more than a year earligh wbung people
disproportionately affected.

Improvements in the labour market are likely to tedpind any recovery in economic
activity. Increasing employment costs by such gdaemount, so early in the
recovery, will put jobs at risk by significantlyiseng employment costs.

It should also be noted that impact of removing ¢bding as set out in P.154/2010
will be to effectively take £45 million out of theconomy in a full year and
£22.5 million in the second half of 2011. This iEEmillion more than the proposed
increase in GST (net of compensation for the lemls®if).

In another proposition (P.157/2010), Deputy Soutrstates that the proposed rise in
GST “will push local businesses, especially loehilers, further into recession” and
that P.157/2010 would “give some breathing spac&’ ‘@voids the risk of tax rises

prolonging recession”. There is a clear inconsistemere that a tax increase taking
£15 million out of the economy in a way that isageised to pose the least risks to
the economy is seen as threatening recovery, whdbeae is no mention of the

economic risks of a proposal to increase employnedts, take an additional

£7.5 million out of the economy (above that progbbg the rise in GST) in a way

which is recognised to pose greater economic risks.

P.154/2010 fails to recognise that, while removihg Social Security ceiling will
initially only impact on those earning above théicg (£44,232 in 2011), it will make

it significantly less attractive for key individgato work in the Island and increase
business costs. The chart below shows why thisbgillhe case as it would put Jersey
out of line with some of our key competitors, boththe employee and employer side.
This will ultimately mean we will lose key individis and businesses, particularly
where businesses have operations in more tharuaedigtion and can easily transfer
business to the lowest cost jurisdiction. This wloldirm our economic prospects to
the eventual cost of all Islanders, whether theythe less well-off, middle-earners or
the better-off. P.154/2010 simply ignores the dyieann the Jersey economy and the
economic impact of removing the ceiling.
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Figure 2: Average Social Security contributionstia UK and Crown Dependencies*
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*Charts include announced changes to Social Sgdurlsle of Man, Guernsey and the UK. Isle of M#10/2011 Budget increased standard rate
11% and new 1% above the upper earnings limit, @ssrhas committed to raising employees upperregsiimit to same level as employers ove
several years. UK has committed to 1% increasé matas from April 2011.

The Council of Ministers’ proposal to introduce 2S6cial Security contributions
above the ceiling is designed to specifically adslithese concerns by —

- not increasing Social Security contributions bef2012;
- increasing contributions above the ceiling in@aemoderate way;

- giving employers and employees over 12 month8teand therefore time to
plan for the changes.

The Council of Ministers listened to the respondeatthe FSR Green Paper, where it
was clear Islanders have concerns about the ingradersey’s competitive position.
For example, one respondent said about raisin@aoleéal Security ceiling to £115,000
(never mind removing it completely) —

“This is a severe tax on jobs and would be a grshtck to employers
resulting in less recruitment and job losses rasgltin increased
unemployment”.

Withdrawal of “20 means 20"

The Deputy’s interpretation of “20 means 20" is legsling. He implies that
“20 means 20" impacts on the same group of eanmatswould be affected by the
removal of the Social Security ceiling. This isaer-simplification, and the reality is
that in general it impacts on those on much higheomes. The charts below in
Figure 2 show that the benefits of removing “20 ne20” tend to accrue to those on
high incomes and therefore significantly above ®ecial Security ceiling. For
married couples with 2 children and a large monégaigose who would benefit most —
both in cash terms and as a proportion of incorage-those earning about £150,000.
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In addition, the removal of “20 means 20" will béihbetter-off pensioners who have
a high income but no employment earnings, and wlauat therefore pay the higher
Social Security rates.

P.154/2010 also fails to recognise the real cosemioving “20 means 20" — which is
currently estimated to be about £25 million, ratthem the £10 million referred to in
P154/2010. In 2006 it was recognised that, basedhenproposals originally put
forward “20 means 20” would have raised signifibaim excess of £10 million, and
that in light of concerns raised in the “20 mea@%dnsultation, earlier proposals for
raising more tax from those on higher incomes wdddamended in the following
manner —

. Tax relief for children, including those in higheducation, would be retained
for all taxpayers.

. Relief would continue to be available on the fifd4t 000 of life assurance
premia on all policies in existence as at 31st bdumr 2006.

. Increases in tax exemption thresholds for all égeps of 2.5% per annum
would be included in Budget 2007, in respect of 3wears of assessment
2007 to 2009.

The biggest change to the original proposals was third one. Combining the
introduction of the phasing-out of allowances wigh commitment to increase
exemption thresholds for all taxpayers by 2.5% a ye 2007, 2008 and 2009. It was
intended that raising exemption thresholds in thaner would remove a significant
number of households entirely from the paymenerfand benefit those on so-called
“middle incomes”. These changes together cost & région of £10 million per
annum, which would not be recouped by withdrawig@ fheans 20".

If “20 means 20” is to be removed it will cost & iteore than £10 million suggested in
P.154/2010, and the increases in exemptions brangbtcompensate some of those
affected will remain.

In addition, because of the lags in the incomesistem, the impact of withdrawal of
“20 means 20" will do nothing to help most of theople next year when they are first
affected by the rise in Social Security contribonio
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Figure 3: Removing “20 means 20"
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Raising contribution rates

The third element of P.154/2010 is to remove tmeaiaing cost of supplementation
by raising Social Security contributions by 0.5%aally (0.25% on either side). A
total contribution rate of 10.5% above the ceiliwguld raise the gross sum of
£45 million. This would include States employeed aould create an additional cost
to the States as an employer of approximately &illlibn.

If the net sum of £43.5 million is used to redudee t£67 million cost of
supplementation, this leaves an additional £23|bomito be raised, to completely
remove the States funding of supplementation.

o] A 1% rise in contributions below the ceiling (wititoany supplementation)
raises approximately £12.5 million (net of the so$b the states as an
employer).

o] A 1% rise in contributions above the ceiling raiapproximately £4.0 million

(net of the costs to the states as an employer).
o] In total, a 1% rise in all contributions raiseset £16.5 million (2009 prices).
An increase of just over 1.4% would be needed actbe board to make up the

shortfall of £23.5 million. Assuming 0.7% eitherdsj this would result in the
following contribution rates —

Contribution rate Employee | Employer Total

Up to ceiling — SSF 5.9% 6.0% 11.9%
Up to ceiling — HIF 0.8% 1.2% 2.0%
Up to ceiling — total 6.7% 7.2% 13.9%
Above ceiling — SSF 5.9% 6.0% 11.9%

These calculations are based on income tax da@8)26r earnings above the ceiling.
Whereas there is little incentive for higher easndo avoid Social Security

contributions under the current system, the intotida of a rate above the ceiling
may well have the effect of encouraging higher eerno organise their remuneration
package in such a way as to avoid additional S&ealrity contributions. A rate of

11.9% in total above the ceiling is much more k&b have this effect than the
Council of Ministers’ proposal to introduce a rafe1%.

The complete removal of the funding of supplemeonaby the States would transfer
a bill of £67 million from the general taxpayer veorkers and their employers.
General taxation comes from a number of sourcediding personal income tax,
company income tax and GST. Personal income taestako account whether an
individual is married and whether they have chitdra single person paying income
tax will have earnings of at least £12,650. A natrtouple with 2 young children will
only pay income tax once their income exceeds 806z2year (wife not working).

On the other hand, Social Security contributions paid by individuals and their
employers. Contributions are paid by everyone wuykinore than 8 hours per week
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(at minimum wage this is £49.60 per week, or £2,680annum). Contributions are
paid by individuals and do not depend on maritaiust or dependent children.

Deputy Southern suggests that “a person on themmimi wage would see an increase
of 62p per week; a person on the average wage vpaylén extra £1.57".

These calculations are based on an increase oDd2ipo.
£6.20 x 40 x 0.25% = 62p and £630 x 0.25% = £1.57.

However, an increase of 0.6% would be needed toirgdite the States funding of
supplementation. This would increase the cost to —

£6.20 x 40 x 0.7% = £1.74p£90.27 per annum
£630 x 0.7% = £4.41p £229.32 per annum.

Many individuals with earnings in this range do may income tax but will be
required to pay these additional contributions. réhevill also be an impact on
employers in all sectors, who will see increasédla costs.

For example, a married couple with 2 young childnéro are below the income tax
threshold and are earning £26,000 a year will pagdditional £182 a year in Social
Security contributions (the GST bonus is currefl$3.60 p.a.).

Deputy Southern points out that his proposition Kesano attempt to address the
longer term solutions to deal with the increasethated on Social Security Funds
caused by changing demographics”. With contributiates expected to rise to meet
the costs of the ageing society and a separatdikalgto cover long-term care costs,
this is a convenient omission. The reality is tR&lt54/2010 would lead to significant
changes to Social Security contributions even lgefbe implications of these other
issues for contribution rates have been addressed.

The distributional impact of GST

Deputy Southern attempts to argue that GST isrise®y regressive’. The Council of
Ministers recognises that people are concernedtaheumpact an increase in GST
will have on the less well-off in our Island. Hoveyit is misleading to describe GST
as ‘intensely regressive’ —to a great extent.

As already pointed out in the draft Budget 201xhéd impact of GST on households
across the income spectrum is considered as appi@pof income, then it does look
like GST is regressive (as shown in the left-hanarcin Figure 3 below). The lowest
quintile pays a significantly higher proportion thieir income as GST. However, as
the Institute for Fiscal Studies (IFS — the indeg®mt authority on fiscal matters in the
UK) points out: “looking at a snapshot of the patseof spending, VAT paid and
income at any given moment is misleading becausames are volatile and spending
can be smoothed through borrowing and saving”. Thibecause the low-income
group can contain people whose current incomewstat whose lifetime earnings

! Some married women can opt out of paying contidmst but this only applies to those
married before 2001.
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could be relatively high, for example, studentst theay be borrowing to finance
expenditure, retirees running down savings or thdse are temporarily out of work.

For these reasons, the IFS concludes that expemdgua better measure of living
standards and that the impact of VAT should be ddo#t as a percentage of average
household expenditure, with households ranked emdsis of expenditure. When this
is done for the UK the IFS concludes that “the entrVAT system is seen to be
mildly progressivé

In Jersey, the data limitations only allow housdbldb be ranked by income, but it is
possible to calculate the expenditure of househimldbe different income quintiles
and estimate the proportion that 5% GST would mage The second chart in
Figure 3 shows that GST looks much less regressasin the first chart. GST at 5%
would only account for about 2.9% of the amounb\adr income household spends,
and this falls to just less than 2.5% for highenime households. If it was possible to
rank households by expenditure in Jersey and e @ST as a proportion of their
expenditure, this difference is likely to reducetfiier. This evidence indicates that the
impact of GST is not ‘intensely regressive’ as Digpbouthern suggests, and that it
could in fact be closer to being a proportional tax

Figure 4: Impact of 5% GST by income and spending
% of income/expenditure by quintile
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Source: Economics Unit calculations

Nonetheless, the Council of Ministers accepts peiple are concerned about the
impact of GST on the less well-off, and for thesasons it is proposed to compensate
the less well-off for the impact of the rise in GSIhis will be done by increasing
income support for those that receive it, and na@iimg an adequate GST bonus for
those on low incomes but not receiving income suppo
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