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1
executive summary

As the Comprehensive Spending Review approaches the Government has put its proposals for welfare 
reform at centre stage. This is not surprising since the size of the welfare budget – £218 billion in 2010 (if 
departmental spending is included), or 15.8 per cent of GDP – dwarfs any other area of spending. This 
REFORM report publishes new evidence to inform the debate on each of the Government’s key welfare 
proposals: reducing spending on middle class welfare, making work pay and reforming the delivery of 
welfare (including introducing the Work Programme).

middle class welfare – the money-go-round
Benefits (cash and in-kind) paid to middle and high income families have increased to the tune of  
£41.4 billion over the last decade. But this has been matched by extra payments in taxation. The middle 
classes have been on a money-go-round where higher benefits are funded by higher taxes. This has come at 
the cost of expanded bureaucracy and the harmful effects of higher taxes on the economy. The apparent 
benefit to the middle classes from extra spending on welfare is largely a fiscal illusion.

Table 1: Tax-benefit position of the middle classes (1998-99 and 2008-09, £ millions) (All 
households)
Source: RefoRm calculations based on office for National Statistics (2010), The effects of taxes 
and benefits on household income, 2008-09.

1998-99 (Cash) 1998-99 (2008-
09 eqivalent)

2008-09 Change

Total cash benefits 13,678 17,097 31,790 14,693

Benefits in kind 23,743 29,678 56,395 26,717

ToTAL eXTRA BeNefITS 41,410

Direct taxation (net of non-
refundable components of 
credits)

91,630 114,538 149,448 34,910

Indirect taxation 54,756 68,445 74,433 5,989

ToTAL eXTRA TAXeS 40,899

overall change 511

overall change (as % of 
total extra benefits)

1.2

This spending has also done little to help the poorest families. Experience shows that poorly targeted 
spending leads to less generous support for poor families. Even a small increase in the generosity of a 
universal programme comes at a very large fiscal cost, meaning resources have to be spread thinly and less 
is available for families in need. Political incentives mean that the wrong support tends to increase so that 
programmes that are not needed (but that are widely received) become more generous while those that are 
needed become more residual. The view that universal welfare may constitute an unaffordable luxury has 
recently been echoed by Martin Narey, Chief Executive of the children’s charity Barnardo’s.

The scale of this money-go-round suggests that the Government is right to target middle class welfare such 
as Child Benefit as areas for making savings. Some critics have argued that middle class benefits should 
only be removed if taxes are reduced at the same time. But this report suggests that the situation is the 
reverse. The abolition of middle class welfare will make it possible to reduce taxes once the deficit is 
eliminated.
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That said the Government’s approach to means-testing the Child Benefit is so badly designed that 
it risks bringing the whole idea of means-testing into disrepute. The much better way to achieve the 
same goal would be to abolish Child Benefit and increase the value of the Child Tax Credit for 
poorer families. There is no need to create a new administrative system and take-up of the Child 
Tax Credit is already high (around 97 per cent, the same as take-up of the Child Benefit) among 
lower income families. Unlike the approach of basing eligibility on a family’s income tax position, 
combining the Child Benefit and the Child Tax Credit would more closely retain the principle of 
payments varying with household characteristics (large families facing the 40p tax rate may retain 
some eligibility).

The means-testing of the Child Benefit must also only be the start of a process of cutting spending 
on middle class welfare. Other areas of spending, especially gimmicks paid to pensioners such as 
the Winter Fuel Allowance, free bus passes and free TV licences, are also in need of reform.

making work pay
The Government is committed to allowing people on in-work benefits to retain more of their 
income as they earn more. At the Conservative Party conference in October 2010 the Chancellor 
of the Exchequer, Rt Hon George Osborne MP, said that the Government would create a system in 
which “it always pays to work.” Yet the complexity of many families’ living arrangements, and how 
these arrangements change over time, mean that no government ever has managed to achieve the 
goal of ensuring that work pays more than benefits for everyone and at every time. Further, 
improving financial rewards for work at lower income levels discourages work for people earning 
higher incomes. It also brings more people into the receipt of benefit, which contrasts with the 
ambition of making people independent from state support.

The Coalition is considering trying to make work pay through increasing the amount that people 
can earn before they start to lose their benefit (the earnings disregard) and decreasing the amount 
that is lost in benefit as they earn more. Yet the economic benefits of this approach are questionable. 
Some of the likely outcomes of this policy would be, for example:

 >  Low wage, low status, part time work would be encouraged. Increasing wage rates would be 
discouraged. Many families would be encouraged to reduce their incomes and second 
earners would be encouraged to withdraw from the labour market

 >  An increased financial penalty for marriage, since a lone parent and a single person would 
together enjoy larger earnings disregards than the disregard for a couple

 >  The costs of in-work benefits would increase without any certainty of the savings achieved.

At a cost in the order of £2.7 billion these proposals represent poor value for money. While they 
would provide some benefits through simplification, other options for simplification could be 
pursued at a much lower cost.

Delivering welfare
The principle of simplification is important given the complexity of the current system. The 
Department of Work and Pensions’ Decision Makers’ Guide is no less than 8,370 pages long. But the 
Government’s current approach, based on a major central administrative and IT effort, is not the 
right way to go about this. There needs to be a greater focus on employing local initiative and 
allowing benefit rules to vary at a local level to suit local circumstances.

It could be argued that the difficulty of reconciling trade-offs between criteria could be reduced 
through smart automation. Yet while improving the automation of the welfare system is important, 
smart automation is limited in the benefits that it could provide. There are several important 
criteria that cannot be automated without incurring significant administration and compliance 
costs (such as the length of time that the child stays with one parent in a joint custody arrangement). 
This is aside from the poor record of implementing national information technology programmes 
in the United Kingdom.
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The Work Programme is a good idea, given the success of similar programmes in other countries. But 
developing the Work Programme is likely to take years to get right. Some commentators have recommended 
a discovery phase of around twelve months for companies and the Government to deliver together a form 
of contracts that actually works. A discovery phase would also allow the development of greater 
understanding of which segments of the population are most likely to face poor labour market outcomes 
due to fiscal consolidation and the costs of getting different population groups back into work (the risk 
profile of the population).

Conclusion and recommendations
Welfare reform should be one of the most important achievements of this Parliament. This would not only 
help to eliminate of the deficit but also contribute to a supply side reform agenda of encouraging economic 
growth. However, the evidence in this report shows that the Government needs to recast its priorities if it is 
to achieve the benefits of welfare reform. In particular, the Government needs to:

 >  Means-test the Child Benefit in a simple and fair way. Rather than basing means-testing of the Child 
Benefit on the presence of any earner in the household facing the 40p tax rate, the best way to 
means-test the Child Benefit would be to combine this support with the Child Tax Credit

 >  Remove more benefits from middle and higher income earners. This includes abolishing benefits 
such as the Winter Fuel Allowance.1 Undertaken properly these reforms will increase the fairness of 
the welfare system. The potential savings from these reforms (including changes to the Child Benefit 
but not to the core State Pension) is around £10 billion

 >  Not go ahead with plans to introduce a Universal Credit with more generous earnings’ disregards 
and a single uniform rate of abatement. There needs to be an honest debate on the trade-offs in the 
design of policies designed to make work pay and more cost effective opportunities for simplification 
should be employed

 >  Introduce a discovery phase for the Work Programme to allow the implementation of a form of 
contracts and market structure that would actually work. This will require a greater understanding 
of the risk profile of the population and the costs of getting different population groups back into 
work.

1  Recommendations for reducing the cost of pension gimmicks, combined with changes to the Pension Credit to compensate low-income 
pension households, are discussed in detail in Cawston, T. et al (2009), The end of entitlement, REFORM.
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The cost of welfare 

This chapter discusses:

 >  Key areas of welfare spending and outcomes from this expenditure

 >  Interaction between welfare and departmental spending, including the effect that changes in the 
welfare bill will have on the need to make savings in departmental budgets

 >  Three areas in which welfare spending and outcomes should be improved (middle class welfare, 
assistance for working aged families and the pension burden)

 >  The Coalition Government’s welfare agenda.

Key areas of welfare spending
The welfare budget must be at the heart of the debate on how to restore the public finances. The 
Government spends more on welfare than anything else. In 2010 the bill for social protection was around 
£218 billion.2 This has more than doubled in real terms over the last 20 years from £107 billion in 1990. 
Social protection now represents 33.2 per cent of all government expenditure or 15.8 per cent of GDP.3 

A number of studies have outlined the relationship between government spending in different areas and 
economic growth. The payoff for growth from public spending is highest for spending on infrastructure, 
followed by spending on education, then health and then social welfare. This finding of Gemmell, Kneller 
and Sanz that infrastructure and educational spending by governments is most growth-enhancing is 
consistent across studies and holds for both developed and developing countries.4 The pattern of public 
expenditure in the United Kingdom is the reverse of this, with spending being greatest in those areas 
(welfare and health) which have the smallest benefits in terms of economic growth.

Some welfare spending varies with economic conditions with increasing unemployment, for example, 
leading to greater expenditure on assistance to support people back into work. Yet since 2000 spending on 
welfare has increased even when the economy was growing. Rather than reforming welfare to support 
enterprise and social mobility during this period of growth entitlements were expanded to groups not in 
need. Failure to undertake reform while the economy was growing was a wasted opportunity and means 
that welfare spending now needs to be curbed in the face of deteriorating public finances and economic 
conditions.

The main areas of expenditure on welfare are on elderly people and families. Only 10 per cent of welfare 
expenditure is spent on Jobseeker’s Allowance, Income Support, Incapacity Benefit and Employment 
Support Allowance, while 54 per cent (around £100 billion) is spent on the elderly and 27 per cent (around 
£49 billion) is directed at children.5 In 2008, 60 per cent of households were in receipt of at least one 
benefit.6 This figure rises to 96 per cent for households with children.7 Expenditure on key welfare 
programmes for 2009-10 includes:

2  HM Treasury (2010), Public Expenditure Statistical Analyses. The figure used includes expenditure on social services in the Departmental 
Expenditure Limits, and is consequently greater than expenditure on social protection in the Annual Managed Expenditure only as cited 
in the Budget.

3  Ibid.
4  Gemmell, N., Kneller, R. and I. Sanz (2008), “The Composition of Government Expenditure and Economic Growth: Some Evidence from 

OECD Countries”, European Economy.
5  Department for Work and Pensions (2010), Benefit expenditure tables: Medium term forecast; REFORM calculations, DWP statistics do 

not include Child Benefit, Child Tax Credit, Statutory Maternity Pay or other Child Benefits which are accounted by HMRC, see Annex 1.
6  Office for National Statistics (2010) Family Resources Survey 2008-09.
7  Ibid.
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 >  Basic State Pension – £55.8 billion

 >  Housing Benefit – £21.5 billion

 >  Child Tax Credit – £19.0 billion

 >  SERPS and Second State Pension – £13.7 billion

 >  Child Benefit – £12.2 billion

 >  Disability Living Allowance – £12.1 billion

 >  Pensions Credit (Savings and Guarantee) – £8.1 billion

 >  Working Tax Credit – 7.8 billion

 >  Income Support – £7.2 billion. 8

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.9 Poor quality spending, not a lack of spending, is the major social policy 
problem.

OECD research has illustrated that the UK spends more than £90,000 per child from birth to the age of 
18, more than the OECD average of £80,000.10 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.

Welfare and departmental spending
There is a trade-off between welfare spending and the need to make savings in departmental budgets. Cuts 
in the welfare budget would mean that cuts in departmental budgets would not need to be as deep. The 
relationship between welfare spending and departmental cuts is shown in table 2.

Table 2: Summary of Budget 2010 Policy Decisions (£, millions)
Source: Hm Treasury, Budget 2010.

2010-11 2011-12 2012-13 2013-14 2014-15

Changes to current 
spending

3,465 6,835 15,230 21,700 29,780

of which specific 
welfare measures

385 2,010 4,710 8,150 11,040

Changes to capital 
spending

1,780 2,020 2,070 2,120 2,160

Total changes 
announced in Budget 
2010

5,245 8,855 17,300 23,820 31,940

Table 2 shows that the 2010 Emergency Budget proposed £31.9 billion of spending cuts above those 
planned by the previous Labour government. Of these cuts it was proposed that £2.2 billion would come 
from changes to capital spending and £29.8 billion from changes to current spending. Of this current 
spending, £11.0 billion would come from welfare measures and the remainder from departmental budgets.

8  Department for Work and Pensions (2010), Benefit Expenditure Tables: Medium Term Forecast.
9 Boys Smith, N. (2006), Reforming welfare, REFORM. 
10  OECD (2009), Doing Better for Children, OECD.
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The effect of the planned spending cuts on the baseline levels of spending are shown in tables 3 and 4. 
These tables show how spending will change in cash terms against their 2010-11 levels rather than against 
previous spending plans. These figures provide a realistic assessment of the actual level of expenditure cuts 
planned.11

Table 3: effect of Consolidation on Baselines (£, billions)
Source: RefoRm calculations; Hm Treasury, Budget 2010.

2010-11 2011-12 2012-13 2013-14 2014-15

Total managed 
expenditure

696.8 699.8 711.0 721.9 737.6

of which social 
protection

193.8 202.6 212.5 222.0 233.5

of which other Ame 100.8 105.4 110.6 115.4 121.5

of which resource DeLs 342.7 343.1 341.4 341.2 337.7

of which Health and 
overseas Aid  
(excluding Ame)

107.6 111.3 114.6 118.3 122.3

of which public sector 
gross investment

59.5 48.7 46.5 43.3 44.9

Note: Social Protection is estimated as a fixed proportion of total AME (of 66 per cent); ring-fenced 
expenditure is assumed to grow in line with inflation

Table 4: Tradeoffs between Ame and DeL (£, billions)
Source: RefoRm calculations; Hm Treasury, Budget 2010.

2010-11 2011-12 2012-13 2013-14 2014-15 Total

Non ring-fenced DeL 235.1 231.8 226.8 222.9 215.4  

Reduction in cash 
terms

0.0 -3.3 -5.0 -3.9 -7.5 -19.7

Percentage reduction  -1.4 -2.2 -1.7 -3.4 -8.4

These tables show that under the current government plans Total Managed Expenditure (TME) is forecast 
to increase from £697 billion in 2010-11 to £738 billion in 2014-15. Expenditure on social protection is 
estimated to increase from £194 billion in 2010-11 to £234 billion in 2014-15. In contrast departmental 
resource spending is forecast to fall from £343 billion in 2010-11 to £338 billion in 2014-15. Public sector 
gross investment is also forecast to fall (from £59.5 billion to £44.9 billion). In contrast to overall 
departmental spending, expenditure on health (excluding Annually Managed Expenditure provided 
through the health budget) and overseas aid can be estimated to grow from £107.6 billion in 2010-11 to 
£122.3 billion in 2014-15 (assuming that this ring-fenced expenditure grows in line with inflation 
forecasts).

11  The need to measure consolidation against changes in baselines is a point that has previously been made by Rt Hon John Redwood MP, 
Redwood, J. (2010), “Public Spending,” John Redwood’s Diary, 9 September.
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Some departmental spending will be protected from these reductions in budgets. By far the largest ring-
fenced budget is health. Excluding these ring-fenced budgets from the Departmental Expenditure Limits 
indicates a £19.7 billion reduction in non ring-fenced Departmental Expenditure Limits, which is 
equivalent to an 8.4 per cent reduction.12

If larger savings were made from the welfare budget then, all else being equal, smaller savings would need to 
be made from departmental budgets. Table 5 shows an additional hypothetical reduction in social 
protection of £2.5 billion per annum (less than 1.5 per cent of the social protection budget). This reduction 
in welfare spending would lead to a cumulative reduction of £10.0 billion by 2014-15. If the greater savings 
on welfare spending directly offset the need for cuts in departmental spending then the overall reduction 
required in non-ring fenced Departmental Expenditure Limits falls to £9.7 billion or 4.1 per cent in  
cash terms.

Table 5: Tradeoffs between Ame and DeL (£, millions)
Source: RefoRm calculations; Hm Treasury, Budget 2010.

2010-11 2011-12 2012-13 2013-14 2014-15 Total

Cumulative additional 
reduction in social 
protection

0.0 2.5 5.0 7.5 10.0

Social protection 193.8 200.1 207.5 214.5 223.5

Non-Ringfenced DeL 235.1 234.3 231.8 230.4 225.4  

Reduction in cash 
terms

0.0 -0.8 -2.5 -1.4 -5.0 -9.7

Percentage reduction  -0.3% -1.1% -0.6% -2.2% -4.1%

Three areas for reform
There are three areas in which reform could be undertaken to make savings from the social protection 
budget while improving policy outcomes. These are middle class welfare, assistance for working-aged 
households out of work and the costs of pensions.

middle class welfare
Many households simultaneously receive government assistance from and pay substantial taxes to the 
Government. As Cox has argued 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.13 These higher taxes come with higher administrative and economic costs.

REFORM has estimated that the cost of middle class welfare (benefits paid to wealthier families) at  
£31.8 billion.14 Some of the most poorly targeted areas of middle class welfare are the universal Child 
Benefit and pension gimmicks such as the Winter Fuel Allowance, free TV licences and bus passes. Over 
twice as much is spent on Child Benefit as on Jobseeker’s Allowance, close to 90 per cent of spending on the 
Winter Fuel Allowance goes to people who are not in fuel poverty, and free bus passes account for close to a 
third of all government spending on buses.15

12  If these figures are adjusted for inflation (RPI) then the reduction is equivalent to around 20 per cent.
13  Cox, J. (2001), Middle class welfare, New Zealand Business Roundtable.
14  For the threshold for middle class see the discussion on “A costly luxury” in Chapter 3.
15  See Annex 1, House of Commons Environment, Food and Rural Affairs Select Committee (2009), Energy efficiency and fuel poverty. See 

also Oxera (2009), Securing best value and outcomes for taxpayer subsidy of bus services, Local Government Association.
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Improving the targeting of spending would make the welfare system stronger and more just. Experience 
shows that poorly targeted spending leads to less generous support for poor families. Even a small increase 
in the generosity of a universal programme comes at a very large financial cost and means resources have to 
be spread thinly and less is available for poor families. Political incentives mean that the wrong support 
often increases so that programmes that are not needed become more generous while those that are needed 
become more residual. This trend can be shown in the contrasting recent histories of the Winter Fuel 
Allowance and the Pension Credit.16

Further, experience with programmes such as 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. As Cawston et al noted the case for 
reform does not need to be based on narrow self interest. 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.17

Assistance for people out of work
Redistributing income comes at a financial cost to the taxpayer and creates efficiency costs. This is 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.”18 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.19

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.20 This is why international evidence 
shows that increasing earnings’ disregards is relatively ineffective at increasing labour supply

 >  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.

16  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. See, Bolton, P. (2010), “Energy price rises and fuel poverty”, in Key Issues for the New 
Parliament 2010, House of Commons Library; Institute for Fiscal Studies (2010), Pension Credit Rates; REFORM calculations.

17  Cawston, T. et al (2009), The end of entitlement, REFORM.
18  Okun, A. (1975), Equality and Efficiency, the Big Tradeoff, Brookings Institution.
19  Work-poor families find that the interaction of main welfare benefits and other financial assistance create poverty traps. As well as 

discouraging work these poor incentives can be reflected in marriage penalties where people are discouraged from entering into or 
remaining in a relationship in the nature of marriage. Nolan, P. (2008), The value of family: fiscal benefits of marriage and reducing family 
breakdown in New Zealand, New Institute of Economic Research

20  In the longer run labour market outcomes also reflect the segmented nature of labour markets with, for example, evidence showing that 
encouraging lone parents into micro-jobs may simply trap them on the sticky floor of the labour market and encourage churn in the 
secondary labour market rather than being a stepping stone to full-time employment.
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The pension burden
Even if the government accounts were not currently in such poor condition demographic changes, 
particularly from population ageing, mean that welfare entitlements would still require reform. While the 
costs of population ageing are relatively well recognised the urgency with which these costs need to be 
addressed is not. For example:

 >  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 
(discussed in the section on the new Government’s agenda below)). This will be a 12.4 per cent 
increase.21

 >  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 (discussed below)). This will be a 16.2 per 
cent increase.22

 >  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.23 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 £50,000.24

The growing cost of pension commitments threatens to defeat attempts to reduce the deficit.25 The Bank of 
International Settlements has estimated that given demographic changes stabilising debt at 2007 levels (36 
per cent of GDP) in the United Kingdom would require running a budget surplus of 3.5 per cent for 20 
years. Of the group of developed countries studied only Japan would face a more stretching commitment.26

 

Table 6: Average primary budget surplus required to stabilise United Kingdom public debt at 
2007 level
Source: Cecchetti, S. et al (2010), The future of public debt: prospects and implications, Bank 
for International Settlements.

Duration of consolidation 5 years 10 years 20 years

Average primary surplus required, 
percentage of GDP

10.6 5.8 3.5

As the Congressional Budget Office has argued failing to undertake long-term reform quickly would fuel 
rising taxes, lower economic growth and severe restrictions on public expenditure.27 It would also reduce 
the time available for individuals to begin planning for inevitable changes in policy frameworks (such as 
requiring greater individual contributions to retirement incomes) and place an unfair debt burden on 
future generations. As Federal Reserve Chairman Ben Bernanke has said there is a need for “early and 
meaningful action [to avoid] future generations bearing much of the cost.”28

21  Department for Work and Pensions (2008), Benefit expenditure tables: Table LT3: Pensioner benefit expenditure projections, United 
Kingdom.

22  Ibid.
23  HM Government (2010), Building the National Care Service. The numbers will rise from under 6 million now to some 7.66 million in 2030.
24 Ibid.
25  Cecchetti, S. et al (2010), The future of public debt: prospects and implications, Bank for International Settlements.
26  Cecchetti, S. et al (2010), The future of public debt: prospects and implications, Bank for International Settlements. The study included 

Austria, France, Germany, Greece, Ireland, Italy, Japan, Netherlands, Portugal, Spain, the United Kingdom and the United States.
27  Congressional Budget Office (2009), The Long-Term Budget Outlook, June.
28  Bernanke, B. (2007), “Long-term fiscal challenges facing the United States”, Testimony before the Committee on the Budget, U.S. 

Senate, 18 January.



14

The money-go-round: Cutting the cost of welfare
The cost of welfare 2

The new Government’s agenda
Spending on middle class welfare is expensive and represents poor value for money. The coalition has 
begun to emphasise the need for well off families to take greater responsibility for themselves. However, 
while the principle of cutting middle class welfare is right, the execution has been poor, with the proposal to 
means-test the Child Benefit on the basis of taxable income (assessed on an individual basis) creating 
significant anomalies between some single and dual income families. (An alternative approach to means-
testing the Child Benefit is explained in an annex to this report.) Other major areas of middle class welfare, 
including the Winter Fuel Allowance, free TV licences and bus passes, have remained unreformed. 
Improving the targeting of these programmes would make the welfare system stronger and more just.29 
Experience shows that poorly targeted spending leads to less generous support for poor families. Even a 
small increase in the generosity of a universal programme comes at a very large financial cost, meaning 
resources have to be spread thinly and less is available for poor families.

The Secretary of State for Work and Pensions, Rt Hon Iain Duncan Smith MP, has set out proposals for a 
comprehensive reform of the welfare system with the goals of simplification and ensuring that people who 
work will always be better off than people on benefits. While introducing proposals for simplification of 
welfare is common among new governments around the world little tends to come of these proposals. This 
is because of their problems of fiscal cost (with them requiring large upfront spending) and fairness (as 
some differences in people’s circumstances will no longer be taken into account when assessing assistance). 
The complexity of many families’ living arrangements, and how these arrangements change over time, 
mean that no government ever has managed to achieve the goal of ensuring that work pays more than 
benefits for everyone and at every time.

Around 54 per cent of the welfare budget is already spent providing support for pensioners at a cost of 
around £100 billion a year. In the Emergency Budget the Coalition committed to restoring the link 
between the core state pension and wages. Even before this commitment, the cost of assistance to 
pensioners was forecast to increase by £162 billion (in today’s money) by 2050. This commitment will 
mean the cost will be higher by £21 billion (in today’s money) by 2050.30 It has been argued that bringing 
forward the already planned increase (from 2026 to 2016) in the retirement age will address these costs but 
this is not correct. Costs will be higher in the period up to 2016 and after 2024, when the pension age will 
be back on its current trajectory, any cost savings from bringing forward the retirement age will be minimal. 
The Government remains in denial over the need to amend the pensions system.

The reminder of this report focuses on the issues of cutting the cost of middle class welfare and assistance 
to households of working age out of work.

29  For discussion of proposals for reforming assistance paid to pensioners (including the abolition of pension gimmicks and the reform of 
the Pension Credit to compensate lower-income pensioner households) see Cawston, T. et al (2009), The end of entitlement, REFORM.

30  Department for Work and Pensions (2008), Benefit expenditure tables: Table LT3: Pensioner benefit expenditure projections, United 
Kingdom.
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3
money-go-round

This chapter discusses:

 >  The cost of poorly targeted welfare spending

 >  The scale of the money-go-round (where increases in taxes are used to fund increasing transfer 
programmes)

 >  The degree to which tax burdens are increasingly falling on the non-retired

 >  The increasing tax burden facing middle income workers.

A costly luxury
REFORM’s analysis of benefit expenditure reveals that, based on Office for National Statistics (ONS) data 
for the most recent year available (2008-09), around £31.8 billion was spent on providing benefits to the 
United Kingdom’s middle classes, as shown in table 7. This represents 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.
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Table 7: Cost of middle class welfare (1998-99 and 2008-09, £ millions)
Source: RefoRm calculations based on office for National Statistics (2010), The effects of 
taxes and benefits on household income, 2008-09.

1998-99 (Cash 
terms)

1998-99 (2008-
09 Incomes)

2008-09 Change

Attendance Allowance 284,776 355,970 257,285 -98,685

Carer’s Allowance 116,725 145,906 315,569 169,663

Child Benefit 2,410,629 3,013,286 4,623,842 1,610,556

Disability Living 
Allowance

855,768 1,069,710 2,820,521 1,750,811

Government training 
schemes

106,579 133,224 19,438 -113,786

Housing Benefit 373,410 466,763 1,428,364 961,601

Incapacity Benefit 1,157,052 1,446,315 1,436,954 -9,361

Income Support and 
Pension Credit

733,894 917,368 1,560,759 643,391

Industrial Injury 
Disablement Benefit

71,434 89,293 169,030 79,737

Jobseeker’s Allowance 
(Contribution based)

124,959 156,199 32,682 -123,517

Jobseeker’s Allowance 
(Income based)

72,385 90,481 79,683 -10,798

other non-contributory 
Benefits

121,998 152,498 819,981 667,483

Retirement Pension 5,306,793 6,633,491 13,980,274 7,346,783

Severe Disablement 
Allowance

264,679 330,849 282,880 -47,969

Statutory maternity Pay/
Allowance

372,935 466,169 1,802,368 1,336,199

Student Support 664,174 830,218 396,819 -433,399

Tax Credits 61,674 77,093 1,443,707 1,366,614

War Pensions/War 
Widows’ Pensions

234,597 293,246 201,727 -91,519

Widows’ Benefits 343,085 428,856 117,643 -311,213

Total cash Benefits 
(excl non-refundable tax 
Credits)

13,677,546 17,096,933 31,789,526 14,692,593

Percentage 17 24 7

Notes: total cash benefits do not include the “non-refundable” component of tax credits (which is measured 
as reducing income tax liability); Winter Fuel Allowances included in other benefits; 1998-99 figures 
uprated to 2008-09 based on assumed income growth of 25 per cent over period.

These are conservative estimates of middle class welfare. They are based on a threshold for middle class 
that varies according to household size and composition. Middle class welfare is welfare received by families 
with incomes above this level. These thresholds, and how they relate to (equivalised) median incomes for 
different family types, are shown below:31

31  Department for Work and Pensions (2010), Households Below Average Income: An analysis of the income distribution 1994/5 – 2008/09. 
Note that these threshold differ slightly from those in Cawston, T. et al (2009), The end of entitlement, REFORM, and so the results are not 
directly comparable.
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 >  Pensioner couple – median income of £19,292 compared to the threshold in this report of £25,000

 >  Single male pensioner – median income of £16,744 compared to the threshold in this report of 
£20,000

 >  Single female pensioner – median income of £16,172 compared to the threshold in this report of 
£20,000

 >  Couple with children – median income of £21,112 compared to the threshold in this report of 
£25,000

 >  Couple without children – median income of £29,276 compared to the threshold in this report of 
£30,000

 >  Single with children – median income of £14,560 compared to the threshold in this report of 
£20,000

 >  Single male without children – median income of £22,100 compared to the threshold in this report 
of £25,000

 >  Single female without children – median income of £21,684 compared to the threshold in this 
report of £25,000.

These thresholds are above median income for the family types and likely to understate the cost of middle 
class welfare. These results are also understated as some forms of middle class welfare (such as receipt of 
Working and Child Tax Credits which is offset against income tax liability) are recorded as reductions in tax 
liability not as welfare payments (e.g., only the refundable component of these programmes are included as 
spending).

Table 8 shows REFORM analysis on which programmes are the most poorly targeted to people in need. 
The Child Benefit is not only among the most expensive forms of middle class welfare, with £4.6 billion 
being paid to households not in need, but is also relatively regressive (with much of the benefit going to 
higher earning households). The proportion going to wealthy families has increased since 1998-99. 
Statutory Maternity Pay is also relatively regressive with around 78 per cent of expenditure going to families 
not in need. The Disability Living Allowance, Retirement Pension, Housing Benefit and Student Support 
are also poorly targeted. Previous REFORM research has also shown the poor targeting of the Winter Fuel 
Allowance and Child and Working Tax Credits, with only around 10 per cent of recipients of the Winter 
Fuel Allowance, for example, actually being in fuel poverty.32

Table 8: Spill-over of selected benefits
Source: RefoRm calculations based on office for National Statistics (2010), The effects of 
taxes and benefits on household income, 2008-09.

Percentage of spending to 
households above income 

threshold (1998-99)

Percentage of spending to 
households above income 

threshold (2008-09)

maternity pay 68 78

Child Benefit 32 43

Disability Living Allowance 22 33

Retirement Pension 16 24

Housing Benefit 4 11

Student Support 40 22

Notes: total cash benefits do not include the “non-refundable” component of tax credits (which is measured 
as reducing income tax liability); Winter Fuel Allowances included in other benefits.

32  Cawston, T. et al (2009), The end of entitlement, REFORM. This research cited the report of a Parliamentary Select Committee that 
illustrated that although Winter Fuel Payments will cost more than £2.7 billion only 12 per cent of recipients are in fuel poverty.
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The money-go-round
The tax and benefit position of the middle classes is shown in table 9. These data show the expansion of 
middle class welfare over the ten years to 2008-09 with the share of welfare spending in the form of middle 
class welfare increasing by 7 percentage points (rising from 17 per cent of total welfare spending to 24 per 
cent).33 The receipt of benefits in kind by the middle classes increased over this period too, with the share of 
spending captured by the middle classes increasing by 9 percentage points from 31 per cent to 40 per cent 
of all spending on benefits in kind.

Table 9: Tax-benefit position of the middle classes (1998-99 and 2008-09, per cent of total) (All 
households)
Source: RefoRm calculations based on office for National Statistics (2010), The effects of 
taxes and benefits on household income, 2008-09.

1998-99 2008-09 Change

Total cash benefits 17 24 7

Benefits in kind 31 40 9

Direct taxation (net 
of non-refundable 
components of credits)

74 80 6

Indirect taxation 56 61 5

Notes: total cash benefits do not include the ”non-refundable” component of tax credits (which is measured 
as reducing income tax liability); Winter Fuel Allowances included in other benefits.

Yet tax burdens facing middle income households also rose over this period. 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.

Table 10 compares the increase in tax burdens facing middle and higher income earners and the increase in 
the cash benefits and benefits in kind they receive. Data limitations mean that the estimates in this section 
do not include government spending not included in Office for National Statistics data.34

33  These estimates are based on an assumed growth in incomes over this period of 25 per cent.
34  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.
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Table 10: Tax-benefit position of the middle classes (1998-99 and 2008-09, £ millions) (All 
households)
Source: RefoRm calculations based on office for National Statistics (2010), The effects of 
taxes and benefits on household income, 2008-09.

1998-99 (Cash) 1998-99 (2008-
09 eqivalent)

2008-09 Change

Total cash benefits 13,678 17,097 31,790 14,693

Benefits in kind 23,743 29,678 56,395 26,717

ToTAL eXTRA BeNefITS 41,410

Direct taxation (net of non-
refundable components of 
credits)

91,630 114,538 149,448 34,910

Indirect taxation 54,756 68,445 74,434 5,989

ToTAL eXTRA TAXATIoN 40,899

overall change 511

overall change (as % of total 
extra benefits)

1.2

Notes: total cash benefits do not include the “non-refundable” component of tax credits (which is measured 
as reducing income tax liability); Winter Fuel Allowances included in other benefits.

Nevertheless, these data show that the increase in tax burdens was only marginally higher than the increase 
in benefits. The two sides of the equation broadly balance (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 as 
it indicates that some government expenditure is unnecessary and this unnecessary expenditure leads to 
taxes having to be higher than otherwise. These higher taxes come with higher administrative and economic 
costs.

These data also reinforce the conclusions in Bassett et al that although there is a myth that, starting in the 
1980s, the United Kingdom underwent a substantial tax mix switch from direct to indirect taxes, what has 
actually happened is a shift from taxes on earnings towards taxes on consumption in the 1980s, followed by 
a reversal of this trend since about 1997.35 The increase in direct taxes paid by middle income and wealthier 
families increased by around 30.5 per cent, while the increase in indirect taxes increased by 8.8 per cent. 
This is significant as taxes on income are generally more damaging for economic growth than taxes on 
consumption.

Tax burdens increasingly falling on the non-retired
The average effect on middle and higher income households masks the effect on different segments of the 
population, particularly differences in the experiences of younger and older households over the last decade. 
Tables 11 to 14 present data on the receipt of middle class welfare and tax burdens for retired and non-
retired households. The first two tables (11 and 12) show the position for non-retired households (first in 
terms of percentages of total spending and taxes and then as costs) and the next two tables (13 and 14) 
show the position for retired households.

35  Bassett, D. et al (2010), Reality check: Fixing the UK’s tax system, REFORM.
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Table 11: Tax-benefit position of the middle classes (1998-99 and 2008-09, per cent of total) 
(Non-retired households)
Source: RefoRm calculations based on office for National Statistics (2010), The effects of 
taxes and benefits on household income, 2008-09.

1998-99 2008-09 Change

Total cash benefits 22 35 13

Benefits in kind 37 47 10

Direct taxation (net 
of non-refundable 
components of credits)

77 84 7

Indirect taxation 61 67 6

Notes: total cash benefits do not include the ”non-refundable” component of tax credits (which is measured 
as reducing income tax liability); Winter Fuel Allowances included in other benefits.

Table 12: Cost of middle class welfare (1998-99 and 2008-09, £ millions) (Non-retired 
households)
Source: RefoRm calculations based on office for National Statistics (2010), The effects of 
taxes and benefits on household income, 2008-09.

1998-99 (Cash) 1998-99 (2008-
09 eqivalent)

2008-09 Change

Total cash benefits 9,564 11,955 23,831 11,875

Benefits in kind 21,858 27,323 52,609 25,287

ToTAL eXTRA BeNefITS 37,162

Direct taxation (net of non-
refundable components of 
credits)

87,510 109,387 143,958 34,571

Indirect taxation 51,788 64,736 69,894 5,159

ToTAL eXTRA TAXATIoN 39,730

overall change -2,568

overall change (as % of 
total extra benefits)

6.9

Notes: total cash benefits do not include the ‘non-refundable’ component of tax credits (which is measured 
as reducing income tax liability); Winter Fuel Allowances included in other benefits.

These data show that the expansion of cash benefits among middle and higher income non-retired 
households was the major driver in the increase in the expansion of these benefits to the middle classes. 
These benefits accounted for £11.9 billion in additional spending (an increase of 13 percentage points as a 
share of spending) in 2008-09 than 1998-99. This increase in cash benefits was largely driven by the 
increase in Child Benefit, Tax Credits and retirement pensions36 received by these groups. Support for 
students, in contrast, became much more heavily targeted over this period. While support for retired 
households also increased this increase was lower than for non-retired households (both in cost terms and 
as a share of spending). Of retired households, the increase in cash benefits was 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).

36  The definition of a retired and non-retired households means that non-retired households can be in receipt of retirement benefits. This 
happens when households comprising one retired and one non-retired adult are classified as non-retired (Office for National Statistics 
(2010), The effects of taxes and benefits on household income, 2008-09, p. 44).



21

The money-go-round: Cutting the cost of welfare
money-go-round3

Table 13: Tax-benefit position of the middle classes (1998-99 and 2008-09, per cent of total) 
(Retired households)
Source: RefoRm calculations based on office for National Statistics (2010), The effects of 
taxes and benefits on household income, 2008-09.

1998-99 2008-09 Change

Total cash benefits 10 13 3

Benefits in kind 10 12 2

Direct taxation (net 
of non-refundable 
components of credits)

40 38 -2

Indirect taxation 22 24 2

Notes: total cash benefits do not include the “non-refundable” component of tax credits (which is measured 
as reducing income tax liability); Winter Fuel Allowances included in other benefits.

Table 14: Cost of middle class welfare (1998-99 and 2008-09, £ millions) (Retired households)
Source: RefoRm calculations based on office for National Statistics (2010), The effects of 
taxes and benefits on household income, 2008-09.

1998-99 (Cash) 1998-99 (2008-
09 eqivalent)

2008-09 Change

Total cash benefits 4,113 5,141 7,959 2,817

Benefits in kind 1,884 2,356 3,786 1,431

ToTAL eXTRA BeNefITS 4,248

Direct taxation (net of non-
refundable components of 
credits)

4,120 5,151 5,490 340

Indirect taxation 2,968 3,709 4,539 830

ToTAL eXTRA TAXATIoN 1,170

overall change 3,078

overall change (as % of total 
extra benefits)

72.5

Notes: total cash benefits do not include the ”non-refundable” component of tax credits (which is measured 
as reducing income tax liability); Winter Fuel Allowances included in other benefits.

Yet these data also show that a major difference in the treatment of non-retired and retired households over 
this period was the greater tax burden facing middle to higher income non-retired families, particularly the 
increase in direct taxes. Note that as these data include the non-refundable component of tax credits they 
are likely to understate the increase in the tax burden over this period (measured direct tax liability is 
reduced by some increases in spending on tax credits). 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 household fell by 2.
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These results reinforce earlier REFORM research that documented how the burden of taxation and public 
spending is tilted against young people.37 The 18 to 34 year old IPOD generation – Insecure, Pressurised, 
Over-Taxed and Debt Ridden – has been squeezed by the fiscal consequence of recent directions in policy. 
Subsequent research demonstrated that a typical graduate faces an effective tax burden of 49 per cent and 
with increasing levels of student debt, the decline of defined benefit pension schemes and difficulty in 
getting onto the housing market, individuals in the younger age group are likely to find it increasingly 
difficult to save and accumulate assets.38

middle income workers’ tax burdens
Personal taxes and National Insurance Contributions are levied on income from work. From 2000-01 to 
2008-09 personal taxes rose by £6 a day for the average worker.39 A person on the average wage of £23,300 
would have faced a personal tax bill of around £5,449 on an equivalent income in 2000-01, but in 2008-09 
faced a bill of £7,549. The increase of over £2,000 was due to increases in National Insurance Contributions 
and failure to increase tax thresholds fully in line with the growth in earnings.

Table 15: Annual liability for personal taxation, including employers’ national insurance 
contributions (£)

Annual earnings 2000-01 2009-10 Increase since 2000-01

minimum wage (i.e. £12,100) 1,857 2,643 786

Average wage (i.e. 23,300) 5,449 7,549 2,100

Top rate tax payer (£37,400) 9,972 13,725 3,753

Notes: £12,100 was just above the adult minimum wage (£5.80) at 40 hours per week; £23,300 
approximated average weekly earnings (AWE) across the whole economy (not seasonally adjusted) for 
January 2010; £37,400 was the current top personal rate threshold.

Table 16: Annual liability for personal taxation, excluding employers’ national insurance 
contributions (£)

Annual earnings 2000-01 2008-09 Increase since 2000-01

minimum wage (i.e. £12,100) 1,268 1,827 559

Average wage (i.e. 23,300) 3,868 5,299 1,431

Top rate tax payer (£37,400) 7,143 9,670 2,527

Notes: £12,100 was just above the adult minimum wage (£5.80) at 40 hours per week; £23,300 
approximated average weekly earnings (AWE) across the whole economy (not seasonally adjusted) for 
January 2010; £37,400 was the current top personal rate threshold

37  Bosanquet, N. and B. Gibbs (2005), Class of 2005: The IPOD generation – Insecure, Pressurised, Over-taxed and Debt-Ridden, 
REFORM.

38  Bosanquet, N. et al (2007), Class of 2007: Inaction sinks the IPOD generation, REFORM and Bosanquet, N. et al (2008), Money’s too tight 
to mention: will the IPOD generation ever trust financial services?, REFORM/CII.

39  Bassett, D. et al (2010), Reality check: Fixing the UK’s tax system, REFORM.
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This chapter discusses:
 >  The Government’s proposals for a Universal Credit and single rate of benefit abatement (21st 

Century Welfare)

 >  Taper design and smart automation

 >  Tapers and work

 >  Tradeoffs in earnings disregards and flatter abatement rates.

21st Century Welfare
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. Proposals in Iain Duncan Smith’s 
paper, 21st Century Welfare, would see a major reform of the number and types of benefits and tax credits 
and the ways in which they abate. The paper proposed a streamlined income assistance system and a single-
unified taper for all benefits. The 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. The paper also proposed introducing 
an increased earnings disregard that would be tailored by household income and characteristics to ensure 
“work always pays.”

evaluating taper design – no silver bullets
Several criteria have been used to assess the design of welfare programmes in the United Kingdom and 
countries with similar social policy traditions. Key criteria that have been central to recent reforms are 
contained below:

 >  Making work pay: encouraging (a) transitions from unemployment to employment and from 
non-participation to employment (b) increases in hours of work and wage rates

 >  Minimising taxpayers’ burdens: reducing the cost of programmes, which in turn reduces the 
requirement for taxation and the degree to which all taxpayers are made worse off through taxes 
influencing their decision-making

 >  Reducing child poverty: reducing the extent that families with children have inadequate command 
over resources (such as monetary income)

 >  Recognising the costs facing families: recognising the extra costs facing families with children and 
the costs of having a parent withdraw from the labour market

 >  Providing the right assistance in the right way: using tools that incur lowest desirable administration 
costs (incurred by the government) and compliance costs (incurred by taxpayers or third parties) 
and ensuring the correct policy instruments (e.g., those that most effectively get assistance to the 
right people) are used.
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The design of programmes generally requires trade-offs between these criteria. To give one example, 
reducing assistance to parents out of work can help save money and improve financial incentives to work. 
Yet this may also mean that more of these families are in poverty (although in the longer term poverty rates 
may fall due to the improved incentives to work). As noted above this trade-off between poverty alleviation, 
financial incentives and fiscal cost can be referred to as an iron triangle, although 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.40 This is why international evidence 
shows that increasing earnings disregards is relatively ineffective at increasing labour supply.

 >  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.

Smart automation is not a silver bullet
It could be argued that the difficulty of reconciling trade-offs between criteria could be reduced through 
smart automation. The goal could be for a national information technology system for the welfare system 
which would allow changes in circumstances, such as earned income, to be monitored in close to real time 
and the levels of entitlement and abatement to be automatically updated.

Yet while improving the automation of the welfare system is important, smart automation is limited in the 
benefits that it could provide. There are some criteria for targeting that can be based on data that can be 
easily collected and that could automatically be taken into account in the assessment of entitlement and 
abatement (such as earned income and ages of children). Yet there are several other important criteria that 
cannot be automated without incurring significant administration and compliance costs.

These criteria include marital status, the length of time that a child resides with a caregiver in a separated 
household and hours of work. If these criteria are to continue to be used in the assessment of entitlement 
then the benefits of greater automation will be limited (unless, for example, the Department for Work and 
Pensions develops a national database of, and changes in, marital status). Failing to use these criteria in the 
assessment of entitlement would be seen as unfair. This would mean that, for example, in a shared custody 
arrangement the levels of support paid for children would not reflect the length of time for which the parent 
was the primary caregiver.

Extremely high levels of voluntary compliance would be required for comprehensive smart automation to 
work. This need to consider the limits of smart automation is only going to become more important as 
families become more diverse and labour markets more flexible. This is aside from the poor record of 
implementing national information technology programmes in the United Kingdom.

Tapers and work
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. People’s decisions regarding work 
effort are also influenced by uncertainty and the administration of programmes.

Poverty traps occur when there is a range of hours of work where, due to taxation and the clawback of 
assistance, there are few or no financial incentives to increase their hours of work or wage rates. 

Part-time workers are particularly likely to lose the bulk of any increase in earned income due to these 
poverty traps.

40  In the longer run labour market outcomes also reflect the segmented nature of labour markets with, for example, evidence showing that 
encouraging lone parents into micro-jobs may simply trap them on the sticky floor of the labour market and encourage churn in the 
secondary labour market rather than being a stepping stone to full-time employment.
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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.

Incentives matter but are not everything
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. 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.

International literature on the employment rate of sole-parents also indicates the limited influence of 
financial incentives on labour supply. Bradshaw et al found that replacement rates did not appear to 
influence sole-parent’s employment rates.41 There was little correlation between low replacement rates and 
high sole-parent labour participation rates. They concluded that the most important factor in influencing 
sole-parents’ labour participation was the availability of good quality childcare. Labour market conditions, 
the level of incomes and benefits, and cultural attitudes towards mothers in employment were also 
important.42

In contrast, however, evidence on employment tax credits in the United States and United Kingdom 
indicates that financial incentives associated with these programmes have led to an overall increase in 
employment. This research differed from that of Bradshaw et al as rather than looking for a relationship 
between financial incentives and employment outcomes over different jurisdictions this research compared 
employment outcomes within jurisdictions before and after policy changes. Within the overall increase in 
employment from employment tax credits there have been notable increases in employment of sole-
parents, smaller increases in employment of males in partnered families, and decreases in employment 
among women in couples.43

This decrease for women in couples reflects the use of joint income as the basis for assessing entitlement. 
With the exception of the Family Tax Benefit Part B in Australia (which primary abates against secondary 
earners’ incomes), all Anglo-American family and employment tax credits are assessed on joint income. 
Assessing entitlement on joint income encourages some secondary earners to drop out of the labour 
market, rather than working or registering for unemployment assistance, and leads to some families 
choosing to reduce their earned incomes. Basing entitlement on joint income means secondary earners 
generally face higher effective marginal tax rates from their first dollar of income than primary earners and 
when secondary earners reduce their earned incomes there is little reduction (or an increase) in joint 
income. Some secondary earners are effectively subsidised to stay at home.44 

Tradeoffs in earnings disregards and flatter abatement rates
Advocates of more generous earnings disregards and/or lower rates of abatement argue that, while costly in 
the short run, by encouraging work effort these reforms will have lower costs (or even provide fiscal 
benefits) in the long run given their influence on behaviour. Yet in practice this approach will mean that part 
time work could pay as much as some full time jobs and, as a result, be very costly without achieving its 
intended effects.45

The trade-offs involved in increasing earnings disregards and/or lowering rates of abatement can be shown 
in the findings of the report Dynamic Benefits.46 Modelling behavioural responses to changes in welfare 
programmes is a difficult exercise (“more art than science,” as the saying goes) and is often subject to 
controversy. Inherent difficulties in undertaking modelling of this sort and the presentation of results 
include:

41  Bradshaw, J. et al (1996), The employment of lone parent: a comparison of policy in 20 countries, Family Policies Study Centre.
42  Ibid.
43  Ellwood, D. (2000) “The impact of the Earned Income Tax Credit and social policy reforms on work, marriage, and living arrangements”, 

National Tax Journal, Vol. 53,pp. 1063-1106; Blundell, R. et al (2004) “The impact of tax and benefit changes between April 2000 and April 
2003 on parents’ labour supply”, Institute for Fiscal Studies; Eissa N. and H. Hoynes (2004), “Taxes and the labour market participation of 
married couples: the earned income tax credit”, Journal of Public Economics, Vol. 88, pp. 1931-1958.

44  Eissa N. and H. Hoynes (2004), “Taxes and the labour market participation of married couples: the earned income tax credit”, Journal of 
Public Economics, Vol. 88, pp. 1931-1958.

45  Green, D. (2010), Response to the DWP consultation document, 21st Century Welfare, Civitas.
46  Centre for Social Justice (2009), Dynamic Benefits: Towards welfare that works.
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 >  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)47 

 >  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.

Nonetheless, the results from this modelling show that the key outcomes from a more generous earnings 
disregard and/or lower rates of abatement are:

 >  Low wage, low status, part time work can be encouraged. Increasing wage rates would be 
discouraged. Many families would be encouraged to reduce their incomes and second earners 
would be encouraged to withdraw from the labour market

 >  An increased financial penalty for marriage, since a lone parent and a single person would together 
enjoy larger earnings disregards than the disregard for a couple48

 >  The costs of in-work benefits would increase without any certainty of the savings achieved.

These outcomes highlight that, as Green noted, in “recent times there has been a large growth in partial 
welfare dependency – that is people doing some part-time work to which in-work benefits are attached. 
[Proposals for a more generous disregard and flatter abatement rate] are likely to lead to an increase in this 
trend, when the aim should be self-sufficiency through work for everyone capable of it.”49

No income assistance system can make work pay for all. Improving financial rewards for work effort at 
lower income levels generally comes at an economic cost of discouraging work effort further up the income 
distribution (unless levels of assistance are also reduced, which may increase poverty). Given this need for 
trade-offs key issues are thus whose financial incentives to work should be given priority and whether 
increases in participation or in hours of work should be given emphasis.

Sustained child poverty is negatively related with participation in the workforce. The priority could thus be 
to ensure that all families have at least one adult with a connection to the labour market. Yet this target 
needs to be tempered with the value to families with young children from having at least one parent at 
home.50 Consequently emphasis could be placed on improving labour market incentives for sole parents 
and low-wage primary earners in families with children. It should also be recognised, however, that 
discouraging some second earners from working in the labour market could lead to these parents not 
maintaining their employment-related skills.51

47  Discrete hours labour supply models highlight that individuals choose from a relatively small numbers of hours of work (rather than being 
able to vary hours worked continuously) (Creedy, J. (2003), Discrete Hours Labour Supply Modelling, New Zealand Treasury Working 
Paper, 03/20, Wellington).

48  The current earnings disregards are £20 a week (after tax) for lone parents, £10 a week for couples and £5 a week for single people. In 
annual figures these are £1,040, £520 and £260, respectively. The Dynamic Benefits proposals would increase these to £4,500 
(household plus lone parent addition), £5,000 (household plus parent addition) and £1,500 (household). This is equivalent to an increase 
of £4,480 for a couple and £4,700 for separated parents (£3,460 for the lone parent and ££1,240 for the other parent).

49  Green, D. (2010), Response to the DWP consultation document, 21st Century Welfare, Civitas.
50 OECD (2007), Can Parents Afford To Work? Childcare Costs, Tax-Benefit Policies and Work Incentives.
51  Bryant, J. et al (2004), Labour Force Participation and GDP in New Zealand, New Zealand Treasury.
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Little evidence that increasing earnings’ disregards work
Empirical evidence does not support the argument that an increase in an earnings’ disregard would 
necessarily increase labour supply. In looking at evidence on the effects of changes in the rules and eligibility 
conditions for the Temporary Assistance for Needy Families (TANF) programme in the United States, for 
example, Blank and Matsudaira (2008) found little evidence for the argument that an increase in earnings’ 
disregards had significant effects on labour supply among single mothers. They conclude that “disregards 
enacted as part of welfare reform, while very large in some cases, have had remarkably little effect on  
the behaviour or the well-being of single mother families.”52 They identify that complexity and concerns 
around take-up are reasons why an increase in earnings disregards is less effective than often assumed.

These findings are consistent with other studies that found that negative income taxes and other welfare 
reforms have had few labour supply effects. These studies contrast with findings on the Canadian Self 
Sufficiency Programme and the United States’ Earned Income Tax Credit, which have shown that sizeable 
earnings subsidies can induce significant labour supply effects.

The mixed nature of these empirical results is consistent with the theoretical results on earnings’ disregards 
and other welfare programmes. As Blank and Matsudaira (2008) noted, an increase in an earnings’ 
disregard should increase hours worked among non-workers or low-hours workers (some workers would 
be encouraged to combine welfare and work), but some people with slightly greater hours of work or higher 
wage rates may find it beneficial to reduce their incomes. The net effect is theoretically ambiguous and 
depends upon the magnitude of labour supply responses among non-workers versus higher income 
workers.53

Given the mixed evidence on the labour supply effects of generous earnings’ disregards, and the importance 
of complexity in influencing take up and actual changes in labour supply, the priority for reform should be 
to make the welfare system simpler. This importance of administration considerations was also highlighted 
by research on the Better-off in Work Credit in the United Kingdom, which highlighted that this credit as 
piloted was not a significant addition to the range of back-to-work support as it added to the complexity of 
the benefit and tax system.54

mini-jobs
There is also 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.”55

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].”56 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.”57

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).

52  Matsudaira, J. and R. Blank (2008), The impact of Earnings Disregards on the Behaviour of Low Income Families, NBER Working Paper 
No. 14038.

53  Ibid.
54  Dorestt, R., H. Metcalf and H. Rolfe (2010), The Better-off in Work Credit: Incentives and experiences, Department for Work and 

Pensions, Research Report 637, Department for Work and Pensions, London.
55  Bell, K., M. Brewer and D. Phillips (2007), Lone parents and ‘mini-jobs’, Joseph Rowntree Foundation, York.
56  Ibid.
57  Ibid.
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Recognising marriage
The Prime Minister, Rt Hon David Cameron MP, has stated an aspiration to end the couple penalty in the 
tax credit system and recognise marriage and civil partnerships in the tax system. These pledges have been 
motivated by desires to both arrest the decline in the proportion of households of this type and to improve 
child outcomes (through encouraging a caregiver to remain in the home). A transferrable tax allowance has 
been costed at between £600 million and £3.2 billion depending on the design.58 This would not be money 
well spent as it would not achieve its objective of halting the decline in marriage in the United Kingdom. It 
is also inconsistent with the direction of travel across the world which has seen governments taking much 
more neutral approaches with tax systems.59

It has been shown that policies that recognise marriage through the tax system fail to improve outcomes, 
such as increasing the marriage rate or lowering the costs of family breakdown. Money could be spent more 
effectively on other policies, for example, programmes and services to reduce unwed pregnancy among 
teen mothers or to help prepare couples for, and support them during, marriage. Further, recognising 
marriage through the tax system would be inconsistent with other policy objectives, such as increasing 
labour supply and reducing child poverty. For instance, sole parents, a household type with a high incidence 
of poverty, would not receive any assistance from policies that recognise marriage in the tax system.

58  Centre for Social Justice (2010), Green Paper on the Family.
59  Bassett, D. et al (2010), Reality check: Fixing the UK’s tax system, REFORM.
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Delivering welfare

This chapter discusses:

 >  The need for simplification of the welfare system

 >  The Government’s Work Programme, including challenges around moving towards a performance 
based payment system (the need to address requirements for working capital of independent 
providers and uncertainty over the characteristics of the unemployed and the costs of getting people 
into work)

 >  Changing who gets to make decisions regarding entitlement (more local decision making and use of 
private insurance to encourage incentives to reduce costs and improve outcomes).

Simplification, simplification, simplification
Unless the overall complexity of the welfare system is reduced then efforts to improve administration will 
amount to little more than band-aids. To illustrate the degree of complexity REFORM reviewed the 
Department for Work and Pensions’ Decision Makers’ Guides, which contain 14 volumes ranging from 
Decision Making and Appeals to the State Pension Credit. These guides contain 8,370 pages, excluding 
amendments made since June 2009 (which are published separately). The volumes on the Jobseeker’s 
Allowance and Income Support alone accounts for 2,726 pages, the list of relevant Statutes runs for four 
pages and list of Statutory Instruments for 13 pages. The welfare system is out of control.

This complexity is, in turn, reflected in greater administration and compliance costs and poor outcomes 
(such as rates of fraud and low take-up rates). For instance:

 >  In 2009-10 the Department for Work and Pensions spent £6.57 billion on administration, including 
£3.3 billion on administering benefits for working age people60 

 >  In 2009-10 Jobcentre Plus spent £3.7 billion on administration61

 >  The latest Department for Work and Pensions assessment of fraud and error estimated total 
overpayments at £3.1 billion in 2009-10, or 2.1 per cent of total expenditure.62 £700 million or 5.5 
per cent of Income Support and Jobseeker’s Allowance expenditure is estimated to have been 
overpaid, £820 million or 4.4 per cent of Housing Benefit expenditure, £350 million or 4.4 per cent 
of Pension Credit expenditure and £210 million or 3.3 per cent of Incapacity Benefit expenditure.63 
Major causes of fraudulent payments are people inaccurately declaring earned income or living 
arrangements

 >  HMRC paid £27.3 billion in tax credits in 2009-10. Its latest estimate (based on 2008-09 finalised 
awards) is that error and fraud resulted in incorrect payments to claimants of between £1.95 billion 
and £2.27 billion

60  Department for Work and Pensions (2009), Departmental Report 2009.
61  Jobcentre Plus (2010), Annual Report and Accounts 2009-2010.
62  Department for Work and Pensions (2010), Fraud and Error in the Benefit System: October 2008 to September 2009.
63  Ibid.
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 >  In December 2009, HMRC published for the first time an estimate of the total United Kingdom tax 
gap – the difference between the amount of tax due and the amount collected – as part of the 
Pre-Budget Report. This estimated that the tax gap is around £40 billion, or 8 per cent of total 
revenues collected, each year. Of this, the biggest proportion is from inaccurate returns from 
individuals and small and medium sized businesses, 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 United Kingdom where it is increasingly common for 
people to take opportunities to have “cheated and fiddled things,” such as expenses and taxes64  

 >  Data from 2007-08 show that the level of pension credit take-up by caseload is between 61 and 70 
per cent. Take-up of the guarantee credit only, which is paid to the poorest pensioners, is higher, at 
between 72 and 81 per cent65

 >  Survey data suggest that take-up rate for Disability Living Allowance could be between 30 and 50 
per cent.66 

Yet not all programmes have poor take-up, with HMRC data estimating take-up rates on an expenditure 
base for the Child Tax Credit of between 86 and 92 per cent.67 This take-up tends to fall as incomes 
increase, with take-up among families out of work being around 97 per cent (similar to the overall rate of 
take-up of the Child Benefit) and families on incomes above £50,000 having the lowest rates of take-up.68

Some complexity is necessary
Many welfare programmes employ different rules regarding eligibility and requirements for work effort, 
and assess need and income in different ways. Administration of programmes is spread between different 
agencies. The current system is complex because it aims to tailor assistance to a wide variety of needs. Yet 
complexity leads to significant administration and compliance costs and a system designed to be responsive 
failing to achieve this goal at times.

However, some complexity is necessary in the design of welfare programmes. Different programmes exist 
for different purposes and employ different units of assessment (e.g., individual or family), periods of 
assessment (e.g., weekly, monthly or annually), and definitions of income and treatment of assets.69 In 
relation to the unit of assessment, for example, income taxes are levied on an individual basis while in 
partnered families tax credits take both parents’ incomes into account. While these differences create 
anomalies in the treatment of different family types, using individuals as the unit of assessment for tax 
credits would, for example, increase fiscal costs through increasing the number of eligible recipients, 
particularly income-poor individuals with wealthy spouses, unless the generosity of assistance was reduced.

The on-going job of simplification
Successive governments have sought to simplify the welfare system with limited success. The proposals in 
21st Century Welfare seek to overcome complexity through a big bang approach of integrating existing 
benefits and tax credits into a single Universal Credit. An alternative approach, following Martin, would be 
to simplify the system in stages:70

64  Cited in Bassett, D. et al (2010), Reality check: Fixing the UK’s tax system, REFORM.
65  Hansard (2010), Col. 598, 15 March.
66  Kasparova, D. et al (2007), The take-up rate of Disability Living Allowance and Attendance Allowance: Feasibility study.
67  HM Revenue and Customs (2010), Child Benefit, Child Tax Credit and Working Tax Credit Take-up Rates 2007-08.
68  This highlights that as well as the overall level of take-up, also significant are the characteristics of recipients failing to receive their full 

entitlement, changes in take-up over time, changes in amounts not claimed, and significance of different reasons for non-participation. 
There is less reason to be concerned with low take-up rates if families choose not to take-up assistance for rational reasons, such as 
high-income earners not wanting to risk triggering tax audits by applying for tax-based assistance.

69  Whitehouse, E. (1996), “Implementing in-work benefits in different labour market”, Economic Journal, Vol. 106, pp. 129-141, p. 137.
70  Martin, D. (2009), Benefit simplification: How, and why, it must be done, Centre for Policy Studies.
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 >  First, rules for benefit eligibility should be made to conform to each other, for example all benefits 
should be set on the same periodic basis and tax rules aligned

 >  Overlaps between benefits should be gradually eliminated and benefits combined where appropriate

 >  The distinction between contributory and non-contributory benefits should be reviewed to allow 
for further simplification. 

Some measures along these lines have already been introduced. The Department for Work and Pensions 
change programme has been launched to improve the service to benefit claimants and recipients. This 
includes new arrangements to help simplify benefit payments.71 A new process has also been introduced 
(“In and Out of Work”) to improve the way customers who move in and out of work receive their benefits 
and credits. This includes streamlining the need for customers to provide information to officials. The 
Department for Work and Pensions has also been looking at quicker and more secure ways of transferring 
information about Housing Benefit and Council Tax Benefit claims to Local Authorities. However, while 
laudable, unless these initiatives are combined with simplification of the rules of programmes they will 
amount to little more than band-aids.

The Work Programme
There is growing understanding across the political spectrum of the benefits of creating a competitive 
market for the delivery of services for unemployed people. In recent years there has been growing interest in 
international examples of competitive driven innovation in welfare to work, particularly Australia, 
Netherlands and the United States.72 In 2006 Nicholas Boys Smith advocated expanding the role of social 
enterprises and companies in the provision of welfare in the United Kingdom.73 Since then Lord Freud has 
set out similar ideas.74 He has rightly pointed to the advantages that such reform could bring. These 
advantages include innovation, lower costs of delivery, competition and above all a focus on the customer. 
The Coalition Government has set an ambitious agenda to create a single Work Programme, which would 
seek to develop a competitive market for all welfare to work services financed by a DEL-AME switch.75

Contracting for results
The Work Programme will have a strong focus on payment by results and incentives to get and keep people 
in work. The focus will also be on longer and larger contracts, with the value of contracts to be awarded 
through this new framework potentially being between £0.3 billion and £3 billion per year, and the average 
individual contracts estimated at approximately £10 million to £50 million.76 Current plans would see the 
Work Programme rolled out in early 2011, with seven regional contracts awarded in England. These prime 
contractors would be responsible for contracting services from smaller providers.

A key element in the Work Programme is the DEL-AME switch. This would enable providers to retain part 
of the savings, in terms of reduced benefit expenditure, of moving an individual off benefits and into work. 
However, this entails a higher degree of financial risk for providers, while the Department has already 
specified that it expects providers to “demonstrate the capital strength to take on the risks inherent in an 
exclusively or heavily outcome-based approach where we seek to deal with the cases of millions of people 
on out of work benefits.”77

71  From March 2011 new arrangements will mean that: all benefits are paid in arrears, benefits will usually be paid every two weeks and 
customers will move to a pay week ending day that is linked to their National Insurance number.

72  See for example, Lilley, P. and O. Hartwich (eds.) (2008), Paying for success – How to make contracting out work in unemployment 
services, Policy Exchange; Finn, D. (2009), “The ‘Welfare Market’ and the Flexible New Deal: Lessons from other countries”, Local 
Economy, Vol. 24; Armstrong, D. et al (2009), Welfare to work in the United States: New York’s experience of the prime provider model, 
Department for Work and Pensions; The Conservative Party (2008), Work for welfare: Real welfare reform to help make British poverty 
history.

73  Boys Smith, N. (2006), Reforming welfare, REFORM.
74  Freud, D. (2007), Reducing dependency, increasing opportunity: options for the future of welfare to work, Department for Work and 

Pensions.
75  Cabinet Office (2010), The Coalition: our programme for government. Also see, Department for Work and Pensions (2010), The Work 

Programme Framework.
76  Department for Work and Pensions (2010), The Work Programme Framework.
77  Ibid.
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The increased level of risk in the Work Programme compared to the Flexible New Deal has caused some 
concern among providers. Speaking at a REFORM welfare conference Sally Burton of the Shaw Trust 
identified that while the third sector can play an important role it cannot play the role of the organisations 
that bring the large amounts of working capital needed for the Work Programme to the table.78 She noted 
that trustees of charities would be reluctant for their organisations to put significant amounts of resources 
up front on a payment by results regime when they may not be able to guarantee getting that money back 
because of factors beyond their control.79

At the same conference David Banks of G4S Care and Justice Services noted that the challenge for funding 
the DEL-AME switch largely reflects the challenge around getting the risk-balance right.80 There is little 
understanding over how much it costs to help a long-term Employment Support Allowance claimant into 
work (how long this may take and what levels of sustainability may be achieved over a three year period). 
With this uncertainty around cost and confidence of outcomes for client groups it is difficult to justify up 
front funding. The DEL-AME switch needs to look like an investment not a gamble. 

International experience also highlights the potential challenges in creating an effective market for welfare 
to work services. Risks in outsourcing include parking and cream skimming customers. There is a need for a 
transparent commissioning framework and to ensure incentives are correctly aligned.81 Mentoring and 
market development are also needed to ensure providers compete on quality, not simply price, to encourage 
innovation as well as value for money.82 There is a need to ensure that the contracting framework allows for 
provider entry and exit as, as was found in Australia, the greatest savings are made when poorly performing 
providers are replaced by more effective ones.83 The experience of the Netherlands, Australia and the 
United States suggests that learning from best practice is crucial.84

Making the Work Programme work could bring real benefits, but developing the market may take several 
years and it should not be expected to move significant numbers of otherwise unemployed people into work 
and release substantial savings until the end of this Parliament.85 Learning from best practice (such as 
through a discovery phase) will be essential to both develop the market and allow innovation to flourish.86 A 
gradual introduction would offer a better opportunity to ensure the optimal alignment of incentives, the 
best way to manage financial risk and an effective market framework that supports competition.

Targeting the right group
The Government has placed the emphasis for both the Work Programme and the proposals for benefit 
reform on the long-term unemployed and young people. However, fiscal consolidation is also likely to lead 
to growing unemployment among different segments of the labour market. Estimates for total job losses in 
the public sector range from upwards of 600,000 over the next five years, with the Chartered Institute for 
Personnel and Development suggesting that 36 per cent of public sector employers expect to make 
redundancies in the next quarter and a rise in net unemployment over the next two years “remains a distinct 
possibility.”87 At this point it is not possible to know how much of the job losses from fiscal consolidation 
will take the form of redundancies as opposed to constrained recruitment and natural wastage.

78  Nolan, P. (ed.) (2010), The first hundred days¸ REFORM¸ pp. 37-9.
79  Ibid. There has been particular concern among third sector providers about their ability to join the Work Programme due to the capital 

requirements, Third Sector (2010) “Chris Grayling: we will protect subcontractor charities”, 3 August.
80  Nolan, P. (ed.) (2010), The first hundred days¸ REFORM, p. 51.
81  See for example, Lilley, P. and O. Hartwich (eds.) (2008), Paying for success – How to make contracting out work in unemployment 

services, Policy Exchange; Finn, D. (2009), “The ‘Welfare Market’ and the Flexible New Deal: Lessons from other countries”, Local 
Economy, Vol. 24.

82  Finn, D. (2008), Lessons from contracting out welfare to work programmes in Australia and Netherlands, Joseph Rowntree Foundation; 
Armstrong, D. et al (2009), Welfare to work in the United States: New York’s experience of the prime provider model, Department for Work 
and Pensions.

83  Morrell, H. and N. Branosky (eds.) (2005), The use of contestability and flexibility in the delivery of welfare services in Australia and the 
Netherlands, Department for Work and Pensions.

84  Ibid; Also see, OECD (2004), Design Choices in Market Competition for Employment Services for the Long-Term Unemployed: “the 
model for tendering does not exist and practices in other countries cannot simply be transferred into a different economic and labour 
market setting, and a different institutional structure with its own history…An ideal format for market competition – one which has 
demonstrated its value in a wider group of countries – does not exist.”

85  The importance of a pilot was shown in the Pathways to Work programme. A Select Committee report on this programme found that the 
Department made over-optimistic expectations and experienced difficulties in managing the market, including understanding the supply 
chain and prime-sub contractor relationship (House of Commons Public Accounts Select Committee (2010), Support to incapacity 
benefit claimants through Pathways to Work). 

86  Nolan, P. (ed.) (2010), The first hundred days¸ REFORM¸ pp. 51-52.
87  Chartered Institute for Personnel and Development (2010) Quarterly survey report, Summer 2010.
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Redundancies will affect different population groups differently. Addressing public sector redundancies 
may require a much more tailored range of measures than those typically applied to the young, unskilled, 
jobless males. Moreover, fiscal consolidation creates additional uncertainty for welfare to work providers. 88 
Some groups will face greater risks of being marginalised within the falling employment market. Some 
specific areas of concern may include: 

 >  Regions: fiscal consolidation will affect some regions more than others. Scotland, the North East 
and Northern Ireland are particularly at risk, with the public sector work force comprising 23 per 
cent, 25 per cent and 28 per cent of total employment respectively89

 >  Older workers: there is already a group of people on benefits in their 50s and early 60s and who have 
been out of work for a long time and who will find returning to work an even greater challenge in a 
weaker labour market. Survey data also suggests that the public sector has a higher number of older 
employees, with nearly 2.9 million people or 43 per cent over the age of 45, compared to 36 per cent 
in the private sector90

 >  Women: women will be more exposed to fiscal consolidation, as they make up 66 per cent of the 
public sector workforce, compared to only 41 per cent of the private sector workforce91

 >  Young people: both the recession and fiscal consolidation will have a disproportionate impact on 
young people. The Chartered Institute for Personnel and Development Labour Market Survey for 
Summer 2010 found that employment prospects for young people are not good, with less than half 
(47 per cent) of organisations planning to recruit graduates, with fewer still planning to recruit 
school leavers aged 18 (28 per cent) and aged 16 (14 per cent).92 These prospects will further 
deteriorate if fiscal consolidation brings large numbers of recently redundant, experienced and 
skilled jobseekers onto the labour market.

There will need to be a large increase in private sector employment to offset the fall in public sector 
employment. While there is already a high degree of natural turnover in the labour market (in the private 
sector prior to the recession there were around 50,000 jobs being lost every week and another 50,000 
created),93 supporting the expansion of public sector employment will require a supportive business 
environment and the costs of employing (and trialling workers) to fall.

Within public services the best approach to reducing public sector workforce costs would be to allow 
headcount to reduce (both through natural turnover and redundancies) and wages to rise with productivity, 
rather than forcing wages down to protect underperforming workers.94 This would be in the longer term 
interests of workers in and customers of public services. 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.

88  This can be illustrated by the experience of the roll-out of the Flexible New Deal. This programme was rolled out at the beginning of a 
recession, resulting in in-flows being up to 300 per cent more than expected. This raised questions over the viability of the financial model 
(House of Commons Work and Pensions Select Committee (2009), DWP’s Commissioning Strategy and the Flexible New Deal).

89  Office for National Statistics (2010), Public Sector Employment: Statistical Bulletin, Q2 2010; Office for National Statistics (2010), Labour 
Market Statistics: Statistical Bulletin, May 2010; REFORM calculations Bassett, D. et al (2010), Budget 2010: Taking the tough choices, 
REFORM. Analysis by the BBC has ranked Middlesbrough as the most vulnerable local authority in England, BBC Online (2010), “North 
East and Midlands ‘least resilient’ areas”, 9 September.

90  Office for National Statistics (2010), Labour Force Survey, REFORM calculations. Figures are from 2009 and are from survey data and 
respondent’s views on the organisation they work for, and are affected by well know issues of mis-reporting, however they reflect the well 
known trend for women to be my highly represented in the public sector compared to the private sector.

91  Ibid.
92  Chartered Institute for Personnel and Development (2010) Labour Market Survey, Summer 2010.
93  Haldenby, A. et al (2009), The front line, REFORM.
94 Ibid. 
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Changing who decides
The Government aims to save money in the welfare budget through redesigning benefits and creating a 
single Work Programme. However these policies reaffirm a centralised, bureaucratic model of welfare 
delivery. A welfare system fit for the second decade of the 21st century and beyond will need to operate in a 
different way, not simply be a version of the 20th century model of universality, entitlement and 
centralisation.95 Many have argued that curbing welfare dependency requires a new culture of individual 
responsibility and harnessing the potential of local initiative and expertise.96 International best practice also 
suggests that introducing competition and payment by results for welfare to work services has been most 
successful when combined with wider devolution.97

The Coalition has placed renewed emphasis on localisation in public service delivery. However, what this 
emphasis entails for welfare to work services remains unclear. Some see localisation in a relatively narrow 
way (local authorities playing a role commissioning and co-ordinating welfare to work services),98 while 
others view localism see requiring greater freedom for providers (such as the ability to set benefit rules). Yet 
while a greater emphasis on localism will provide real benefits, a shift towards more local decision making 
will involve important tradeoffs. For instance, understanding the long-term interest of welfare recipients 
often requires local information, such as the conditions of local labour markets or efforts that people make 
to finding work. Yet drawing on this local information and providing innovative and diverse services will 
mean less, not more, variation in how people are treated. This increase in variation may be appropriate but, 
at least, requires public expectations of how people interact with the welfare system to change (such as the 
degree to which people in different areas receive different payments).

As well as being more local, international trends highlight that the future delivery of welfare will require 
greater individual contributions. Protection from many social risks is now provided by private insurance, 
such as through life insurance and accident protection.99 In welfare systems throughout the world new 
insurance products are being introduced to cover the risks that have previously been provided by the state. 
The OECD has, for example, identified private disability insurance as a potentially useful but largely 
underutilised tool.100 Private disability insurance has become an important part of welfare provision in 
countries such as the Netherlands and Finland. In the Netherlands, for example, the introduction of 
experience-rated premiums for public disability insurance was a key factor in explaining the recent sharp 
fall in the rates of inflow onto disability benefits. The use of private insurance in Switzerland and Canada 
has also had similar effects on reducing the inflow and costs of disability. These positive effects reflect the 
financial incentives facing private providers to avoid the liability from people becoming unwell and, if they 
do become unwell, not recovering as quickly as possible.

95  Douglas Carswell MP has done much to promote the importance of localism in the delivery of welfare. Speaking at REFORM’s Reforming 
welfare conference he put forward the case for devolving responsibility for welfare to local authorities. He argued this would make welfare 
more responsive and personalised, it would support diversity of supply and transform attitudes and create a culture of responsibility 
(Nolan (2010), The first hundred days, REFORM, pp. 34-36). In a report written for REFORM Rt Hon Frank Field MP put forward the idea 
of making benefit offices should be turned into independent, mutually owned organisations which, over time, take over the rules and 
payment of unemployment benefits, tax credits and child support. Field, F. and P. White (2009), Help! Refashioning welfare reform to help 
fight the recession, REFORM. Also see, Local Government Association (2007), Welfare reform: the case for devolution, which makes the 
case for the role of local authorities in coordinating welfare to work services and McNeil, C. (ed.), Now It’s Personal? The new landscape 
of welfare-to-work, Institute for Public Policy Research, which suggests Local Enterprise Partnerships should take a strategic lead in the 
commissioning and contract management of welfare to work services.

96  David Green has argued that the proposals in 21st Century Welfare reaffirm “welfare rights” at the expense of “mutual obligation” for 
individuals to contribute to society. Green, D. (2010), Response to the DWP consultation document, 21st Century Welfare, Civitas.

97  Morrell, H. and N. Branosky (eds.) (2005), The use of contestability and flexibility in the delivery of welfare services in Australia and the 
Netherlands, Department for Work and Pensions; Finn, D. (2009), “The ‘Welfare Market’ and the Flexible New Deal: Lessons from other 
countries”, Local Economy, Vol. 24.

98  McNeil, C. (ed.), Now It’s Personal? The new landscape of welfare-to-work, Institute for Public Policy Research, which suggests Local 
Enterprise Partnerships should take a strategic lead in the commissioning and contract management of welfare to work services. There 
are many good examples of innovative delivery of services to support people into work at a local level, see Liverpool City Region (2010), 
Sustaining people into work: A Liverpool City Region Compact for housing providers.

99  Beveridge, W. (1942), Social Insurance and Allied Services, p. 143. The Beveridge Report recognised that voluntary insurance should 
have a role in protecting individuals through providing supplementary support.

100  OECD (2009), “Sickness, Disability and Work: Keeping on Track in the Economic Downturn”, High-Level Forum, Stockholm, 14-15 May.
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6
Recommendations

Reforming welfare is one of the hardest challenges facing the Government. The Government’s welfare 
reform agenda will require policy tradeoffs to be reconciled. They will need to chart a course between 
providing support to people in need while ensuring they do not become too dependent on the State. 
Unemployment and demographic changes will push up costs while large savings will be needed to address 
the deficit. Delivery will have to be simpler and easier for the public to interact with, while efforts to 
encourage more innovative and diverse providers will mean more, not less, variation in how people are 
treated.

The need for a honest debate on trade-offs
The need for tradeoffs is not new. Nor is this need unique to the United Kingdom. There are many previous 
and overseas examples of welfare reform that provide important lessons. These lessons include:

Save money through cutting entitlements that are poor value for money: Despite having one of the most expensive 
welfare systems in the OECD the United Kingdom’s system is one of the worst performing. This mismatch 
between inputs and outcomes reflects the poorly targeted nature of much welfare spending – with around 
£31.8 billion going to wealthier households. Savings that could be made in this area dwarf savings that 
could be made in other parts of the welfare budget. These savings could be made without compromising 
the living standards of poorer families.

Decide where the poor incentives should go: The only welfare system that is free of poor incentives, such as 
poverty traps, is one that provides no transfers at all. Even universal transfers discourage labour supply and 
lead to higher tax rates. Yet as all real world systems require transfers to be provided the crucial questions 
are how poor incentives can be kept to a minimum and how their economic and social harm can be reduced. 
This requires judgement on whether emphasis should be on ensuring every family has at least one worker 
attached to the labour market or whether second earners in couples should be encouraged to work. How 
assistance and entitlement vary with the age and number of children also requires judgement.

Simplify old programmes, do not add new ones: Many problems facing the welfare system reflect the complex 
interaction of the maze of welfare programmes. Many programmes have been developed and reformed in 
isolation and contain complex, conflicting and confusing rules. In the United Kingdom previous efforts to 
address these problems, especially the disincentives to work they create, have emphasised the provision of 
new forms of assistance, such as employment tax credits. Yet layering new programmes onto an already 
complex maze increases the welfare mess and makes the problem worse. Reducing disincentives and 
complexity requires simplifying old programmes, not adding new ones. The limits to what can be achieved 
through welfare transfers also need to be recognised. Often the more effective approach is to reform other 
areas, such as education or regulation of the labour market.

Deliver welfare in different ways: The United Kingdom has a heavily centralised welfare system. Yet 
understanding the long-term interest of welfare recipients often requires local information, such as the 
conditions of local labour markets or efforts that people make to finding work. In recent years some moves 
have been made to better employ local knowledge, through greater public-private partnerships, but 
transforming the delivery of welfare also requires handing over the power to set some benefit rules. 
Increasing the requirement for individuals to prepare for their own future, though the use of insurance or 
personal protection accounts, can also transform the delivery of welfare and encourage people to make 
decisions in their long-term interest.
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The money-go-round
Middle class welfare amounts to £31.8 billion per year with payments to the relatively well-off being made 
through programmes such as the Child Benefit and pension gimmicks such as the Winter Fuel Allowance, 
free TV licenses and concessionary bus fares. There is an immediate need to claw back these benefits to 
lower the overall costs of welfare. These costs can be lowered without significantly increasing child poverty 
or harming other policy objectives. Immediate recommendations include:

 >  Means-test the Child Benefit. There is little benefit from continuing to administer the Child Benefit 
and the Child Tax Credit separately as HMRC data show that around 97 per cent of low income 
families out of work eligible for the Child Tax Credit take-up this assistance and these families also 
receive the Child Benefit.101 REFORM has estimated that combining these two programmes into 
the one means-tested programme could save in the order of £7 billion per annum and simplify the 
welfare system.102 Any concerns with take up could be addressed through simplifying administrative 
processes (such as application forms)

 >  Scrap pension gimmicks such as the Winter Fuel Allowance, free TV licences and concessionary bus 
fares. These are poorly designed and complicated features of the welfare system. For example, only 
12 per cent of sending on the Winter Fuel Allowance goes to people in fuel poverty.103 Research at 
the University of Warwick also identified that there is no quantitative evidence that the elderly spend 
their Winter Fuel Allowance on fuel and concluded that “It seems that WFP is for Christmas, not for 
gas.”104 Where any assistance is justified this could be provided through other existing policy 
instruments (such as a simplified Pension Credit). Removing these pension gimmicks could 
generate a saving of around £3 billion.105

The remaining costs of middle class welfare should be addressed as part of a medium term strategy to 
tackle the public finances. A major source of these costs is the state pension. However, as people have 
prepared for retirement on the basis that this assistance would be available it would be unfair to remove this 
in the short-term. In the longer term these costs should be addressed through migrating individuals onto 
personal pension plans. Longer-term reform of the Disability Living Allowance, particularly whether this 
programme should be means-tested or entitlements restricted, also requires consideration. Finally, 
consideration must be given to whether to introduce broader personal welfare accounts, where individuals 
can save for and protect themselves against life “shocks” such as unemployment, disability, parenthood and 
retirement. Supplementary insurance could cover a range of life events through products already available 
such as income protection and life insurance.106 

Assistance to people out of work
There is a need to lower the rates of unemployment and inactivity and address the economic and social 
problems that tend to be associated with this, including family breakdown and rates of teen pregnancy and 
sole parenthood. There is growing interest in delivering welfare in a way that is more innovative, supports 
greater third sector and private sector participation and is more cost effective. REFORM recommends the 
following:

 >  Not go ahead with plans to introduce a Universal Credit with more generous earnings disregards 
and a single uniform rate of abatement. There needs to be an honest debate on the trade-offs in the 
design of policies designed to make work pay and more cost effective opportunities for simplification 
should be employed

 >  Introduce a discovery phase for the Work Programme to allow the implementation of a form of 
contracts and market structure that would actually work. This will require a greater understanding 
of the risk profile of the population and the costs of getting different population groups back into 
work.

101  Figure based on the expenditure take-up rate. HM Revenue and Customs (2007), Child Tax Credit and Working Tax Credit take up rates: 
2004-05.

102  Cawston, T. et al (2009), The end of entitlement, REFORM, p. 27.
103  House of Commons Environment, Food and Rural Affairs Select Committee (2009), Energy efficiency and fuel poverty.
104  Walker, I. (2006), “Cold Comfort?”, The Warwick Magazine, University of Warwick, Spring.
105  Cawston, T. et al (2009), The end of entitlement, REFORM, p. 29.
106  For more details see Cawston, T. et al (2009), The end of entitlement, REFORM.
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Annex: expenditure and claimants of  
welfare programmes

Table 17: expenditure and claimants of welfare programmes
Sources: Department for Work and Pensions (2010), Benefit expenditure tables; Department 
for Work and Pensions (2010), Tabulation Tool, february 2010 data; Hm Treasury (2010), HMRC 
Supply Estimates 2010-11; office for National Statistics (2010), Housing Benefit and Council 
Tax Benefit National Statistics, August; office for National Statistics (2010) DWP Quarterly 
Statistical Summary, August. 107108109110111112113114

expenditure 2010-11 Claimants

Benefits for families with 
children

  

Child Tax Credit £19,000107 4,263,000108

Child Benefit £12,175 7,530,000109 

Statutory Maternity Pay £1,804 330,150110 

Maternity Allowance £355 704,000

Maternity/Childcare Benefits £239 N/A

   

Benefits for unemployed 
people

  

Jobseekers Allowance £4,567 1,526,010

Job grant £51 N/A

   

Benefits for people on low 
incomes

  

Income Support £7,275 1,884,730

Working Tax Credit £7,800111 2,458,000

Housing Benefit £21,585 4,765,730

Discretionary Housing Payments £20 N/A

Council Tax Benefit £5,004 5,788,760

Social Fund Payments £535 N/A

   

Benefits for elderly people   

Basic State Pension £55,822 12,487,070

SERPS and SSP £13,688 N/A

Pension Credit (savings) £1,353 2,735,160112 

Pension Credit (guarantee) £6,708  

Winter Fuel Allowance £2,734 12,680,980

Free TV License £569 4,087,000113 

Free bus pass £1,029114 N/A

107  Figure is from 2008-09. HM Revenue and Customs (2010), HM Revenue and Customs 2009-10 Accounts.
108  HM Revenue and Customs (2010) Child and Working Tax Credits Statistics.
109  Figure is latest available. HM Revenue and Customs (2007), Child Benefit quarterly statistics, August.
110  Estimate based on Equality and Human Rights Commission (2009), Working better: Meeting the changing needs of families, workers and 

employers in the 21st century.
111  Figure is from 2008-09. HM Revenue and Customs (2010), HM Revenue and Customs 2009-10 Accounts.
112  Figure is for Pension Credit (savings) and (guarantee).
113  Figure is from 2009-10.
114  Department for Transport (2008), Annual Report 2008.
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Benefits for sick and disabled 
people

  

Statutory Sick Pay £52 N/A

Incapacity Benefit £5,479 1,122,850

Employment and Support Allowance £2,749 2,614,760

Severe Disablement Allowance £889 263,200

Disability Living Allowance £12,113 3,137,730

Attendance Allowance £5,330 1,614,170

Carer’s Allowance £1,645 530,890

Independent Living Funds £348 21,000

Motability £16 NA

Industrial Injuries Benefits £830 324,120

War Pensions £1,024 187,475115

   

Benefits for bereaved people   

Widow’s and Bereavement Benefits £602 62,410

Industrial Death Benefit £33 N/A

   

Benefit Expenditure £193,330  

Note: Data limitations mean that these estimates total to a slightly lower figure than Treasury estimates

115

115 Office for National Statistics (2009), War Pension quarterly statistics, June.  
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Annex: means-testing the Child Benefit

The Coalition’s approach to withdrawing the Child Benefit from higher rate 
taxpayers would not work
Withdrawing the Child Benefit immediately once a family has an income earner who faces the 40p tax rate 
would create very high Effective Marginal Tax Rates (EMTRs). To illustrate results from REFORM’s 
modelling of the combined clawback of the Child Tax Credit and Child Benefit under the policies in place 
prior to Budget 2010 (the status quo), in 2013 (once the changes announced in Budget 2010 and the 
planned changes to the Child Benefit are introduced) and with REFORM’s alternative proposals for 
reform are discussed below. This modelling shows that the effect of withdrawing the Child Benefit from 40p 
taxpayers would mean that (for a single income family) at £43,375 (based on a threshold of £35,900 and a 
personal allowance of £7,475):

 >  With one child would face a combined clawback of 105,560 per cent on the next pound of earnings

 >  With two children would face a combined clawback of 175,240 per cent on the next pound of 
earnings

 >  With three children would face a combined clawback of 244,920 per cent on the next pound of 
earnings

 >  With four children would face a combined clawback of 314,600 per cent on the next pound of 
earnings.

As these very high EMTRs apply over a very small range of incomes they are unlikely to have a significant 
impact on decisions to supply labour. They are, however, likely to become relevant to tax planning 
considerations and to significantly increase the incentives for income splitting for tax purposes.

There is evidence that significant income splitting is already taking place in the personal income tax system. 
Data show, for example, that the personal allowances are skewing the income distribution. Based on 
HMRC data 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. Given that there 
is a total of 40,695,011 taxpayers in the UK, this means that close to one quarter of all taxpayers earn less 
than the previous personal allowance threshold of £6,475. 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 combination of reduced government revenue from greater incentives for income splitting and the cost 
and complexity of policies designed to address the anomalies in the approach to means-testing the Child 
Benefit, for example, introducing poorly targeted tax relief for married couples, mean that the Coalition’s 
proposal is unlikely to generate significant savings.116

116  Similar problems face the other option of taxing the Child Benefit. This approach was suggested in 1998 by the then Chancellor, Gordon 
Brown (Hansard (1998), Col.1108, 17 March. Also see, Greener, K. and R. Cracknell (1998), “Child Benefit”, House of Commons Library). 
More recently, David Blunkett, the former Home Secretary has advocated taxing Child Benefit for the highest earners (The Daily 
Telegraph (2009), “David Blunkett: tax child benefit and give up nuclear arms”, 28 September). However the savings from taxing the Child 
Benefit would only be in the order of £0.11 billion. Such an approach would also add to the already excessive complexity of the welfare 
system. For example, if this programme was taxed in the hands of the mother (to whom the benefit is paid) then little revenue would be 
clawed back. If this programme was taxed on a household basis extra complexity would be created for married couples (as a decision 
would need to be made on whose income the payment would be taxed). Given that the Child Tax Credit is already in operation and widely 
received among those families with children in need, taxing the Child Benefit would, while recognising the need for means-testing, simply 
be an ineffective half measure.
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A better way to means-testing
REFORM has previously proposed abolishing the Child Benefit. This would save £10.8 billion. As 
removing the Child Benefit would increase child poverty REFORM has also proposed directing around £6 
billion of these savings into the Family Element of the Child Tax Credit to compensate families on low 
incomes.117 The Child Tax Credit is already widely received by low income families and has been estimated 
to have a take up rate among families out of work around 97 per cent. Implementing this reform would be 
administratively simple as existing systems are already in place (indeed, this would represent a simplification 
of the system through reducing duplication with the Child Tax Credit).118 

Impact on redistribution and work incentives
To illustrate the redistributive impact of these changes the effect on a number of scenario families is 
discussed below. This modelling shows the transfers received by and the rates of clawback faced the families 
for two different policy scenarios:

 >  The status quo (policies in place prior to Budget 2010)

 >  The effect of the changes announced in Budget 2010 and the planned changes to the Child Benefit

 >  REFORM’s alternative proposals for reform.

To retain appropriate scale these graphs do not include the very high EMTRs created by the Government’s 
proposed approach to means-testing. These graphs illustrate the thresholds at which families would be no 
worse off are (under the REFORM proposal) around:

 >  £22,000 for families with one child

 >  £28,000 for families with two children

 >  £40,000 for families with four children.

It would be possible to shift these thresholds upwards by increasing the Family Element by more than the 
level of the Child Benefit. While this would reduce the fiscal savings of the reforms, this would also mean 
that all families below the new thresholds would be net gainers from the change.

While there is an increase in effective marginal tax rates (EMTRs) from the change, the increase in 
disincentives occurs relatively high up the income distribution and so any behavioural response to them 
(particularly on the participation margin) is unlikely to be strong, with the strongest effect likely to be on 
second earners. These disincentives also need to be evaluated against the economic benefits (particularly 
strengthening labour demand) of helping restore the public finances.

117  These estimates do not consider the effect of housing benefit. The Child Benefit is disregarded for Housing Benefit purposes, while the 
Child Tax Credit is included in assessable income for the purposes of this benefit. The switch towards Child Tax Credit could thus reduce 
the Housing Benefit received by some families.

118  A more complex approach would be to tax the Child Benefit (Cawston, T. et al (2009), The end of entitlement, REFORM). This reform 
would be complex as either the Child Benefit would have to be taxed in the hands of the mother (generating few savings as there are 
relatively few higher rate mothers) or features of household taxation would need to be introduced into the personal income tax system.
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example 1: £7.50 per hour, one child 1+
Figure 1 shows the change in the assistance received by a single income household on an hourly wage of 
£7.50 an hour and with one child over the age of one. A single income household on an hourly wage of 
£7.50 an hour and with one child over the age of one would be better off under the REFORM and 
Government proposals.

figure 1: £7.50 per hour, one child 1+ (payment)
Source: RefoRm
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figure 2: £7.50 per hour, one child 1+ (clawback)
Source: RefoRm
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example 2: £25.00 per hour with four children
Up to around £40,000 a year the family would be better off under the REFORM and Government 
proposals. As the assistance abates immediately once the family has a top rate taxpayer under the 
Government proposal, the family has a very high effective marginal tax rate at this point (not shown in the 
graph). After this point the family receives no assistance under the Government proposal, while under the 
REFORM proposal the family is still receiving some (reducing) assistance.

figure 3: £25.00 per hour, four children 1+ (payment)
Source: RefoRm
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figure 4: £25.00 per hour, four children 1+ (clawback)
Source: RefoRm
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