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The fairness test

1
Executive summary

Fairness is at the heart of this Parliament’s policy debate. In May 2010 the Coalition Government defined 
fairness as one of its three core values (together with freedom and responsibility). In October that year the 
Coalition based the Spending Review on reform, growth and fairness. The Leader of the Opposition, Ed 
Miliband, has also rooted his economic arguments on fairness (specifically “unfairness” towards “middle 
and low incomes”).

Fairness is a difficult concept to pin down. It is often based on economic ideas that are difficult (if not 
impossible) to define, such as individual aversion to income inequality and marginal utility of income. It is 
also limited by the quality of the available data. For this reason policy proposals based on fairness need 
close examination.

This Reform report finds several key arguments on fairness have been presented since May 2010. Some 
arguments seek to punish particular groups or ideas in the name of fairness; others seek to help groups in 
particular disadvantage. This report presents evidence on each. 

1.
Target top earners. Ed Miliband has spoken of a “fairness divide” between “the richest at the top who have 
been doing well” and the “majority – lower and middle-income.” Coalition politicians have spoken in 
similar terms and campaigns are running to limit top rates of pay.

But this does not take account of the wider economic effects of high (productive) pay. This report presents 
new analysis. For example, the immediate effect of a maximum income cap of £1 million per year would be 
to reduce inequality. The Gini coefficient would fall from around 38 per cent to 32 per cent, i.e., back to the 
level of the mid-1980s. But tax revenues would fall (based on a static analysis) by £7 billion per year, 
equivalent to an increase in the basic rate of income tax of around 2p in the pound.

High pay is not a problem per se. The problem is when high pay does not reflect productivity. Rather than 
simply clamping down on high pay reform should focus on ensuring that governance and accountability 
structures ensure high pay reflects high productivity.

2.
Help the “squeezed middle.” Concern has been expressed that middle income families’ living standards 
could fall over the next few years. But these concerns over the squeezed middle are often so broad that, in 
practice, they would prevent any economic adjustment at all. In reality many families’ real incomes should 
fall as the economy adjusts to a more sustainable level of consumption and debt.

Many families’ living standards have been artificially inflated by high levels of debt and poor quality 
government spending. Poor government spending was of little benefit to middle income families because, 
as Reform research has shown, the increase in this spending was largely matched by increasing tax 
burdens. These families were on a wasteful money-go-round that led to the welfare system losing sight of its 
priorities, with data from the British Social Attitudes Survey showing that as this spending increased 
support for out of work benefits fell.

Unsustainably high levels of debt and the money-go-round meant that the economy was particularly 
vulnerable when the global financial crisis hit. Inflating incomes through borrowing (for consumption) is a 
short sighted way to increase living standards. The “borrow now, pay later” culture must end with belt 
tightening.
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3.
Cut taxes for low earners. One of the Coalition’s key policies to help low earners is to increase the personal 
tax allowance to £10,000. But this report presents new evidence that of the £14.2 billion reduction in tax 
from this policy, £13.2 billion would go to people with incomes above £10,000. The policy would encourage 
tax avoidance (through families splitting their incomes for tax purposes) and reduce incentives to work for 
most earners (by reducing their average tax rates while leaving marginal rates unchanged or higher). Tax 
burdens should be reduced over time – but this is not the way to do it.

4.
Reduce tax avoidance by “big business”. Some commentators have argued that the right way to reduce the 
deficit is to reduce tax avoidance from large companies rather than to reduce public spending. In fact 
three-quarters of the £40 billion tax gap is due to VAT, Income tax, National Insurance and Capital Gains 
Tax, i.e., the taxes paid by individuals and small companies. Reducing the tax gap not only requires a focus 
on the big end of town but on the activities of small to medium enterprises and many families. The entire 
tax system needs to be simpler and less open to abuse and a culture where people take opportunities to have 
“cheated and fiddled things” must end.

5.
Reduce costs facing future generations. Senior members of the Coalition are right to argue that high 
government deficits today impose a burden on future generations. Moving quickly on deficit reduction is 
important as, given the fast growing numbers of people approaching state pension age, delay will make 
change harder. Yet intergenerational fairness also requires reducing the costs of benefits to the elderly, 
through removing pensioner gimmicks such as free bus passes and TV licences and reversing the policy of 
linking the basic state pension to earnings. These poor spending decisions can no longer be justified and 
any taxes or National Insurance Contributions paid by these people have largely been spent on a pay as you 
go basis.

6.
Promote equality over growth. The Spirit Level was widely discussed at the beginning of this Parliament. 
This work sought to argue that in developed countries equality of income is more socially beneficial than 
economic growth. But, aside from the debate on whether this work is robust or not, the financial crisis has 
shone new light on the importance of growth to developed nations. Growth will be crucial in financing 
pensions and other entitlements as the population ages and the ratio of dependants to workers rises.

7.
Make welfare more active. The Coalition is right to reform welfare to make the system as a whole more 
active (encouraging people to make the right decisions rather than providing a lifestyle choice). The 
Coalition has argued that it will “make work pay for everyone” through a new Universal Credit costing 
several billions of pounds per year. In fact improvements in work incentives for some will be matched by 
reduced work incentives for others. Too little thought has been given to how these changes will work in 
practice and whether the required IT system can be delivered. Improvement will come when benefits are 
conditional on effort and when families take greater responsibility for work, regardless of the intricacies of 
benefit design.

8.
Help disadvantaged school children. Improving the outcomes of the school system is essential for 
improving social mobility. The Coalition aims to spend £12 billion over the Spending Review period to 
school children in need (the pupil premium). But previous research has found that there is no simple 
correlation between funding levels and the performance of school children. The Coalition’s ideas on greater 
choice of schools should bear greater fruit.
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Conclusions and recommendations
What this analysis reveals is that the current debate on fairness is flawed and in danger of leading policy 
astray:

 >  It is dominated by measures that emphasise existing spending through the tax and benefit system.

 >  It assumes that more government spending is synonymous with fairness.

 >  Many arguments around progressivity and inequality are based on little more than assertion.

 >  The role of economic growth in providing resources for redistribution is often ignored.

 >  The actual nature of tax avoidance and evasion (the tax gap) is poorly understood.

If debate continues in this way it will create two problems.

First, debate will be increasingly precise but miss the point. Too much emphasis will be placed on static 
estimates of measures like poverty, which fail to capture the importance of behavioural changes and a wider 
range of variables, such as food and fuel prices, in influencing the living standards of low income families.

Second, the debate on fairness will descend into vested interests lobbying for concessions. Fairness does not 
mean that only other people should pay. Fairness requires being honest about what the government can do 
and the living standards that people should expect. It should not be used as a cover for narrow self interest.

To avoid these problems clearer thinking on fairness is needed. While there is no one single agreed view on 
fairness most people would accept that the extent to which government actions combat disadvantage 
should be central to any definition. This supports a focus on education and welfare reform. This does not 
support encouraging high-earners’ migration, maintaining the middle class money-go-round, increasing 
personal tax allowances or postponing difficult decisions.
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2
What people are saying about fairness

Eliminating the deficit and repaying public debt will require increases in taxes and user charges and 
reductions in government spending on benefits and services. But when deciding who should bear the costs 
of fiscal consolidation the government needs to consider – and to be judged against – robust evidence and a 
practical understanding of fairness.

The Coalition’s policies on fairness
In the October 2010 Spending Review the Coalition Government aimed to set “out a new vision for a fairer 
Britain. At its heart is social mobility.”1 This document stated that previous efforts to address fairness had 
failed to deliver because they:

 >  Relied too heavily on a complex means tested system of cash transfers and trapped too many families 
in a cycle of welfare dependency.

 >  Failed to provide effective education and other services, particularly for young children, to help 
disadvantaged families improve their prospects.

The Spending Review then set out a plan to achieve greater fairness through measures such as:

 >  Protecting school spending and increasing support for the poorest in the early years and at every 
stage of their education. This included a new fairness premium – worth £7.2 billion in total over the 
Spending Review period – to support the poorest.

 >  Introducing fundamental reforms to simplify the welfare system, promoting work and personal 
responsibility through the new Universal Credit as well as providing enhanced support for those with 
the greatest barriers to employment through the Work Programme.

 >  Putting the welfare system on a more fiscally sustainable footing through withdrawing Child Benefit 
from families with a higher rate taxpayer, reforming Employment and Support Allowance, 
controlling the cost of tax credits, and capping the amount a workless household can receive in 
benefits to no more than an average family gets by going out to work.

 >  Providing for a Transition Fund to help the voluntary and community sector prepare for any increase 
in available opportunities and funding.

Debate with the Institute for Fiscal Studies
As part of the Emergency Budget and the Spending Review the Coalition Government included charts that 
showed that the package of reforms was “progressive” (measured as higher income families facing greater 
burdens than lower income families). This is just one of a number of possible definitions of fairness. The 
claims made in these charts were, furthermore, questioned by the Institute for Fiscal Studies (IFS).2

In their analysis the IFS took a similar approach to the Coalition but modelled a more complete package of 
reforms. Limitations to these data and uncertainties in this approach were discussed in the material 
released by the IFS. These limitations included the omission of a number of high profile Coalition policies 
due to data and measurement challenges. The approach taken by the IFS was nonetheless subject to 
criticism by the Coalition. The Deputy Prime Minister, for example, wrote:

“I think you have to call a spade a spade. We just fundamentally disagree with the IFS. It goes back to 
a culture of how you measure fairness that took root under Gordon Brown’s time, where fairness was 
seen through one prism and one prism only which was the tax and benefits system. It is a complete 
nonsense to apply that measure, which is a slightly desiccated Treasury measure. People do not only 
live on the basis of the benefits they receive. They also depend on public services, such as childcare 
and social care. All of those things have been airbrushed out of the picture by the IFS.”3

1  HM Treasury (2010), Spending Review 2010, p. 7.
2  Browne, J. and P. Levell (2010), The distributional effect of tax and benefit reforms to be introduced between June 2010 and April 2014: A 

revised assessment, IFS Briefing Note BN108, Institute for Fiscal Studies, London.
3  Wintour, P. and N. Watt (2010), ‘Nick Clegg accuses IFS of “distorted nonsense”,’ The Guardian, 21 October.
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While it is correct to note that the IFS estimates only provided a partial picture of the fairness of 
consolidation, the IFS estimates were more complete than those employed by the Coalition. The IFS has 
also, furthermore, clearly identified limitations of such measures. In a December 2010 report on the effect 
of the Coalition policies on child poverty, for example, the IFS noted that limitations in survey data, 
demographic or macroeconomic forecasts, understanding of behavioural responses and information on 
policies contribute to uncertainty in estimates.4

Nevertheless there is a risk that this debate on the effects of the Coalition’s policies is becoming ever more 
precise but missing the point. As well as the need to consider public services and not only taxes and benefits, 
this debate fails to consider whether having higher income families face greater burdens than lower income 
families is in fact always fair. This debate also assumes that more government spending is always 
synonymous with fairness.

The Spirit Level and high pay
As well as an interest in being “progressive” another theme of the recent debate on fairness in the UK relates 
to income inequality.5 The debate on inequality is centuries old but has been given new impetus over recent 
years following research such as The Spirit Level. This research compared levels of inequality and key 
health and social outcomes in a number of countries and set out to show that a greater level of income 
equality is better for everyone. Key arguments in this research were that:

 >  Once countries reach a certain level of wealth what affects the well being of citizens is not further 
GDP growth but the relative level of inequality within a society. The authors (Wilkinson and Pickett) 
argue that developed nations are “close to the end of what economic growth can do for us.”6 This, they 
argue, means that increased wellbeing will come from promoting greater equality rather than growth.

 >  Equality is better for everyone in that it promotes physical, mental and social well-being. It is argued 
that a range of outcomes are worse in unequal developed countries than they are in equal ones. They 
also argue that there is a weak relationship between these outcomes and average incomes, which 
suggests that it is income inequality that matters.

Yet a number of researchers have expressed concern over the approach in this research. Peter Saunders and 
Christopher Snowdon have, in particular, argued that findings in The Spirit Level are not robust.7 They 
raised important questions on how countries were selected for inclusion in this study.8 They also raised 
questions on whether the modelling approach was overly simple and whether the study confused 
correlation with causation. Peter Saunders has, for example, argued that of “20 statistical claims examined, 
14 are shown to be spurious or invalid, and only in one case (the association internationally between infant 
mortality and income inequality) does the evidence unambiguously support Wilson and Pickett’s 
hypothesis.”9 Wilson and Pickett have responded to these criticisms and the debate continues.10

4  Brewer, M. and R. Joyce (2010), Child and Working-Aged Poverty from 2010 to 2013, IFS Briefing Note 115, Institute for Fiscal Studies, 
London.

5  It is also important to note that as well as outcomes like inequality other notions of fairness (such as processes) are important (Saunders, 
P. (2010b), ‘Difference, inequality and unfairness: the fallacies, errors and confusions in the Equality and Human Rights Commission 
Report, How Fair is Britain, Civitas). This report discusses inequality as a general phenomenon and does not discuss inequality between 
groups. Key findings of the Human Rights Commission Report, How Fair is Britain, are summarised in an annex to this report.

6  Wilkinson, R. and K. Pickett (2010), The Spirit Level: Why Equality is Better for Everyone.
7  Saunders, P. (2010a), Beware False Prophets: Equality, the Good Society and the Spirit Level, Policy Exchange, London; Snowdon, C. 

(2010), The Spirit Level Delusion: Fact-checking the Left’s New Theory of Everything, Democracy Institute/Little Dice.
8  When undertaking comparative policy research great care must be paid to the selection of the case studies used. In particular, 

differences between welfare systems mean that it is necessary to be cautious when including different countries in the one study. The 
coverage of systems may, for instance, vary with the characteristics of individual workers. Alternative programmes to which recipients 
may apply, such as local charities, may vary from country to country and region to region (Atkinson, A. and J. Micklewright (1991). 
‘Unemployment Compensation and Labour Market Transitions: A Critical Review’, Journal of Economic Literature, Vol. XXIX, pp. 
1693-1694). Critics have argued that comparative research like The Spirit Level suffers from having too little rationale behind the selection 
and presentation of cases. Consequently there has been criticism of the omission of some countries and inclusion of others. The study 
includes quite different types of welfare states. The liberal or residual welfare state of the United Kingdom is, for example, included in 
comparisons with the corporatist regimes of Germany or Italy (Esping-Andersen, G. (1990), The Three Worlds of Welfare Capitalism, 
Princeton University Press, Princeton), with no real effort being made to identify the potential role of differences in these important 
institutions.

9  Saunders, P. (2010a), Beware False Prophets: Equality, the Good Society and the Spirit Level, p. 6.
10  See, for example, The Equality Trust website www.equalitytrust.org.uk.
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Aside from the debate above, there are two other questions that need to be asked of The Spirit Level. The 
first is whether the claim that greater economic growth is not important for wellbeing is realistic. As Roger 
Kerr has written:

“The claim that in the rich countries economic growth no longer promotes welfare indicates how 
irrelevant The Spirit Level is to the central political issue now confronting all developed countries, 
which is how to cope with the huge and growing demand for government spending brought about by 
demographic change. The global fiscal crisis is not just a short-term matter of closing structural 
budget deficits and stopping the rise of national debt; it is a long-term one of financing the pensions 
and health care of populations that are ageing as life expectancy rises, fertility rates are low, and the 
ratio of dependants to workers grows. Economic growth is an indispensable part of the policy mix 
that governments are devising to meet the challenge. This has nothing to do with satisfying a taste 
for ‘consumerism’ or vainly pursuing more ‘happiness’; it’s about preserving existing standards of 
living and well-being which, without economic growth, would soon start to slip back, threatening 
vulnerable groups with poverty.”11

This highlights the need for a better understanding of the relationship (including any potential trade-offs) 
between equality and growth.12 This also highlights that, as Professor Tony Blakely has noted, even if 
inequality matters for health this relationship may not apply as universally and simplistically as The Spirit 
Level suggests.13

The second question relates to how the claims made in The Spirit Level translate into real-world policy 
prescriptions. Identifying a problem is not the same as identifying a solution. While the claims in The Spirit 
Level are often used as evidence to support an agenda for specific policies, such as more progressive tax 
scales and greater spending on welfare, the actual case for these policies is much weaker than often 
assumed. There is no proven connection between the claims in this work and the implied policy responses. 
(This is discussed in greater detail in chapter 3 below.)

A concern with inequality and fairness can also be seen in the debate on disparities in private sector pay. 
Such concerns, however, often overlook the broader economic benefits of high pay, particularly in 
increasing the size of the economy and potential tax revenues. Taxes paid by higher income earners play an 
essential role in providing funds for repaying government debt, reducing tax burdens or spending on public 
goods and services. Reducing inequality can lead to fewer resources being available to address social 
concerns. This is not to say that some cases of (unproductive) high pay have little justification, but a blanket 
criticism of high pay is based on little more than envy and is counterproductive.

Disparities in pay in the public sector have also been of concern and public sector pay has been the subject 
of a review by Will Hutton.14 This review’s main recommendation was a maximum pay multiple of 20:1 
between the highest and lowest earners. However, as Bassett et al noted, while it is highly likely that some 
workers are overpaid compared to their level of performance given the weak public sector accountability, 
the solution to this is to make services accountable for performance rather than to impose external 
regulation.15 This external regulation will further weaken accountability and the ratio between high and low 
pay is arbitrary.

The need to be realistic
It largely inevitable that anytime a government ceases to provide or fund an activity, or increases taxes or 
charges for what remain, the question of fairness will be raised. Yet fairness is a difficult concept to define. 
Indeed, as shown in the table, fairness may be thought of in a number of quite different ways. Sometimes it 
is seen in relation to outcomes (e.g., is the distribution of income in the hand fair?) and sometimes 
opportunities (e.g., do people face a ‘level playing field’?).

11  Kerr, R. (2010), ‘The Spirit Level,’ http://rogerkerr.wordpress.com, December 22.
12  Harrison, M. (2007), The outcomes of income transfers, New Zealand Business Roundtable.
13  Blakely, T. (2010), ‘Methodological issues: is the thesis robust?’, presentation to the Does Inequality Matter Conference, Institute for 

Policy Studies, Wellington.
14  Hutton Review of Fair Pay (2010), Hutton Review of fair pay in the public sector: interim report.
15  Bassett, D. et al (2011), 2011 Reform Scorecard, Reform.
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Table 1: Some traditional ideas of fairness
Source: Buchanan, C. and P. Harley (2000), Equity as a social goal, New Zealand Business 
Roundtable; Mankiw, N. (2010), ‘Spreading the wealth around: reflections inspired by Joe the 
Plumber,’ Eastern Economic Journal, 36, pp. 285-298; Lilico, A. (2011), On fairness, Policy 
Exchange

A level playing field Focussing on opportunity. Fair play or the application of a consistent set of rules 
to all

A tilted playing field Focussing on opportunity. Similar to above but where differences in endowments 
are taken into account 

Just desserts Focussing on outcomes. People receive (or pay) in proportion to what they have 
done

Horizontal equity Focussing on outcomes. The equal treatment of equals, e.g., people with equal 
ability to pay taxes or grounds for receiving assistance should face the same 
tax burden or should receive the same level of public assistance.16 This can also 
relate to geographic considerations (e.g., ‘postcode lotteries’)

Vertical equity Focussing on outcomes. People with higher ability to pay should pay more 
than those with lower ability to pay. Horizontal equity is a prerequisite for the 
achievement of vertical equity

16

Much of the literature on fairness is also conceptual and abstract. There are three reasons for this:

 >  Definitions of fairness are often based on concepts that are difficult, if not impossible, to objectively 
define, like individual aversion to income inequality, marginal utility of income, social welfare 
functions and elasticities of behavioural responses.

 >  There is a wide range of different measures of fairness which differ according to, for instance, how 
they employ equivalence scales, units of analysis, time periods and living standard or income 
measures.

 >  All measures are limited by data. Much data is based on household surveys that over-represent or 
under-represent different population groups (and require population re-weighting) and contain 
incomplete information on household characteristics (including benefit receipt).

A consequence of these difficulties is that there is a real risk that debates on fairness descend into little more 
than vested interests lobbying for concessions or special treatment. Many people view fairness in relation to 
their own position. It is like the Ronald Reagan quote: “a recession is when your neighbour loses their job, a 
depression is when you lose yours.” But fairness does not mean that only other people should pay.

Fairness is not everything and can be trumped by property rights, promises (contracts) and other 
obligations.17 Indeed, as the discussion on private sector pay illustrated, too single minded a pursuit of 
fairness can be counterproductive. Even if fairness is the appropriate goal, there are limits to what 
governments can do to make this a reality. As Hon Sir Roger Douglas MP, Finance Minister in New 
Zealand’s fourth Labour Government from 1984-88, has noted, voters around the world:

“seem to have bought the false notion that we can all be made wealthy through government. 
Elections have become an opportunity for politicians to promise they will take more money off you, 
only to give it back to you in another way – a gold card for superannuitants (pensions), a tax credit 
for working families, or an interest write off for students. If we each pretend that we can be made 
wealthy through taxing others, then we’re destined for poverty. We are increasingly relying on others 
– be they foreign lenders or domestic taxpayers – to sustain our way of life.”18

16  Horizontal equity has traditionally been used as a rationale for personal allowances in the tax code that reflect factors such as household 
composition. Worldwide tax systems are shifting away from the use of such instruments given increasing population heterogeneity and 
recognition that fairness goals can be more effectively pursued with other policy instruments. 

17  Lilico, A. (2011), On fairness, Policy Exchange.
18  Douglas, R. (2010), A high growth-low tax welfare state, speech to the Rotary Club of Orewa, February 10, 2009.
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This notion is especially important in the UK context. The UK economy has been characterised by high 
levels of debt at the household and government levels.19 By international standards the UK’s economy-wide 
debt is unusually high and this was one reason the economy was so vulnerable to the global financial crisis. 
The “borrow now, pay later” culture meant that the economy was overly exposed to and underprepared for 
an economic shock.

This approach of inflating incomes through borrowing (for consumption) is a short sighted way to increase 
living standards. Some of the fall in living standards following the financial crisis reflects them adjusting to 
more realistic levels. Living standards in the UK have also been artificially inflated through poorly targeted 
government spending, with middle and higher income families using the welfare state as an ATM.

Some politicians, such as Ed Miliband, have expressed concern that middle income families’ living 
standards could fall over the next few years.20 This concern is based on a definition of middle income that is 
so encompassing that, if this group was to be protected, fiscal consolidation would be impossible. This 
concern draws on data that appear to show that median income growth has remained relatively stagnant 
since 2003. Yet this concern:

 >  Overlooks the unsustainable nature of ongoing debt fuelled consumption and does not recognise the 
limitations of the economic model in place prior to the financial crisis.21

 > Takes a static view of fairness (see the discussion on accounting for the economy in chapter 3).

 >  Overlooks the poor value for money from the considerable state assistance already being received by 
many of these families (see the discussion on considering the baseline in chapter 3).

 >  Fails to consider how high levels of debt and poorly directed spending undermine productivity and 
wage growth.

19  The McKinsey Global Institute ((2010), Debt and deleveraging: The global credit bubble and its economic consequences) identified that 
in 2008 the UK’s total debt (adjusted to reflect the UK’s position as a financial hub) was second only to Japan among major developed 
and BRIC countries.

20  Miliband, E. (2011), ‘The cost of living crisis facing Britain’, speech to the Resolution Foundation, February 28, 2011.
21  See, for example, Boys Smith, N. (2009), A dangerous consensus, Reform.
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Thinking about fairness

The previous chapter highlighted the need for a clearer understanding of fairness and current debates 
around progressivity and inequality. This chapter discusses approaches to thinking about fairness. As 
debates on fairness are often quite technical some of the discussion below is also technical. The insights for 
public policy from these discussions are illustrated in the chapter that follows this one (chapter 4).

Back to principles – the old cases for equality and progressivity
The challenge of generating useful insights from conceptual research on fairness can be illustrated with the 
relationship between equality, overall national wellbeing and the progressivity of the tax system. One of the 
earliest studies of income inequality and how it relates to the tax code was undertaken by Edgework in the 
early twentieth century. Based on a range of “utilitarian” assumptions he argued that when tax payments 
are set so that that the marginal sacrifice made by all individuals is equal, the total sacrifice in society 
(society’s total loss of utility) from taxation would be minimised.22 This is the equal marginal sacrifice 
condition. What this means, as Boskin has argued, is that:

“totally ignoring incentives effects, the Edgeworth solution to the optimal degree of progression was 
the tax and transfer system, which equalised incomes. [...] this implied a 100 percent rate of taxation 
for incomes above the average and using the proceeds to transfer incomes to those below the 
average, with everyone winding up with the average post-tax income.”

This can be seen as an extreme version of progressive taxation. 

Table 2: Some key utilitarian assumptions
Source: See, for example, Boskin, M. (2000), ‘The Vickery Lecture: From Edgeworth to Vickery to 
Mirrlees’, Atlantic Economic Journal, Vol. 28, No. 1, pp. 14-20

The government’s goal To ensure that the total happiness (or utility) in society (adding together the 
happiness of every individual) is as large as possible 

How people value money The value of an additional pound falls as total income increases, so an 
extra pound in the hands of a poor person is worth more than an additional 
pound in the hands of a rich one

Happiness It is possible to measure exactly how much happier (or less happy) a 
change makes a person, and this change in happiness can be compared 
with changes in other people’s happiness (interpersonal comparisons can 
be made)

 
Yet the understanding of this case for progressivity has changed significantly over the intervening 90 years. 
In particular, prescriptions for the degree of progression in the tax scale prescribed by sacrifice theory have 
been shown to depend on the assumed marginal utility of income function and the definition of equal 
sacrifice.23 Under some definitions of equality of sacrifice a proportional tax (flat tax) is fair. It could, for 
example, be argued that to achieve fairness a flat personal tax scale is required as this would equalise the 
proportion of income that is sacrificed.

22  Under these conditions it would not be possible to reallocate the existing tax burden from one person to another person with identical 
preferences without the increase in one person’s sacrifice in terms of utility exceeding the decrease in the sacrifice in terms of utility of the 
other person. Pigou, A. (1932). The Economics of Welfare, Third Edition, Macmillan and Co., London, p. 91; Marshall, A. 1949 (1920), 
Principles of Economics, Eighth Edition, Macmillan and Co., London, p. 16; Mill, in Musgrave, R. (1985), ‘A Brief History of Fiscal Doctrine’, 
in Auerbach, A. and M. Feldstein eds. (1985), Handbook of Public Economics: Volume 1, Elsevier Science Publishers, North-Holland, p. 18.

23  For example, as Brown and Jackson (1982) argue, two other possible meanings of the concept of equal sacrifice other than equal 
marginal sacrifice are equal absolute sacrifice (which occurs when each person sacrifices the same amount of total welfare (each 
individual experiences the same loss in total utility) in taxes and abatement) and equal proportionate sacrifice (which occurs when each 
person sacrifices the same proportion of total welfare (the ratio of utility lost to total utility is equal for each individual) in taxes and 
abatement) (Brown, C. and P. Jackson (1982), Public Sector Economics, Second Edition, Martin Robertson & Company, Oxford).
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There are three other limitations to the old case for progressivity. First, the assumption that progressivity 
could be defined in terms of the formal structure of the tax-benefit system (or legal incidence) became 
increasingly contested.24 Defining progressivity in terms of legal incidence would be likely to provide a 
misleading view on the actual redistributive effect of the tax-benefit system as “this ignores tax incidence 
effects whereby increased marginal tax rates on higher incomes are offset by even larger salaries, or tax 
avoidance activities, to maintain the real value of after-tax income.”25

Second, it also became more difficult to assume that progressive taxation would have no incentive effects, 
particularly on labour supply. As levels of unemployment increased in the 1970s policymakers and 
academic researchers increasingly placed attention on labour supply and the incentives for unemployment 
from tax-benefit programmes. Attention thus increasingly turned to theories that could evaluate both value 
judgements regarding the income distribution and the behavioural responses to taxation.26

As well as the limitations above (the lack of clarity over the meaning of equal sacrifice, the difference 
between legal and economic incidence of tax and the need to consider behavioural responses), the old case 
for progressivity has a further important limitation. It fails to recognise that decisions on the optimal 
distribution of income always require value judgements to be made as there is no one accepted social 
welfare function.27 Two contrasting conceptions of social welfare functions are shown in the table. This need 
to make value judgements means there is no single view on how progressive a fair tax code should be.28

Table 3: Examples of social welfare functions
Source: See, for example, Musgrave, R. (1976), ‘ET, OT and SBT,’ Journal of Public Economics, 
6, p. 15; Heady, C. (1993), ‘Optimal Taxation as a Guide to Tax Policy,’ Fiscal Studies, Vol. 14, No. 
1, pp. 28-29; Brown, C. and P. Jackson (1982), Public Sector Economics, Second Edition, Martin 
Robertson & Company, Oxford, p. 20; Buchanan, C. and P. Harley (2000), Equity as a social goal, 
New Zealand Business Roundtable

Utilitarian Define social welfare as the sum of each individual’s utility and aim to maximise 
the total sum of utility through equalising marginal sacrifice irrespective of its 
distribution. Utilitarian social welfare functions are unconcerned with inequalities in 
individuals’ total utilities

Rawlsian As the strength of the preference for utility equality approaches infinity only the utility 
of the worst-off person in society has any weight in the social welfare function. This 
is Rawls’s maxi-min criterion. The maxi-min criterion is based on the principle that if 
rational individuals were to make decisions regarding a particular income distribution 
behind a ‘veil of ignorance,’ so that they do not know what position they would have 
in the final income distribution, they would have a preference for, depending on their 
risk aversion, improving the situation of the worst off individual due to a risk that 
those circumstances could apply to them

Measuring inequality
This need to consider value judgements can also be shown in the application of common measures of 
inequality. Among the most commonly used measures is the Gini coefficient. The Gini coefficient indicates 
the extent to which a distribution of incomes (a Lorenz curve) deviates from the line of equality. This 
coefficient measures the area between the line of equality and the actual income distribution and can have a 
value of between zero and one, where zero implies total equality (everyone has the same income) and one 
implies total income inequality (all income is in the hands of one person).29

24  The legal incidence indicates who is legally obliged to pay a tax. This differs from economic incidence, which reflects who actually pays 
(e.g., given the ability of some people to pass the cost of a tax onto others).

25  Stephens, R. (1997), ‘The Interaction and Coordination of Taxation and Expenditure Programmes’, in Krever, R. (ed.), Tax Conversations, 
Kluwer Law International, Great Britain.

26  See, for example, Musgrave, R. (1976). ‘ET, OT and SBT’, Journal of Public Economics, 6, pp. 3-16 and Akerloff, G. (1978), ‘The Economics 
of “Tagging” as Applied to the Optimal Income Tax, Welfare Programmes, and Manpower Planning,’ American Economic Review, Vol. 68, 
Issue 1, pp. 8-19.

27  Creedy, J. (2002), ‘Tax Modelling’, Economic Record, Vol. 77, Issue 237, pp. 189-2002. Social welfare functions are based on individual 
utility functions. Utility functions indicate the way in which people rank different goals. These individual utility functions can then be 
aggregated to form a social welfare function.

28  Slemrod, J. (1993). ‘Do We Know How Progressive the Income Tax System Should Be?’, National Tax Journal, Vol. 36, No. 3, pp. 361-370.
29  See, for example, Creedy, J. (1996), ‘Measuring income inequality,’ Australian Economic Review, Vol. 29, Issue 2, pp. 236-246.
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Many standard measures of policy outcomes, like the Gini coefficient, are designed for homogeneous 
populations. To use these measures it is therefore necessary to convert the actual heterogeneous population 
into a hypothetical homogenous population.30 This conversion needs to capture forms of income sharing as 
well as economies of scale derived from sharing resources and durable goods. Otherwise, for instance, if 
people who share resources and economies of scale are categorised as single-person families they may 
appear as less well-off than they really are.

As well as in their sharing of resources families also differ in their relative income needs (their cost 
functions). Families in different circumstances require different incomes to achieve similar standards of 
living. Failing to account for these differences when evaluating policies would lead to a misleading picture 
of the nature of policy problems and the effectiveness of government responses.

The actual population can be converted into a hypothetical homogenous one through the use of equivalence 
scales.31 Equivalence scales re-rank the income distribution. They often increase the cost functions of 
families with multiple children and shift them to lower points in the hypothetical equivalised income 
distribution. Thus measures of the Gini coefficient, which are often presented as value free, reflect implicit 
value judgements contained in equivalence scales (such as the degree to which costs of having a child are 
taken into account).32

Measuring poverty
Many of the measurement problems discussed above also apply to other common measures of fairness, 
such as poverty.33,34 Poverty needs to be measured against a poverty threshold, which defines the level 
below which a monetary income is deemed inadequate. Different levels of inadequacy are reflected in 
different income thresholds. The income threshold chosen can make a significant difference to measured 
poverty.

 >  An absolute (nominal) poverty threshold terms people poor if their incomes are below the level 
necessary to maintain a minimum standard of living that does not change over time. Unless an 
absolute poverty threshold is adjusted for economic growth a decreasing proportion of the 
population will fall below this threshold over time.

 >  A relative (distributional) poverty threshold terms people poor if their incomes are judged 
inadequate in relation to those of other people in society. Relative poverty thresholds indicate the 
extent that people “are, in effect, excluded from ordinary living patterns, customs and activities.”35 
Economic growth would not lead to a decrease in measured incidence of poverty with a relative 
poverty threshold, unless economic growth is also associated with a change in income inequality.

The simplest poverty measures are headcount measures, which show the number or proportion of families 
below the poverty threshold. However, these measures ignore the actual incomes of the poor. They are only 
concerned with the fact that these incomes fall below the poverty line. Yet two societies may have the same 
headcount poverty rate but the total cost of bringing all the poor up to the poverty line may differ in each 
society.36

30  Creedy, J. (1996), ‘Measuring income inequality,’ Australian Economic Review, Vol. 29, Issue 2, pp. 236-246.
31  Equivalence scales adjust family incomes to take account of differences in family size and composition.
32  Equivalence scales differ in the ways in which they treat the presence of children in the family. Conditional equivalence scales measure 

the costs of children but not their benefits. These scales assume that demographic structures are fixed (so that fertility decisions are 
exogenous). Unconditional scales take full account of choice of family formation and assume that people choose to have children when 
the benefits to them of doing so outweigh the costs. Thus, for instance, “if a family chooses to have three children and $12,000 when it 
could have two children and $12,000, then a revealed preference argument implies that the family prefers the alternative it chose” (Pollack 
and Wales, in Bradbury (2003), ‘The Welfare Interpretation of Consumer Equivalence Scales’, International Journal of Social Economics, 
Vol. 30, No. 7, p. 770). A further important consideration in the use of equivalence scales is whether or not they take housing costs into 
account.

33  Niemietz, K. (2011), A new understanding of poverty, Institute of Economic Affairs, London. 
34  The importance of poverty in the UK context can be shown by the commitment made by Tony Blair in March 1999 to ‘eradicate’ child 

poverty in the UK by 2020. A further commitment was made to halve child poverty by 2010-11. As Saunders ((2009), Poverty of ambition: 
why we need a new approach to tackling child poverty) has noted, “It is difficult to criticise these targets, for nobody wants to object to 
policies intended to rescue children from poverty. But the way Government is defining and measuring poverty is badly flawed, and the 
new [Child Poverty] Bill has more to do with redistributing incomes and increasing welfare payments than with tackling underlying causes 
of child poverty.”

35  Stephens, R. and C. Waldegrave (2001), ‘The Effectiveness of the Transfer and Tax System in Reducing Poverty in 1998,’ Social Policy 
Journal of New Zealand, Issue 16, pp. 77-107.

36   Creedy, J. (1998), ‘Measuring poverty: an introduction,’ Australian Economic Review, Vol. 31, Issue 1, pp. 82-89.
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A poverty measure reflecting the actual incomes of the poor is the poverty gap, which measures the 
difference between families’ incomes and the poverty threshold. The extent to which families fall below the 
poverty threshold is the poverty depth. Further, poverty reduction effectiveness is the ratio of benefits going 
to the pre-transfer poor to the total benefits needed by that group and targeting efficiency is the extent that 
expenditure goes to the poor.

Poverty is often measured on the basis of annual income. Yet annual income may provide both too long and 
too short a perspective on control over resources. People deemed poor on the basis of their individual 
incomes may reside in and have access to the incomes of other family members. Income may also flow 
across family boundaries.

Accounting for behavioural responses ...
Measures of the fairness of policy changes are often static. They do not account for the fact that the policy 
may lead to people changing their behaviour, although encouraging behavioural changes is often the actual 
point of reform.

This failure to consider behavioural responses can be reflected in the political constraint on reform of 
“having no losers.” This constraint is often defined in a narrow sense of no family receiving less in transfers 
(before behavioural changes are taken into account) from government after reform. In practice this means 
that it becomes practically impossible to reduce the costs in areas like welfare and that opportunities to 
improve the system are lost.

Yet failing to account for behavioural responses provides a misleading picture of the effect of a policy 
change. To illustrate the figure shows the hypothetical static (YN) and behavioural (YB) income distributions 
after a policy change. The pre-change income distribution is YG and the poverty threshold is YP. The 
reduction in the headcount rate of poverty without taking behavioural responses into account is a 
movement from NG to NN. Yet if the policy change encourages behavioural changes that lift incomes at lower 
levels (e.g., through encouraging work) the reduction in the headcount rate of poverty would be the larger 
shift from NG to NB.

Figure 1: Hypothetical behavioural responses and measured poverty
Source: Reform
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Yet measuring behavioural responses can be a difficult exercise and is often subject to controversy. 
Difficulties in undertaking modelling of this sort and the presentation of results include:37

 >  Whether the results presented distinguish between the numbers and ages of children in households, 
which is an important consideration in the labour supply of lone parents.

 >  Whether the results presented show incentives relative to hours of work (not earned incomes) in 
order to distinguish the effects among families on similar incomes but facing different wage rates.

 >  Whether the results account for unemployment, which would mean that not all participation of 
particular groups would lead to increases in labour supply (due to displacement effects).

 >  Whether decisions on whether or not to work, and hours of work, are based on continuous labour 
supply models, or discrete hours labour supply models (which recognise that people may chose from 
only a limited set of possible hours of work).

 >  How joint labour supply decisions in couples are taken into account in modelling.

 >  The sensitivity of results to the assumed labour supply elasticities and the degree to which earnings 
elasticities and participation elasticities are held constant among different population groups.

... and the economy
Many measures of fairness also fail to include a feedback loop between policy changes and the broader 
economy. This static view of policy changes can lead to a misleading picture of their effect on outcomes like 
poverty. These measures can also fail to highlight the importance of change in a wider range of variables, 
such as inflation and food prices, in influencing the living standards of low income families.

Consider, for example, a hypothetical cut in the generosity of a welfare policy that would increase labour 
supply and economic growth. As a static measure would only consider the change in the level of the transfer 
it is not surprising that it would lead to an increase in measured poverty. Yet if the effect of the change on 
labour supply and economic growth was also taken into account then the impact on poverty could be quite 
different.

The importance of a feedback loop between policy changes and economic growth is shown in the figure. 
This shows the relationship between a hypothetical change in economic growth and a change in absolute 
poverty. This figure assumes that there is a relatively linear relationship between changes in growth and 
changes in absolute poverty (e.g., that the rate of inequality remains largely unchanged).

Figure 2: Hypothetical growth and poverty
Source: Reform

37   Cawston, T. et al (2010), The money-go-round, Reform.
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In the case where a reform may reduce the generosity of a welfare benefit but increase economic growth, a 
static measure of the outcomes of the change would be to increase in the absolute poverty rate from PA to PB. 
This is based on an assumption that the rate of economic growth would continue along its pre-reform 
forecast (from GA to GB). However, if the increase in economic growth (from GA to GC) is taken into account, 
then the absolute poverty rate will shift from PA to PC. The effect of the reform on absolute poverty would be 
the difference between PB and PC, not between PA and PB as is sometimes assumed.

Opportunity cost (there’s no free money)
When considering the economic counterfactual it is important to also consider opportunity cost. This is 
particularly true for estimates of economic effects that rely on multiplier analysis. Multiplier analysis shows 
how a change in demand in one industry or sector may change demand or economic activity in the wider 
economy.

Multiplier analysis often forms the basis for claims that more government spending generates economic 
benefits greater than the money spent. It could be claimed that paying workers to dig holes, for example, 
not only increases employment in that sector but also increases the wages those workers have available to 
spend in shops and this additional spending may in turn create downstream economic benefits (for 
example, shopkeepers taking on extra staff).

Yet in practice it is extremely hard to measure whether spending adds value in this way or not. Multipliers 
are useful for determining how economic activity in a given sector affects economic activity in other sectors, 
but they have limitations that require care in interpreting results. A particular problem is that the approach 
often assumes that the resources employed are free and have no alternative uses. The methodology is silent 
on the opportunity costs involved – in other words, whether the activity being funded is the best use of 
scarce government resources.38

Analysis based on Keynesian multipliers also often fails to consider an appropriate counterfactual. When 
the employment effects of an increase in VAT are estimated, for example, these need to be set against the 
employment effects of an equivalent increase in public debt (and higher interest rates) or larger reductions 
in government spending.

Further, even if there is a prima facie case for increasing spending in a specific area there are two other 
questions that should be asked: what would be the appropriate way of funding this spending (e.g., debt 
versus freeing resources by cutting spending elsewhere) and is the return from this spending as high as the 
return from spending elsewhere? On the final question the international evidence indicates that the return 
from spending on economic development (such as infrastructure) tends to be higher than spending on 
social protection (such as welfare and health).39 Multiplier analysis provides a much weaker case than 
commonly assumed for consumption spending funded by debt.

The leaky bucket
Spending on welfare not only comes at a financial cost to the taxpayer but also creates other economic and 
social costs. This can be illustrated by the famous trade-off between equality and efficiency, which Arthur 
Okun described as the “leaky bucket.” Money transferred to the poor to alleviate poverty must be, as he 
wrote, “carried from the rich to the poor in a leaky bucket. Some of it will simply disappear in transit, so the 
poor will not receive all the money that is taken from the rich.”40 The losses are due to administration costs 
and incentive effects. These incentive effects are due to people who are receiving welfare having less 
incentive to work as they are able to reach a desired standard of living with a lower level of work effort and 
they may face clawback of assistance as their incomes increase.

38  Bosanquet, N. et al (2009), Road to recovery, Reform.
39  Gemmell, N., R. Kneller and I. Sanz (2008), ‘The Composition of Government Expenditure and Economic Growth: Some Evidence from 

OECD Countries.’ European Economy.
40  Okun, A. (1975), Equality and Efficiency, the Big Tradeoff, Brookings Institution.
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This trade-off between poverty alleviation, financial incentives and fiscal cost can be referred to as an iron 
triangle as it is usually not possible to improve outcomes in one direction without harming the achievement 
of other objectives. Fiscal cost and financial incentives could, for instance, both be improved by cutting the 
levels of assistance to families but this would come at a cost of potentially increasing poverty (although any 
increase in poverty may be offset in the longer-term by greater work effort from improved incentives).

Yet, although the iron triangle is a relatively old idea, analysis based on this concept is limited in two 
important ways:

 >  First, in many cases the key trade-offs in the design of a welfare policy are not between the three 
objectives but within them. For example, improving financial incentives through a more generous 
earnings’ disregard may improve incentives to work for very few hours of work a week but would 
discourage the shift to full-time and higher wage employment. This is why increasing earnings’ 
disregards is relatively ineffective at increasing labour supply.41

 >  Second, the outcomes of assistance for the working age are heavily influenced by conditionality, 
take-up, who gets to make decisions regarding entitlement, complexity and attitudes towards risk (or 
differences in preferences more generally), none of which are captured in the concept of the iron 
triangle.

Look at the package and consider the baseline
The fairness of a policy change should not only be considered in isolation, but should also bear in mind 
other policies that the change may interact with. This can be illustrated with the concept of a “potential 
Pareto outcome.” A Pareto outcome is one where it is impossible to improve the position of one person 
without worsening the position of another.42

Yet, as there are very few cases where changes create such an outcome, this is a very restrictive criterion. 
The potential Pareto criterion, in contrast, allows for compensation and so the measure of a good policy is 
whether it creates benefits that are sufficiently large to allow any losers to be compensated (made no worse 
off). In practical terms this means that some policies may be introduced that compromise fairness as long 
as other policies compensate for this. It is the package of policies that is important.

Measures of fairness also compare one state of the world with another. In making this comparison 
measures usually consider two outcomes. The first is the change in a person’s circumstances. A person may, 
for instance, experience an increase or fall in income after taxes and benefits (net income). The second is 
the change in a person’s relative position. This can show whether one person gains (or loses) more than 
another person.

These measures do not, however, start with a blank piece of paper. Prior to the change people will be paying 
taxes, receiving transfers or both. The full effect of government actions will be quite different from the effect 
of the change alone. Complete measures of fairness should consider how people are affected by the 
government prior to any change and then what the effect of the change would be.

41  Matsudaira, J. and R. Blank (2008), ‘The impact of Earnings Disregards on the Behaviour of Low impact families,’ NBER working paper  
no. 14038.

42  Brown, C. and P. Jackson (1982), Public Sector Economics, Second Edition, Martin Robertson & Company, Oxford.
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4
An agenda for fairness

Earlier chapters highlighted the need for a clearer understanding of fairness and current debates around 
progressivity and inequality. This chapter illustrates some insights for public policy from the discussions in 
these earlier chapters.

Debt and intergenerational fairness
The starting point for any discussion on fairness must be the current state of the public finances and the 
economy. As highlighted above too often discussions take a static view of the world and fail to account for 
changes in behaviour and economic conditions on measures of fairness, such as poverty.

The UK’s level of government debt is damaging economic growth. Repaying this debt will not only require 
eliminating the deficit but keeping the public finances in surplus for many years. No post-War government 
has achieved this level of fiscal discipline. Reductions in government spending need to made quickly as this 
would reduce the probability of the economy returning to recession, mean that expenditure cuts and tax 
rises do not need to be as deep as otherwise and ensure higher growth rates for future years.43

Rescuing the public finances is also important for fairness between generations. Two dimensions of this 
fairness are discussed below. The first relates to fairness between current and future generations (e.g., the 
degree to which costs (or debts) are left for future generations to cover). The second relates to the treatment 
of different age groups in the current population.

Fairness to future generations
As the Congressional Budget Office has argued, failing to rescue the public finances would fuel rising taxes, 
lower economic growth and more severe restrictions on public expenditure in the future.44 Delaying action 
will serve to increase the size of the consolidation that is eventually required. Delay would place an unfair 
debt burden on future generations. As Federal Reserve Chairman Ben Bernanke has argued, there is a need 
for “early and meaningful action [to avoid] future generations bearing much of the cost.”45

Even if government accounts were not in such poor condition demographic changes, particularly from 
population ageing, mean that major areas of government spending would still require reform. Government 
programmes are largely funded on a pay as you go (PAYG) basis. With the ageing of the population the 
proportion of people who work and pay the taxes that fund services is falling. In future the real value of 
programmes will be likely to fall and recipients will need to fund more of the cost of services through direct 
charges and payments.

While the costs of population ageing are relatively well recognised the urgency with which these costs need 
to be addressed is not. For example:46

 >  From 2010 to 2015 the total principal benefits paid to pensioners are forecast to increase by £11.7 
billion (even before the recent change in the approach to indexing the basic state pension). This will 
be a 12.4 per cent increase.

 >  The basic state pension alone has been forecast to increase by £8.6 billion in this period (even before 
the change in the indexation of this programme). This will be a 16.2 per cent increase.

 >  A 2010 Government white paper on national care services estimated that the number of older people 
and younger adults with potential care needs will rise by around 1.7 million over the next 20 years. 75 
per cent of those aged over 65 will need some care during their retirement and around 20 per cent 
will face care costs of more than £50,000. 

43  Bassett, D. et al (2010), Budget 2010: taking the tough choices, Reform.
44  Congressional Budget Office (2009), The Long-Term Budget Outlook, June.
45  Bernanke, B. (2007), ‘Long-term fiscal challenges facing the United States,’ Testimony before the Committee on the Budget, U.S. Senate, 

18 January. “To summarize, because of demographic changes and rising medical costs, federal expenditures for entitlement programs 
are projected to rise sharply over the next few decades. Dealing with the resulting fiscal strains will pose difficult choices for the 
Congress, the Administration, and the American people. However, if early and meaningful action is not taken, the U.S. economy could be 
seriously weakened, with future generations bearing much of the cost. The decisions the Congress will face will not be easy or simple, but 
the benefits of placing the budget on a path that is both sustainable and meets the nation’s long-run needs would be substantial.”

46  Bassett, D. et al (2010), Budget 2010: taking the tough choices, Reform.
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As well as this fiscal argument, there are other important reasons for addressing the costs of population 
ageing quickly. Delay would reduce the time available to prepare for inevitable changes in policy 
frameworks (such as making greater individual contributions to retirement incomes).

The need to move quickly when addressing the costs of population ageing can be shown in the case of the 
increase in the retirement age.47 For any change of this nature there will be a group of people who are 
relatively disadvantaged in the transition. This will include people who are below but close to retirement 
age. These people will have relatively little time to change their plans for retirement. Given this it may be 
tempting to delay any increase to ensure that they do not lose from the change, but this would increase 
future problems. Population ageing means that more people could be caught in the transition if the change 
is delayed and that the group of losers would be larger.48,49

Fairness to today’s elderly
Concern has been expressed that plans for consolidation will impact negatively on the current cohort of 
older people.50 In making such assessments it is necessary to consider the degree to which government 
intervention already favours this group. Previous Reform research has, for example, estimated the receipt 
of middle class welfare and tax burdens for retired and non-retired households.51

These data show that between 1998-99 and 2008-09 there was an expansion of cash benefits to retired 
households, largely driven by the increase in retirement pensions, Income Support and Pension Credits, 
Disability Living Allowance, and other non-contributory benefits (including the Winter Fuel Allowance). 
Benefit spending on middle and higher income non-retired households also increased over this period, 
although support for students became more targeted.

The major difference in the treatment of retired and non-retired households over this period was the 
greater tax burden facing middle to higher income non-retired families, particularly due to the increase in 
direct taxes.52 The share of direct taxation paid by non-retired middle and higher income households 
increased by 7 percentage points over the period, while the share by retired households fell by 2 per cent.

Differences in the treatment of retired and non-retired households are likely to increase with, as Booth and 
Taylor (2011) arguing, that the elderly being identified for special treatment by the government in the 2010 
spending review. This group has not only been largely exempt from spending cuts and will benefit from 
proposals to increase pensions in line with general wage increases and guarantee that pensions will not be 
below 2.5 per cent or the rate of inflation.53

Although retired people have made National Insurance Contributions and paid taxes, these contributions 
and taxes have largely been spent on a pay as you go basis. They have also, in aggregate, tended to be lower 
than spending with governments running persistent deficits since the 1970s. This reflects a “borrow now, 
pay later” culture.54 While such an approach may have been possible, although not wise, when the working 
aged population was growing faster than the elderly population, this approach cannot be sustained with an 
ageing population.

An implication of this is that it will become increasingly important to consider value for money from 
spending on the elderly. Initiatives to improve value for money on spending on the elderly identified by 
Reform are shown in the table. These initiatives must include a greater requirement to contribute to the 
costs of support, such as long term care, through releasing the equity in assets like housing. It has been 
estimated that people over the age of 60 have more than 80 per cent of Britain’s wealth and over £1 trillion 
in unmortgaged equity. As Paul Lewis has argued this cohort has benefitted from windfall gains from a long 
period of house price inflation higher than wage and price inflation.55

47  The State Pension Age for women is rising from 60 to reach 65 by November 2018. From December 2018 the State Pension age for both 
men (the current age is 65) and women will increase to reach 66 by April 2020.

48  The Pensions Policy Institute has shown how, for example, prior to the increase in the retirement age there would 680,000 more people of 
state pension age by 2015 (Pensions Policy Institute (2010), Pension facts).

49  However, while there may be little case for delaying a change, the fact that there are transitional losers will require a policy response (e.g., 
consideration will need to be given to improving the labour market outcomes of the over 55s) (see, for example, Harrop, A. (2010), in 
‘Reforming welfare: Transcript,’ in Nolan, P. (ed.) (2010), The first hundred days, Reform).

50  See for example, Berry, C. and D. Sinclair (2010), Intergenerational fairness and the spending review, International Longevity Centre, 
London.

51  Cawston, T. et al (2010), The money-go-round, Reform.
52  Note that as these data include the non-refundable component of tax credits they are likely to understate the increase in tax burden over 

this period (measured direct tax liability is reduced by some increases in spending on tax credits).
53  Booth, P. and C. Taylor (2011), Sharing the burden – how the older generation should suffer its share of the cuts, IEA Discussion  

Paper No. 34.
54  Bassett, D. et al (2009), Back to Black, Reform.
55  Nolan, P. (ed.) (forthcoming), ‘Transcript,’ Paying for long term care, Reform.
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Table 4: Reform’s recommendations for reducing the costs of population ageing56

Source: Bassett, D. et al (2009), Back to Black, Reform; Cawston, T. et al (2009b), The end of 
entitlement, Reform; Bassett, D. et al (2010), Budget 2010: Taking the tough choices, Reform; 
Cawston, T. et al (2010), The money-go-round: Cutting the cost of welfare, Reform; Bassett, D. 
et al (2011), 2011 Reform scorecard, Reform; Nolan, P. (ed.) (forthcoming) ‘Transcript’, Paying  
for long term care, Reform

 
Winter fuel allowance

 
Has an annual cost of £2.7 billion yet only 12 per cent of spending goes to people in 
fuel poverty and there is little evidence recipients spend the benefit on fuel. Should be 
scrapped

Free bus passes Annual cost of £1 billion. A LGA report found the benefit to be “inefficient and high 
cost”, with “many people benefiting who do not need to.” Should be scrapped 

Free TV licences Annual cost of £545 million with no strong policy rationale. Should be scrapped

Increase in retirement 
age

Previous plans (to increase the retirement age to 66 by 2026) were insufficient to curb 
growing costs. The Coalition is right to bring forward the increase in the state pension 
age but too little thought has been given to helping families manage this transition 
and any labour market policies (beyond scrapping default retirement age) that are also 
required

Indexation of pensions Under Coalition reforms state pensions are indexed to wage growth not price 
growth.57 Even before this change the cost of pension benefits was forecast to rise to 
6.1 per cent of GDP by 2055. The decision to link pensions to earnings increases the 
forecast cost to 7.3 per cent of GDP. This swamps any savings made by raising the 
retirement age

Public and private 
sector pensions

Public sector pensions represent a large and largely unfunded liability. Without reform 
the cost will fall on future generations of taxpayers. Differences between public and 
private pensions are hard to justify and damage competitiveness (create a barrier to 
entry for private firms in public sector markets)

Funding of long term 
care

The cost of long term care will continue to rise this century. The value of housing 
equity held by people over 60 (valued at around £1 trillion) should play a role in any 
funding for this increasing cost of care 

57

High (productive) pay
A further key dimension of fairness relates to differences in pay. It is often assumed that a fair policy would 
narrow income inequality, as shown by measures such as the Gini coefficient. Yet, as discussed above, there 
are problems in the use of these measures. These problems can be illustrated with the hypothetical case of 
the migration of a high net worth individual. If the world’s richest person was to move all of their resources 
to the UK then the Gini coefficient would worsen. Measured income inequality would increase. (Conversely, 
if the UK’s richest person was to leave then the Gini coefficient would improve, see below.)

The extra taxes that this person pays in the UK would, however, mean that the tax base is larger and tax 
revenues increase. No one would be any worse off and more funds would be available for repaying 
government debt, reducing tax burdens or spending on goods and services. The worsening of the Gini 
coefficient would be of no practical importance.

To illustrate the operation of inequality measures Reform modelled the Gini coefficient for the UK income 
distribution based on tax data for 2006-07 (the last year for which unit record data were available) and 
following a hypothetical change in the income distribution. As well as the Gini coefficient, static changes in 
tax revenue and national income were estimated.

Note that data limitations, particularly in relation to top income earners, mean that these estimates should 
be seen as indicative only. They do not account for dynamic effects of any changes in the income 
distribution or national income and are based on unequivalised incomes. The objective of the estimates is to 
illustrate the likely outcomes of a change in the income distribution, not to establish the level of inequality 
in the existing income distribution.

56  Reform has also proposed removing the age-related personal allowances and providing compensation to the poorest pensioners 
through a simplified pension credit (see Bassett, D. et al (2010), Reality check, Reform).

57  The Coalition has also introduced a ‘triple lock,’ where the basic State Pension will be increased by the higher of growth in earnings, 
prices or 2.5 per cent.
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Table 5: Illustrative static effect of high earner migration
Source: Reform estimates based on unequivalised Total Earned Income data extracted from 
HMRC Survey of Personal Incomes (Public Use Tape) 2006-07

Income cap £1 million Income cap £5 million

Percentage point change in inequality (Gini) -6.0 -0.9

Change in tax revenue (£ billion) -6.9 -1.8

Percentage point change in tax revenue (%) -4.5% -1.2

Change in the tax base (£ billion) -16.4 -4.0

Change in the tax base (%) -2.1 -0.5

Nevertheless these data show that if the maximum income in the UK was to be capped at £1 million and as a 
result all individuals with total earned taxable incomes above this level were to migrate from the UK, 
equality would improve. The Gini coefficient, which the Office for National Statistics estimates at 38 per 
cent, would improve by 6.0 percentage points (back to the level of the early to mid-1980s).58 This increase 
in equality would come at a static cost, with income tax revenues falling by £6.9 billion (4.5 per cent) and 
national income by £16.4 billion (2.1 per cent of the income tax base). These costs are before we account for 
any multiplier effects that would result from the reduced number of top income earners. These illustrative 
estimates are conservative and likely to understate the loss of tax revenue and national income from the 
change.

The 50p tax rate
The 50p top rate on incomes over £150,000 gives the UK one of the highest top rates in the OECD. Together 
with the phasing out of the personal allowance for taxpayers with incomes over £100,000, the 50p tax rate 
will add considerable complexity to the tax system and corresponding tax calculations, as the tax 
professional community has highlighted. It will also result in high effective marginal tax rates. Those 
earning between £100,000 and £112,950 will face a marginal tax rate of 60 per cent, while someone earning 
£115,000 will face a marginal tax rate of 40 per cent. There is no economic rationale for this pattern of 
marginal tax rates which will have a distortionary impact.59

Looking at the current burden, the richest 1 per cent of taxpayers provide around a quarter of total income 
tax revenues and the richest 10 per cent provide over half. These shares have increased since 1999-2000. 
The UK relies on higher income groups to fund a large proportion of public services. In 2009-10, UK 
financial services firms paid £53.4 billion in taxes, which was around 11 per cent of total tax receipts.60 The 
largest 100 firms in the UK paid £56.8 billion in taxes in 2010, around 12 per cent of total tax receipts.61

58  The estimates in this report are not directly comparable with those prepared by the Office for National Statistics (ONS) as the estimates in 
this report are based on unequivalised income. Nevertheless, to provide context for these estimates the ONS has estimated that in 
“2008/09, before taxes and benefits, the level of inequality as measured by the Gini coefficient was 52 per cent. The addition of cash 
benefits decreased the level of inequality to 38 per cent, a fall of 14 percentage points. After direct taxes are taken into account the level of 
inequality fell a further 4 percentage points to 34 per cent. However, when indirect taxes are then subtracted from households’ incomes 
the level rose back to 38 per cent (Barnard, A. (2010), The effects of taxes and benefits on household incomes, 2008/09).”

59  Bassett, D. et al (2010), Reality check, Reform.
60  TheCityUK (2011), Economic contribution of UK financial services 2010.
61  PricewaterhouseCoopers (2011), Total tax contribution: Understanding the economic contribution that large companies make to UK 

public finances.
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Table 6: Share of income tax for percentile groups, 1999-2000 and 2010-11
Source: HM Revenue and Customs (2010), Table 2.4: Shares of total income (before and after 
tax) and income tax for percentile groups

Top 1% of income 
taxpayers

Top 10% of income 
taxpayers

Top 25% of income 
taxpayers

 
1999-2000

Share of before tax income 11.0 32.9 53.4

Share of after tax income 8.8 29.3 50.0

Share of total tax 21.3 50.3 69.5

 
2010-11

Share of before tax income 12.4 34.8 54.8

Share of after tax income 9.2 30.1 50.9

Share of total tax 26.6 55.5 72.3

The 50p tax rate itself may not be enough to drive the 350,000 UK residents who earn over £150,000 out of 
the UK. But on top of other recent changes to hit the wealthiest, including the charge for non-domiciled 
taxpayers, taxes on bankers’ bonuses and the restriction of higher rate relief on pensions, these changes 
make the UK a less attractive place for highly mobile individuals. Indeed, there has been evidence of high 
net worth individuals emigrating following these changes. These people are needed to help create wealth 
and economic growth as the UK tries to move out of recession. These damaging tax changes are coming at 
exactly the wrong time. These measures reverse the move towards a flatter, more economically efficient, tax 
system that has occurred in the last thirty years.

Is there an economic justification for envy?
Some commentators claim that consumption (especially conspicuous) among higher income earners would 
damage lower income earners. This may be because lower income earners could feel dissatisfied with their 
own consumption in comparison to those of higher earners. This may also be because higher earners’ 
consumption employs too many resources.

Yet these arguments do not hold water. They deny the importance of utility at the top of the income 
distribution and ignore the dynamics of income distribution (that people will move up and down in the 
income distribution over their lifecycle). They also ignore the fact that differences in incomes may reflect 
revealed preferences (decisions that people take and which they should take responsibility for). Finally they 
take a zero-sum view of the economy, although if consumption sufficiently increases productivity then more 
resources, not fewer, would be available for other consumption.62,63

Nevertheless, the arguments above do not justify high pay per se. Pay needs to be linked to productivity.  
If high earners are not sufficiently productive then little defence can be made for their high pay.

62  Kerr, R. (2010), ‘The Spirit Level’, http://rogerkerr.wordpress.com, December 22.
63  There may also be a concern that a rise in income inequality could be associated with increases in household debt-to-income ratios. 

Recent IMF research set out to link a rise in income inequality, increase in household debt-to-income ratios among poor to middle income 
households and the risks of a financial crisis. This research concluded that policies are required to prevent excessive household 
indebtedness and reduce crisis-risk ex-ante (Kumhof, M. and R. Rancière (2010), ‘Inequality, leverage and crises,’ IMF Working Paper, 
WP/10/268). Such policies imply that a greater increase in consumption inequality should be tolerated as the extension of debt among 
poor to middle income households is one reason that the rise in income inequality has been less pronounced than the increase in 
consumption inequality.
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The taxation of football superstars
Tax-induced international mobility of talent is an important issue. There has been public discussion on the 
effect of higher taxes on groups such as hedge fund managers.64 Yet some people may argue (rightly or 
wrongly) that as concerning the migration of hedge fund managers is, the migration of talented footballers 
would be a much more vexing problem. It has been suggested that, for example, a desire to avoid the 50p 
tax rate and benefit from the Beckham Law (offering a flat 24 per cent rate to foreign residents in Spain) 
influenced Cristiano Ronaldo’s move from Manchester United to Real Madrid.

The effect of taxation on the European football market was the topic of a paper by Kleven, Landis and 
Saez.65 This paper provided evidence on top earnings tax rates, football player careers and club 
performances in the first leagues of European countries since 1980. It identified that:

 >  The “Beckham Law” led to an increase in the number of foreign players in Spain. There is also some 
evidence the scheme led to the displacement of domestic players by foreign players. This 
displacement reflects rigid labour demand in the football sector (discussed below).

 >  In Denmark the Researchers’ Tax Scheme led to an increase in the total share of foreign players and 
changed the composition of foreigners in favour of higher ability players (although there has been 
debate over whether football players are worthy recipients of a scheme intended to attract foreign 
experts and scientists).

 >  A cap on payroll taxes in Greece led to the proportion of Greek players leaving to play abroad being 
much lower (compared to a cohort of players who faced uncapped payroll taxes).

As Kleven, Landis and Saez note the example of the professional football market is a valuable laboratory for 
the study of tax-induced mobility. This research highlights that taxes have an effect on the ability to attract 
and retain talented players. This research also highlights the importance of being able to compete for the 
best global talent. The arguments apply more broadly and include researchers, doctors, scientists, engineers 
and economists.

Personal tax allowances and tax free thresholds
A key component of the Coalition’s agenda for fairness is to increase the level of the personal tax allowance 
to £10,000. However, the actual effects of this policy are likely to differ from those commonly assumed.  
In particular, the major beneficiaries of this policy will not be those people who are its supposed target.  
To explain this it is useful to distinguish average and marginal tax rates.

 >  The average tax rate is the total tax paid as a proportion of the taxpayer’s total tax base, such as 
taxable income.

 >  The marginal tax rate is the percentage of extra income received that must be paid in taxes.

Now assume that the personal allowance is increased from £7,475 to £10,000 for three different workers: a 
single worker on £7,000 per annum, a worker on £9,000 per annum and one on £15,000 per annum. Both 
workers who currently earn above the level of the current allowance would have a reduction in their total 
tax paid by (or average tax rates). The worker below this threshold would (based on a static analysis) gain 
nothing. Further, the worker on £9,000 (above the current allowance but below the new one) would face a 
lower tax rate on any additional earnings, so their marginal tax rate falls. For the higher income earner the 
marginal tax rate remains unchanged.

There are two key consequences of these changes. First, much of the benefit of this change goes to people 
who are above the threshold and who are not often seen as being in the target group for these reforms. As 
the table shows, all of the spending on this change (based on a static analysis) goes to individuals earning 
above the current level of the personal allowance. Of this total the large majority (£13.2 billion of £14.2 
billion) goes to people who are above the new personal allowance. Only £1 billion goes to people on 
individual incomes below £10,000.

64  See, for example, Estorick, A. (2010), ‘A tax cap: an idea whose time has come,’ http://conservativehome.blogs.com, November 23.
65  Kleven, H, C. Landis and E. Saez (2010), ‘Taxation and International Migration of Superstars: Evidence from the European Football 

Market’, NBER Working Paper 16545, National Bureau of Economic Research, Cambridge MA.



26

The fairness test
An agenda for fairness4

Table 7: Poor targeting of personal allowances
Source: Reform estimates based on data extracted from HMRC Survey of Personal Incomes 
(Public Use Tape) 2006-07

 
Increase in allowance from £7,475 to £10,000

Total cost (£ billion) £14.2

Payments to individuals on £7,475 or above (£ billion) £14.2

Payments to individuals on £10,000 or above (£ billion) £13.2

Payments to individuals on £30,000 or above (£ billion) £3.2

Note: Table shows a change in personal allowances only (e.g., not including changes to the threshold for  
the 40p rate)

 
Tax allowances and incentives to work
It may be argued that, in the longer term, any changes to improve the incentives to work could mean that 
the fairness of this policy would improve. Yet this policy would largely be damaging to work incentives.  
Only people with incomes between £7,500 and £10,000 would experience a reduction in marginal tax rates, 
while these people (and all people on incomes over £10,000) would experience a fall in average tax rates. 
This is important as a reduction in average tax rates can create an income effect which damages incentives 
to work (as it is possible to reach a desired level of income at a lower level of work effort). In other words, 
for most people the change is “infra-marginal” and will not improve efficiency.

Tax allowances a major source of tax avoidance
An increase in a tax allowance may have other unintended consequences. In particular, tax allowances 
create incentives to split income between family members to make multiple use of personal allowances.  
As the level of the personal allowance increases the incentives to engage in this tax avoidance increase also.

There is evidence that the use of personal allowances for tax avoidance purposes is relatively common. 
Based on HMRC data for 2006 (the last year for which unit record data are available) there are close to 
800,000 individuals with total earned taxable incomes of below £1, and just under 10 million individuals 
with total earned taxable incomes of between £1 and £6,475 (the level of the personal allowance in this 
year). Given that there is a total of 40,695,011 people with tax records in the UK, this means that close to 
one quarter of these people earn between £1 and the level of the personal allowance.

There is little economic explanation for the income distribution having such a large mode at around this 
income level. This suggests evidence of tax planning with, for example, families who are able to manipulate 
their taxable incomes effectively making multiple use of personal allowances by paying out income from 
their businesses to different family members. The potential use of personal allowances for income splitting 
purposes can also be shown by the difference in the measured poverty incidence and living standards of 
children in self employed families.66

A tax free threshold rather than a personal allowance
Replacing personal allowances with a tax free threshold would improve the targeting efficiency of this tax 
relief (although spill-over to people not in need would still be high).

 >  A personal tax allowance is a form of tax relief that reduces taxable income and then applies income 
taxes to the remaining income.

 >  A tax free threshold leaves taxable income unchanged but applies a zero rate of tax to income below 
the threshold.

66   Bassett, D. et al (2010), Reality check, Reform.



27

The fairness test
An agenda for fairness4

Although a personal tax allowance and a tax free threshold may appear very similar, there is a key difference 
in that an allowance reduces taxable income and then calculates tax paid while a tax-free threshold leaves 
taxable income unchanged. In practice this difference means that a tax allowance provides more support to 
higher marginal rate taxpayers. To illustrate (and only looking at the static effects of the change):

 >  An individual on £50,000 would pay £1,495 more with a tax free threshold than with a personal 
allowance.

 >  An individual on £30,000 would pay exactly the same amount.

Removing personal allowances and introducing a tax free threshold of an equivalent amount (of £7,475) 
would mean that no basic rate taxpayers would be any worse off and that the revenue collected through the 
tax system (before accounting for behavioural changes) would increase by around £4 billion. This 
additional revenue could fund deficit reduction and the removal of more damaging taxes.

The welfare money-go-round
Many households simultaneously receive assistance from and pay substantial taxes to the Government. 
Reform’s analysis of benefit expenditure revealed that, based on Office for National Statistics (ONS) data 
for the most recent year available (2008-09):67

 >  Around £31.8 billion was spent on providing benefits to the United Kingdom’s middle classes.  
This represented around a quarter of the spending on cash benefits contained in these data.

 >  £23.8 billion of this expenditure was received by the non-retired and £8.0 billion by the retired.

 >  Over the ten years to 2008-09 the share of welfare spending in the form of middle class welfare 
increased by 7 percentage points (rising from 17 per cent of total welfare spending to 24 per cent),  
the receipt of benefits in kind by the middle classes increased over this period too (increasing by 9 
percentage points from 31 per cent to 40 per cent).

 >  In relation to the change in tax burdens,68 the increase in tax burdens was only marginally higher 
than the increase in benefits. The two sides of the equation broadly balanced (with the increase in 
taxation being equivalent to around 99 per cent of the increase in benefits).

 >  The increase in middle class welfare over the ten years to 2008-09 was largely a money-go-round. 
Many of the households receiving greater assistance from the government were simultaneously 
paying higher taxes.

This money-go-round, or churning, is undesirable because it indicates that some government expenditure 
is unnecessary and this unnecessary expenditure leads to taxes having to be higher than otherwise.69  
These higher taxes come with higher administrative and economic costs.

Poorly targeted spending crowding out spending on the poor
Although some commentators use a concern with inequality to argue for increased welfare spending the 
utility of this money-go-round is unclear. As welfare spending in the UK has increased over the last 15 years 
social mobility has fallen.70 Spending on welfare is not a silver bullet – and one reason for this is the 
increasing share of this spending that is going to those families who are not in need. Poorly targeted 
spending leads to the integrity of the welfare system being undermined and the wrong sort of welfare 
increasing in value.

67  Data limitations meant that these estimates did not include government spending not included in Office for National Statistics data. As 
Rosewell, B. et al noted “The ONS study allocates around £360 billion of government revenue and £320 billion of spending across 
households. This equates to roughly 60 per cent of total revenue and around half of public sector expenditure. The study only allocates the 
revenue and spending which it finds ’can be reasonably attributed to households’. It does not include those which are harder to trace or to 
attribute (for example revenue from corporation tax and spending on defence).” Rosewell, B. et al (2010), The Fiscal Landscape: 
Understanding contributions and benefits, 2020 Public Services Trust, p. 20. Data limitations also mean that it is necessary to be cautious 
when comparing results for different years.

68  The burden of direct taxes (net of refundable tax credits) increased by 6 percentage points so that households with middle incomes and 
above accounted for 80 per cent of direct tax revenues by the end of the period. The share of indirect taxation paid by these middle and 
higher income households also rose by 5 percentage points to 61 per cent.

69  Cox, J. (2001), Middle class welfare, New Zealand Business Roundtable.
70  Haldenby, A. et al (2008), The mobile economy, Reform.
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Table 8: Attitudes towards benefit levels
Source: Reform estimates based on British Social Attitudes Survey

 
1997

 
2001

 
2005

 
2009

Benefits for unemployed are too low and 
cause hardship (% agreeing)

46 37 20 10 (1)

The gap between people with high and low 
incomes is too large (% agreeing)

N/A 80 49 (2) 52

Notes: (1) The 2008 figure was 16 per cent and the change between 2008 and 2009 may partly reflect a change 
in the survey design (an increase in the ‘other’ category); (2) as a 2005 figure is not available the figure for 2004 is 
included, the change between 2001 and 2004 and 2009 may reflect a change in the survey design (an increase in 
the ‘other’ category), the figure for 2008 was 37 per cent

Poorly targeted spending weakens the case for support for poor families by reducing the integrity of the 
welfare system. This can be shown with data from the British Social Attitudes Survey. (Note that changes in 
the survey mean that it is necessary to be cautious about comparing results over time.) These data indicate 
that a decreasing proportion of people believe that benefits are too low and cause hardship.71 This change in 
perceptions has been contrasted with the falling value of the unemployment benefit as a percentage of 
average earnings.72 This change in perceptions is not surprising as when more people who are not in need 
receive assistance (with the extension of middle class welfare) the perception that the welfare system is 
overly generous likely to increase. Certainly overseas experience indicates that better targeting of support 
(such as by work effort) can increase legitimacy and justify expenditure.73

Even a small increase in the generosity of a universal programme like the Child Benefit comes at a very large 
fiscal cost, meaning resources have to be spread thinly and less is available for families in need. The desire 
to use welfare to attract votes also means that benefits for middle class voters become more generous while 
poor families are left with scraps.74 It is no wonder that the last government failed to reach its child poverty 
targets and that Martin Narey, former Chief Executive of the children’s charity Barnardo’s, argued that 
universal welfare may constitute an unaffordable luxury.75, 76

The tax gap
An argument made against fiscal consolidation is that what is needed to reduce the deficit is to “find a way 
to get bankers and multinationals to pay their fair share of taxation.” Indeed, the financial crisis has 
prompted an explosion of interest in tax havens and tax avoidance by the “super rich.” Yet while reducing 
the tax gap (the difference between the tax collected and the theoretical liability (amount that should be 
collected)) is often seen as a painless way of increasing tax revenues, the reality is quite different.

Estimates of the tax gap require care in their calculation and interpretation.77 In December 2009, HMRC 
published for the first time an estimate of the total UK tax gap – the difference between the amount of tax 
due and the amount collected – as part of the Pre-Budget Report. Further estimates were released in 

71  The data may also indicate a decreasing concern with income inequality. This may, however, may reflect changes in the survey and not 
changes in attitudes.

72  Horton, T. and J. Gregory (2009), The solidarity society, Fabian Society.
73  As Cawston, T. et al (2010) (The money-go-round, Reform) noted, “the Earned Income Tax Credit in the USA has shown that public 

support for welfare programmes does not require public support to be brought through poor targeting but can reflect an understanding 
and support for its objectives. [....] Reforms may also enjoy public support for reasons other than the distribution of their financial 
benefits. If reform increases the real utility of a programme, possibly by increasing the extent that the direct financial benefit goes to the 
needy, it can also lead to sustainable expenditures.”

74  As Cawston, T. et al (2010) (The money-go-round, Reform) noted, “since its introduction in 2003-04 the Pension Credit has increased in 
line with inflation with the average award rising by 30 per cent from £42.71 to £55.56 in 2009. In 2003-04 the Winter Fuel Allowance (first 
introduced in 1998) was £100 and is now £250 for over 60s and £400 for over 80s. These represent increases of 150 per cent and 200 per 
cent while the real cost of energy and electricity bills increased by around 30 per cent over the five years to 2009.”

75  Narey, M. (2010), ‘Time to end child benefit,’ Comment is Free, Guardian, 4 October.
76  An issue sometimes raised with means-testing is that poorer families who receive the Child Benefit could fail to take up a means-tested 

entitlement. But, contrary to some claims, it is not the case that the current take up of relevant means-tested programmes is always poor 
among the poorest families. Among families out of work, for example, HMRC data show the take up of the means-tested Child Tax Credit 
is a high 97 per cent, which is the same as the overall rate for the Child Benefit. Take up is lowest for families on incomes £50,000 a year 
and above. Where there are concerns take up should be increased through improving administration, such as having simpler application 
forms (Cawston, T. et al (2010), The money-go-round, Reform).

77  As Mazur and Plumley noted, for example, estimates of the tax gap may be influenced by uncertainty about the true liability imposed by 
the tax code (and differences in interpretation of this code) and difficulties in collecting information (Mazur, M and A. Plumley (2007), 
‘Understanding the Tax Gap,’ National Tax Journal, Vol. LX, No. 3).
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September 2010. These data showed that the tax gap is £40 billion, or around 8 per cent of total revenues 
collected.78 Of this the biggest proportion is from inaccurate returns from individuals and indirect taxes like 
VAT, which indicates both a lack of understanding and gaming of the tax system (for example, small 
businesses paying other family members for “non-jobs” to capture the benefits of the personal tax 
allowance). As shown by comments made by Stephen Fry, a culture has emerged in the UK where it is 
increasingly common for people to take opportunities to have “cheated and fiddled things”, such as 
expenses and taxes.79 

Table 9: Breakdown of the tax gap
Source: HMRC (2010), Measuring tax gaps 2010, Official Statistics Release, HMRC

Point estimate (£ billion)

Value Added Tax (VAT) 15.2

Income tax, National Insurance Contributions, Capital Gains Tax 14.5

Corporation Tax 6.9

  Of which, very large and large businesses 4.3

  Of which, small and medium sized businesses 2.6

Excise duties 3.8

Other direct taxes 1.0

Total tax gap rounded to nearest £5 billion 40.0

 
Every country has a tax gap. Comparisons show that the amount of uncollected tax in the UK is lower than 
in the US and Sweden, and higher than in Denmark.80 It arises from fraud (such as tax credits), error (lack 
of understanding of the rules), anti-avoidance (artificial structures for the sole purpose of avoiding tax) and 
the hidden economy (workers not registered or failing to declare all sources of income). However, some tax 
avoidance and evasion is inevitable. Reducing tax avoidance and evasion is not a costless exercise.81

The VAT base
The zero-rating and reduced rating of VAT on products ranging from children’s clothing to contraceptives 
results in substantial lost revenue. HMRC estimates that at least £31 billion of additional revenue would 
have been raised last year without these exemptions. The economic costs created by these exemptions 
means that the UK’s “C-efficiency” rate, which measures the efficiency of consumption tax systems, is one of 
the lowest (worst) in the OECD.

Many commentators believe that taxing consumption hurts poorer families most, since a greater proportion 
of their income is spent on consumer goods and services than that of the rich. This argument suggests that 
broadening the base to include items such as food and children’s clothes would hit the poor particularly 
hard. Yet zero-rating and reduced rating of items is of much less benefit to the lowest income families than 
often expected.82

Politicians in the UK have been unwilling to broaden the VAT base for the wrong reasons. As the Institute 
for Fiscal Studies has argued: “The survival of zero-rating of food and children’s clothing appears simply to 
reflect politicians’ doubts of their ability to explain why a package involving its removal need not have a 
regressive impact.”83 Rather than inefficiently trying to use the VAT system to help the poorest, an increase 

78  HMRC (2010), Measuring tax gaps 2010, Official Statistics Release, HMRC.
79  Bassett, D. et al (2010), Reality check, Reform
80  Bassett, D. et al (2010), Reality check, Reform
81  Efforts to reduce tax avoidance and evasion may, for example, incur unacceptable administration, compliance and economic costs or too 

heavily infringe on taxpayers’ privacy and rights.
82  Data cited in Bassett, D. et al (2010) (Reality check, Reform) show, for example, that:
 >  Since the rich save a greater proportion of their income than the poor, it appears as though they are effectively “escaping” VAT on that 

portion of their income. But this saved money will generally be spent later (aside from bequests), so VAT is not escaped over the 
lifecycle. As a proportion of household spending, therefore, the poor do not seem to spend more, or not much more, than the rich on 
items on which VAT is charged.

 >  The zero and reduced VAT rates are a poor way to target help on poor families, in fact benefiting the rich more than the poor since a 
wealthy individual or family will, in absolute terms, spend more than a poorer one. Using preferential rates introduces complexity into 
the system and, since they are not particularly effective at helping those on low incomes, it is better to use the existing redistributive 
mechanisms in the welfare system for this purpose.

 >  There are complex boundaries between goods and services that are broadly similar but are treated differently for tax purposes (e.g., 
between cakes and some biscuits). This highlights that many of the food and other items that families purchase will face the full rate of 
VAT and so the value of the zero and reduced rates is often less than expected.

83  Cited in Bassett, D. et al (2010), Reality check, Reform
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in benefits could offset the regressive effects of increasing the efficiency of VAT by broadening the base. 
Reform has calculated that the government could scrap the zero and reduced rates of VAT while 
compensating the poorest and still raise approximately £15 billion extra revenue.84

Welfare

Reform to working aged benefits
Although the United Kingdom government spends a relatively high amount on welfare this spending 
performs poorly. As Reform research has demonstrated the United Kingdom is spending at European levels 
for poor American results. Poor quality spending, not a lack of spending, is the major social policy 
problem.85 As well as being too expensive, the welfare system is too complex. The Department of Work and 
Pensions’ Decision Makers’ Guide is no less than 8,370 pages long. The system is also too heavily 
centralised, with there being a need for a greater focus on employing local initiative and allowing benefit 
rules to vary at a local level to suit local circumstances.

The Government has put tackling disincentives to work at the heart of its welfare reform agenda. The 
current benefit system is complex and creates poor incentives.86 Income assistance may discourage work 
effort through providing an income while out of work greater than the income from work. Income 
assistance may also discourage people already in work from increasing their hours of work or wage rates. 
The degree to which income assistance discourages work effort depends on how families’ net incomes 
change as they increase their work effort.

However, while it is relatively easy to diagnose the problem of poor incentives it is much more difficult to 
develop solutions. One reason for this is that income assistance cannot make work pay for all people and at 
all levels of work effort. Improving financial rewards for part-time work, for example, comes at an economic 
cost of discouraging full-time work or increases in hours of work or wage rates.

As well as financial incentives, factors such as age, ethnicity and the presence of dependent children in the 
family play an important role in influencing labour supply. People’s decisions regarding work effort are also 
influenced by uncertainty and the administration of programmes. A high degree of explanatory power has 
been found for these non-monetary variables in determining whether an individual is in or out of the 
workforce. Financial variables, such as wage rates, non-labour income, and social assistance income, have 
been found to be statistically significant but making only a small contribution to explaining labour market 
status.

Welfare policy also needs to recognise the importance of conditionality and responsibility. Increases in 
conditionality have led to reductions in caseloads in the US, Denmark, the Netherlands, Australia and New 
Zealand. Indeed, conditionality has been so successful that countries are extending variations of these 
policies to recipients of what were previously considered inactive benefits, such as lone parents, disabled 
people and people with health conditions.87 Conditionality has also already been successfully used in the 
UK. The Flexible New Deal, for example, required people who had been on the Job Seekers Allowance for 
22 months to engage in Intensive Activity Periods. This conditionality, matched by more intensive support, 
reduced the level and duration of benefit receipt.88

84  The Reform calculations are estimates. This is based on increasing all cash benefits by 7.5 per cent and would mean that the poorest 30 
per cent of households would, on average, be better off while all other deciles would lose, progressively by a higher amount the richer the 
household. 
     The precise impact of any change in VAT is difficult to calculate as behavioural changes would have an effect and altogether there are 
currently over eighty zero and reduced rated items. The figures are based on household spending on the main zero and reduced rated 
items, including food, domestic gas and electricity, mortgage payments, books, papers and magazines, transport, drugs and 
prescriptions and children’s clothes.

85  OECD research, cited in Cawston, T. et al ((2010), The money-go-round, Reform) has, for example, illustrated that the UK spends more 
than £90,000 per child from birth to the age of 18, more than the OECD average of £80,000. Yet by international standards outcomes are 
poor. The United Kingdom is worse than average for overall child well-being with high rates of risky behaviours, high levels of underage 
drinking, high teenage pregnancy rates and more than 10 per cent of 15 to 19-year-olds not being in school, training or work and 
education. Indeed, as the OECD has noted, the rates of drunkenness are the highest in the OECD, with one in three 13 to 15 year olds 
having been drunk at least twice, and the teen pregnancy rate being fourth highest in the OECD.

86  Proposals would see a major reform of the number and types of benefits and tax credits and the ways in which they abate. A streamlined 
benefit system would combine out-of-work and in-work benefits, including tax credits, into a single universal benefit. Levels of support 
would be determined principally by income and level of savings, but also by household need. Increased earnings disregard would also be 
introduced that would be tailored by household income and characteristics to ensure “work always pays” (Department for Work and 
Pensions (2010), 21st Century Welfare).

87  Cawston, T. et al (2010), The money-go-round, Reform.
88  Cawston, T. et al (2010), The money-go-round, Reform.
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Families should also take some responsibility themselves. There is no perfect welfare system where at every 
point work always pays, all in-work costs are covered and change never creates “losers.” There are at times, 
for example, costs associated with working that no realistic welfare system could ever compensate for.  
But this should not be used as an excuse when families fail to make decisions that are in their – and society’s 
– long term interests. The flipside to having a welfare system which provides an important social safety net 
is that most people can reasonably be expected to take up work if it is available and adequate.

The sticky floor of the labour market
There is an argument that “the Government may want to encourage mini-jobs [...] in the belief that these 
will provide a ‘stepping stone’ into work of longer hours. [....] Those who have been out of the labour market 
for some time may want to return to work gradually, to build up confidence and work experience, and to 
settle their children in childcare arrangements. Work may also increase social capital and work-related 
contacts who could lead to longer hours’ work.” 

Yet the empirical results on the progression from mini-jobs to full labour market participation is also 
mixed. As Bell et al (2007) note, “recent work looking at mothers’ participation in mini-jobs questions some 
of [the findings that mini-jobs act as stepping stones to longer hours’ work].” They also note that the “most 
consistent finding from other research to emerge around mini-jobs for lone parents appears to be that they 
are unlikely to remain in work of this hours’ duration for a substantial period of time.” 

As these authors conclude the evidence that mini-jobs act as stepping stones to longer hours’ work is 
inconclusive, although there may be a demand for work of this type among lone parents that is currently 
frustrated by the tax and benefits system. The risk is that by encouraging the greater take up of mini-jobs 
low-wage workers will be segmented into low paid and low productivity employment (the sticky floor of the 
labour market).

This sticky floor of the labour market can also be illustrated in the case of the public sector workforce.  
As Reform noted in The front line, protecting jobs while forcing wages down traps public sector workers on 
a “sticky floor of the labour market,” where they become segmented into low paid and low productivity 
employment. The challenge is to transform these jobs into high-wage, high productivity ones. Making this 
transformation will require the front line to change. This requires people working in different ways, on 
different things, and/or for different employers.

Other sectors in the UK economy have made this transformation. In many privatised industries, such as 
telecommunications, there has been a marked improvement in labour productivity.89 A major driver of this 
increased productivity has been an increase in competition. Barriers to competition in public services 
should be reduced where possible and transparency improved to provide a similar powerful driver of 
improved public sector productivity.

Education
As the discussion above showed it is not necessarily true that an increase (or decrease) in inequality is a bad 
(or good) thing. What is bad, however, is if this change in inequality reflects low levels of social mobility. 
The primary concern should not be with inequality but with social mobility.90

A key reason for rising inequality is the increasing use of technology in the economy. This places a premium 
on an individual’s education and skills. Countries with high and even spreads of skills will see gains to 
income across the distribution. Conversely countries with mediocre and unequal skills will see increases in 
inequality and increasingly problems of productivity and social cohesion.

Unfortunately England falls into the group with mediocre and unequal skills. Aggregate performance is 
poor with the latest results showing an extremely poor return on 11 years of compulsory education: only 
53.1 per cent of 16 year-olds achieved five GCSEs or equivalent at grades A* to C including English and 
maths.91

Further, disadvantaged groups have lower attainment at all levels of education. The gap increases as the 
level of education rises. Such differences are compounded by the nature of the schools system. Research 
shows that better off parents are able to move into the catchment areas of good state schools or (for the best 
off) purchase private education. Improving social mobility requires reform to the education system.

89   Haldenby, A. et al (2010), The front line, Reform.
90   Bassett, D. et al (2010), Budget 2010: taking the tough choices, Reform.
91   Department for Education (2010), “Nick Gibb comments on provisional GCSE and A Level results”, 21 October.
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The Government has a twofold approach to the problem: to increase funding and to increase choice. 

The most expensive of the Coalition’s fairness policies is the pupil premium. From April 2011, the 
Government will pay schools £430 for every pupil in receipt of Free School Meals. From April 2012-13, the 
Government aims to pay the pupil premium to children formerly in receipt of Free School Meals as well. 
The Government estimates that the cost of the programme will rise to £2.5 billion per year by 2014-15.

The well-intentioned aim is to provide more funds to schools that target children from deprived 
backgrounds. But schools funding is already weighted according to the deprivation of children, with around 
£3 billion earmarked for tackling deprivation.92 This has enabled research which has found barely any 
positive impact of extra spending on pupil attainment, summarised by the Department for Education and 
Skills and HM Treasury in 2005. For example, according to one study of students at Key Stage 3, an 
increase of £100 per pupil led to an increase of 0.04 of a level at maths and science.93

These findings are consistent with common sense. For many years, higher levels of school funding in 
deprived areas have co-existed with great inequalities in pupil attainment by background. Analysis by the 
Department for Education of school spending data concludes: “it is clear there is no direct link between 
higher spending and higher attainment.”94

Choice and fairness
The discussion above suggests a different idea is needed. The Government’s other idea is to encourage an 
increase in parental choice through the Free Schools initiative. The intention is to empower parents to hold 
schools to account through the power of choice, demanding better value for money and incentivising 
schools to spend their money in ways that will have the biggest improvement on educational outcomes, 
such as improving teacher quality.95 The Government should, however, remove the limits on this 
programme in order to increase the supply of new schools to increase choice and so parental 
accountability.96

The greater use of choice and competition in the education system can support fairness. Competition is not 
a zero-sum game where the profits made by private sector companies deprive public services of funds. This 
zero-sum view ignores productivity. Profits (especially when they attract new entrants into markets) can 
encourage competition and drive up standards and productivity. These productivity improvements can 
mean, for example, that the supply of services can expand even when costs are falling. Indeed, as Tony Blair 
has argued:

“Choice mechanisms enhance equity by exerting pressure on low quality or incompetent providers. 
Competitive pressures and incentives drive up quality, efficiency and responsiveness in the public 
sector. Choice leads to higher standards. The over-riding principle is clear. We should give poorer 
patients or parents the same range of choices the rich have always enjoyed. In a heterogeneous 
society where there is enormous variation in needs and preferences, public services must be 
equipped to respond.”97

92  House of Commons (2009), Government response to the Children, Schools and Families Committee Public Expenditure Report.
93  Department for Education and Skills and HM Treasury (2005), Child Poverty: Fair funding for schools. A review of the ways in which Local 

Authorities fund schools to meet the costs arising from social deprivation amongst their pupils.
94  Department for Education (2011), Improving Efficiency in Schools.
95  Bassett, D. et al. (2010), Every teacher matters, Reform.
96  Bassett, D. et al (2011), Reform 2011 Scorecard, Reform.
97  Blair, T. (2003), ‘We must not waste this precious period of power,’ speech given at South Camden Community College, 23 January.
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5
Getting real on fairness

This report set out to discuss the relationship between fiscal consolidation and fairness. It highlighted key 
challenges in the assessment of fairness and illustrated these challenges with relevant case studies. This 
chapter outlines a recommended approach to delivering fairness.

The dangers of “fairness”
In the October 2010 Spending Review the Coalition Government aimed to set “out a new vision for a fairer 
Britain” with social mobility at its heart.98 Ed Miliband has talked of the squeezed middle and said that the 
Coalition’s plan for fiscal consolidation fails the “fairness test.”99

Table 10: Key challenges in thinking about fairness
Source: Reform

 
The Spirit Level

 
There is no proven connection between the claims in The Spirit Level and the 
implied policy responses. The theory on equality could, for example, be used to 
justify a flat tax (which would equalise proportionate sacrifice)

High pay Policy problems arise when high pay does not reflect productivity not from 
high pay per se. High pay can produce important social benefits. Capping the 
maximum income at £1 million in the UK would, for example, reduce inequality 
by 6 percentage points, lead to a 4.5 per cent reduction in tax revenue and 2.1 
per cent reduction in the income tax base

Poverty plus a pound? Many measures of the effect of poverty from a policy change fail to account for 
behavioural changes. Measures also often fail to include a feedback link between 
the policy change and the economy and overlook the importance of economic 
growth in raising living standards of the poorest

 
Yet the current debate on fairness is flawed and in danger of leading policy astray. Debate is dominated by 
measures that emphasise existing spending through the tax and benefit system. It is assumed that more 
government spending is synonymous with fairness. The actual nature of tax avoidance and evasion (the tax 
gap) is poorly understood. The role of economic growth in providing resources for redistribution is too 
often ignored. Arguments around progressivity and inequality are often based on little more than assertion.

If the debate continues in this way it will create two problems. First, debate will be “increasingly precise but 
miss the point.” Too much emphasis will be placed on static forecasts of measures like poverty, which fail to 
capture the importance of behavioural changes and a wider range of variables, such as inflation and food 
prices, in influencing the living standards of low income families.

Second, debate on fairness and fiscal consolidation will descend into little more than vested interests 
lobbying for concessions. It is like the Ronald Reagan quote: “a recession is when your neighbour loses their 
job, a depression is when you lose yours.” But fairness does not mean that only other people should pay. If 
fairness is seen in this way then it will be little more than a cover for narrow self interest.

98   HM Treasury (2010), Spending Review 2010, p. 7.
99   Miliband, E. (2011), ‘The cost of living crisis facing Britain’, speech to the Resolution Foundation, February 28, 2011.
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Fairness as combating disadvantage
When deciding who should bear the costs of fiscal consolidation the government needs to consider – and to 
be judged against – robust evidence and a practical understanding of fairness. Most people would accept 
that the extent to which government actions combat disadvantage should be central to any definition of 
fairness. This focus on combating disadvantage can be reflected in an agenda that:

 >  Does not just look at income but considers the wider economy and other variables

 >  Does not just look at the static effect of changes but accounts for changes in behaviour (is dynamic)

 >  Focuses on outcomes (such as poverty) and not rhetoric and envy (as shown in much of the debate 
around inequality)

 >  Gives priority to improving education and social mobility.

Fairness and the Coalition
The performance of the Coalition on fairness is a mixed bag.

The Coalition has got the big call on the deficit right. Eliminating the deficit and repaying public debt are 
important if costs are not to be simply passed onto future generations. Moving quickly is important as delay 
will make change more difficult. Population ageing means that more people could be caught in the 
transition if the change is delayed and that the group of losers would be larger.

The Coalition has pursued school reform and welfare reform. The pupil premium is, however, unlikely to be 
effective. Increasing spending on the demand side is ineffective unless supply side reform is also 
undertaken (otherwise increased spending will be captured by inflation in costs). The Coalition has been 
right to attempt supply side reform but this has been limited.

One of the first initiatives the Government announced was the Work Programme, which will outsource all 
welfare to work services.100 The new commissioning framework will give providers longer and larger 
contracts, greater freedom and will fund welfare to work services through the savings made in reductions in 
benefit expenditure. Following reforms begun under the previous Labour administration, a number of 
benefits for people out of work (such as the incapacity benefits) have been reformed to be more active. 
These are the right changes.

The flagship reform is the Universal Credit that will make the welfare system simpler and easier to 
administer.101 However, too little thought has been given to how the Universal Credit will work in practice 
and whether the required information technology system will be able to deliver.102 At a cost approaching £2 
billion the Universal Credit also represents poor value for money.

The Coalition has shifted forward the increase in the retirement age. While this is the right thing to do, 
given increases in longevity, too little thought has been given to supporting people who will be caught in the 
transition. Further, the savings from this change have been swamped by the costs from the change to the 
way in which pensions will be indexed and the failure to reform gimmicks paid to pensioners.

Some argue that these gimmicks can be justified as retired people have made National Insurance 
Contributions and paid taxes, but these contributions and taxes have largely been spent on a pay as you go 
basis. These contributions have also, in aggregate, tended to be lower than spending with governments 
running persistent deficits since the 1970s. This reflects a “borrow now, pay later” culture.

Poorly targeted spending also leads to the wrong sort of welfare increasing in value and the integrity of the 
welfare system being undermined. Although reluctant to target pensioner gimmicks, the Coalition has 
made a start to cutting middle class welfare paid to younger families, particularly through means-testing 
the Child Benefit. The Coalition has, however, taken the wrong approach to means-testing and risks 
undermining the principle of targeting entirely.

100  HM Government (2010), The Coalition: our programme for government; Also see, Freud, D. (2010), Address to welfare providers, 2 June, 
Church House.

101  Department for Work and Pensions (2010), 21st Century Welfare; Department for Work and Pensions (2010), Universal Credit: welfare 
that works.

102  See, Cawston, T. et al (2010), The money-go-round: Cutting the cost of welfare and evidence from Dr Patrick Nolan, House of Commons 
Work and Pensions Committee (2011), Uncorrected transcript of oral evidence, White Paper on Universal Credit, 26 January. 
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Table 11: The Coalition and fairness
Source: Reform

 
Improving social mobility

 
The pupil premium is a good idea in theory but requires the supply of 
education to be flexible to work in practice. Employees in public services 
would benefit from reforms that create high-productivity, high-wage services

The money-go-round Close to a quarter of all spending on cash benefits goes to middle income 
families and above. As this expenditure has increased the generosity of 
assistance for families out of work has fallen. The increase in middle class 
welfare has been associated with an increasing perception that the system is 
overly generous

Personal allowances The large majority of any increase in personal allowances would not go to 
people in need. People with incomes below the level of the current allowance 
would receive nothing. Increases in personal allowances would reduce the 
incentives to work in the tax system, and the approach to clawing back 
allowances is a source of complexity

The tax gap Everyone should pay their fair share of tax. However, the largest shares of the 
tax gap in the UK relate to the VAT and inaccurate returns from individuals. 
There is evidence that people are gaming the system – especially in the use 
of personal allowances

 
Any savings made through targeting the Child Benefit will be swamped by the poorly designed tax relief to 
middle and higher income families through the increase in the personal allowances. An increase in the 
personal tax allowance from 7,475 to £10,000 would reduce tax revenue by £14.2 billion, with £13.2 billion 
of this going to taxpayers on over £10,000. Tax burdens should be reduced over time – but not in this way.

Politicians are wrong to attack high income earners. Higher income earners make an important 
contribution to the economy and tax revenues. Reform estimates that if all individuals with total earned 
taxable incomes above £1 million were to migrate from the UK equality would improve (the Gini coefficient 
would improve by 6.0 percentage points) but tax income revenues would fall by £6.9 billion (4.5 per cent) 
and national income by £16.4 billion (2.1 per cent of the income tax base).

Ending the “borrow now, pay later” culture
Politicians are also wrong to argue that families’ living standards should not fall. This overlooks the 
unsustainable nature of ongoing debt fuelled consumption and does not recognise the limitations of the 
economic model in place prior to the financial crisis.103

While the “borrow now, pay later” culture may have been possible, although not wise, when the working 
aged population was growing faster than the elderly population, this approach cannot be sustained with an 
ageing population. As a result of this approach the economy was over exposed to and underprepared for an 
economic shock.104

This approach of inflating incomes through borrowing (for consumption) is a short sighted way to increase 
living standards. Some of the fall in living standards following the financial crisis reflects them adjusting to 
more realistic levels.

Living standards in the UK have been artificially inflated through poorly targeted government spending, 
with middle and higher income families using the welfare state as an ATM. This poorly targeted spending 
also leads to the wrong sort of welfare increasing in value and the integrity of the welfare system being 
undermined.

Anytime a government ceases to provide or fund an activity, or increases taxes or charges for what remain, 
the question of fairness will be raised. Delivering fairness requires being honest about what the government 
can do and the living standards that people should expect. Fairness requires a real focus on prioritising 
spending and encouraging economic growth. It should not be used as a cover for narrow self interest or 
postponing hard decisions.

103  This concern is also based on a definition of middle income that is so encompassing that, if this group was to be protected, fiscal 
consolidation would be impossible.

104  The UK economy has been characterised by high levels of debt at the household and government levels. By international standards the 
UK’s economy-wide debt is unusually high and this was one reason the economy was so vulnerable to the global financial crisis.
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Annex: 
Report of the National Equality Panel

The National Equality Panel released a recent report on inequality in the United Kingdom.105 This Report 
contained data on the hourly wages and weekly earnings of two-thirds of the working aged population in 
paid employment. These data do not include the self-employed. As the report also notes, “[over] time, the 
distribution of earnings has changed, becoming much more dispersed between the mid-1970s and the late 
1990s.” The report shows:

 >  For men earnings at the 90th percentile doubled (from £531 in 1977 to £1,045 in 2002), median 
earnings grew by 56 per cent (in real terms), and earnings at the 10th percentile grew by 27 per cent. 
The 90:10 ratio grew from 2.3 in 1997 to 3.6 in 2002.

 >  For women earnings at the 90th percentile rose by 114 per cent, the median by 84 per cent and the 
10th percentile by 56 per cent. The 90:10 ration for women rose from 2.4 to 3.2 per cent.

 >  Weekly earnings within the top tenth of the distribution showed that the 90th percentile for weekly 
earnings for men and women together grew from 1.7 times the median in 1977 to 2.2 times it in 2001. 
The 99th percentile grew from 2.9 to 4.8 times the median, and the cut off for the top 0.5 per cent 
from 3.4 to nearly 6 times the median.

In relation to poverty, the report shows figures for relative poverty on official definitions. These data show:

 >  There were 11 million individuals whose equivalent net income was below 60 per cent of the national 
median in 2007-08, as a percentage of the population, poverty had fallen from 19.4 to 18.3 percent 
since 1994-95, the reduction in the poverty rate was most pronounced between 1997-98 and 2004-
05, falling from 19.4 to 17 per cent.

 >  The fall in child poverty was particularly pronounced over the same period (falling from 26.7 to 21.3 
per cent). It had risen again to 22.5 per cent in 2007-08.

 >  The pensioner poverty rate fell from 24.6 to 21.3 per cent between 1997-98 and 2004-05, but had 
risen to 22.7 per cent by 2007-08.

Data on absolute poverty was also presented. This absolute line is defined as 60 per cent of the median 
income for 1998-99. Based on this 12 per cent of individuals were classified as poor in 2007-08. By contrast 
the figure was 23 per cent in 1994-95.

International comparisons
The report noted that the growth in income inequality in the UK in the 1980s was unusually rapid from a 
cross-national perspective. The UK’s high level of inequality in international terms is partly a product of its 
very high inequality at the top of the income range, while it is less unusual at the bottom. In terms of 
relative poverty, its performance is bad compared to other EU member states, particularly for children and 
pensioners, according to Eurostat’s main data sources.

However, “levels of household wealth inequality in the UK are not exceptional in international terms, and 
indeed much less not only than in the USA (for which the two alternative series are shown), but also than in 
Germany and Sweden. The latter may come as a surprise, but it should be remembered that the meaning 
and importance of wealth differs between countries. In nations where the state is responsible for the bulk of 
pension provision funded from taxation, individuals have less need to save for retirement, which affects 
some of the numbers.”106

105  Hills, J. et al (2010), An Anatomy of Economic Inequality in the UK, Report of the National Equality Panel.
106   Hills, J. et al (2010), An Anatomy of Economic Inequality in the UK, Report of the National Equality Panel.
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