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Summary

As political parties prepare for the 2015 election they must think the unthinkable on the welfare 
state. Putting the public finances onto a sustainable footing will require taking tough choices on 
pensioner benefits and the NHS. Population ageing and other changes are increasing the costs 
of these programmes just as the share of the population that is working aged and can pay the 
taxes required to fund them is falling. This is turning the UK’s welfare state on its head.

Recent governments have introduced important reforms in areas like pensions. Yet these 
reforms have lacked consistency and have not done enough to reduce overall costs. The 
introduction of a cap on Annually Managed Expenditure (AME) should hopefully improve this. 
AME accounts for close to half (48 per cent in 2013-14) of all government spending and the 
idea of a cap is to ensure that this does not escape the scrutiny facing departmental spending. 
While departmental expenditure has shrunk by 8 per cent over the past three years, AME has 
grown by 25 per cent.

An AME cap must include pensioner benefits. 60 per cent of AME spending goes on social 
security benefits and tax credits. The majority of this spending (55 per cent) is on pensioners. 
Excluding pensioner benefits from a cap would exclude a third of all AME and mean it is simply 
not credible, particularly when other large areas of AME (such as the 13.2 per cent spent on 
debt interest) would also need to be outside the cap.1

Political parties must also grasp the nettle on the NHS. The reductions in departmental 
spending outlined in the 2010-14 Spending Review omitted this budget. Yet this is the largest 
area of departmental spending and accounts for a growing share of the public services that 
families consume. For pensioner households, for example, spending on the NHS now accounts 
for around 95 per cent of the benefits in kind that they receive.

This is not to say that more health spending is necessarily a bad thing. But the consumption of 
health inputs (e.g., government spending) should not be confused with improved health 
outcomes and the need to ensure the system remains financially sustainable should not be 
forgotten. For decades real reform to the funding of the service has remained off the agenda 
and emphasis has instead been given to reorganising the service to improve resource use. 
Governments can no longer avoid hard decisions on how the NHS is paid for.

One reason politicians have failed to grasp the nettle on pensions and the NHS is that they have 
been scared by the power of the elderly voting bloc. Yet further delay will simply make the job 
harder. The same trends that make reform politically difficult make it more necessary. To illustrate:

 > In the 5 years to 2010 the number of voters in the 65 plus age group increased by 8.3 
percentage points, or by around 600,000 voters.

1  Zuccollo (2013), “Budget 2013: delaying hard decisions on departmental ringfencing,” The Guardian, 22 March. Including debt interest in 
the coverage of the cap could lead to concerns that a government may seek to remain within the cap through defaulting on debt interest 
payments.
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 > When projected forward to 2050, the share of voters that people aged 65 and above account 
for will increase by 9.9 percentage points, from around 25 per cent of voters in 2010 to 35 
per cent in 2050.

 > In other words, in 2010 around 1 in 4 voters was aged over 65, but by 2050 this will be 
around 1 in 3.

This does not mean that spending on non-retired families should be outside the reform agenda. 
Much of this spending has lost its way. A rationale for welfare state spending on the working 
aged is to act as an automatic stabiliser.2 Yet recent years have seen a shift from cyclical to 
structural drivers of this spending.3 This reflects both increasing generosity (accounting for 60 
per cent of the increase) and increased receipt (around 40 per cent), and has been of little real 
benefit to these families. As the transfers they received grew so too did their tax burdens. They 
have been on an expensive money-go-round where their taxes are churned back to them as 
transfers.

Recent expansion of the welfare state

One indicator of the changing priorities in the welfare state is the degree to which different 
family types pay more or less into the welfare state than they take out on an annual basis.4 This 
indicator should not just be measured as a function of direct taxes, but should include indirect 
taxes, cash benefits and benefits in kind (particularly the benefits from education and health 
spending).5 Measuring many of these features is difficult (particularly benefits in kind). The best 
source for data on them is Office for National Statistics (ONS) series on taxes paid and cash 
benefits and benefits in kind received. Yet, it is important to recognise that even these data 
have limitations. As Rosewell et al noted in 2010, in these data the ONS “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).”6 The result is that the data allocate around 60 per cent of total 
revenue and around half of public sector expenditure.

General changes in the degree of progressivity

Nonetheless, as Bourne showed, these data indicate that the overall UK welfare state is 
progressive (that is, effective average tax burdens are broadly higher for families with higher 
incomes).7 Bourne’s analysis showed that:

 > The bottom 60 per cent of families are, on average, net recipients of the welfare state while 
the top two quintiles are net contributors. The families in the highest quintile are significant 
net contributors.

 > With the exception of the bottom quintile, the effective average tax rate faced by all families 
has fallen, especially over the last ten years.

 > Middle income families have moved from being contributors to being recipients. In 1979, 
43.1 per cent of families received more in benefits than they paid in taxes. This had risen to 
43.8 per cent in 2000-01. Over the next ten years to 2010-11 this had increased to 53.4 per 
cent.

2 Corrie, Nolan and Zuccollo (2013), Not just a crash diet: improving public finances through structural reform, Reform.
3  Between 2005 and 2010 the largest increase in cash benefits to non-retired families was in tax credits (largely structural) with a real 

increase of £175 per family, which compares with the increase in the Job Seekers Allowance (income based) (largely cyclical) of £23.
4  This analysis is thus just a series of “snapshots” and so does not necessarily indicate the degree to which the welfare state smoothes an 

individual families’ income over time.
5 The term “effective average tax burdens” is used to refer to measures that include the full range of taxes and benefits.
6 Cited in Cawston, Haldenby and Nolan (2010), The money-go-round: cutting the cost of welfare, Reform, p. 18.
7 Bourne (2012), The progressivity of UK taxes and transfers, Statistical Factsheet 11, Centre for Policy Studies.
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Yet an increase in the proportion of the population who are net recipients of the welfare state is 
not necessarily a bad thing. This may or may not damage overall well-being (or what 
economists call welfare). Indeed, as Akerlof has written:

“As taxes are raised and incomes are redistributed, there is a gain in welfare, because 
income is distributed to those who have a greater need of it (higher marginal utility). But 
this gain must be balanced against a loss: as tax rates rise in relatively productive jobs 
and as subsidies rise in relatively unproductive jobs, workers are less willing to take the 
productive (and more willing to take the unproductive) jobs. [….] In general, the 
redistributive gains versus the losses caused by tax/transfer induced switching is the 
major tradeoff in the theory of optimal income taxes and welfare payments.”8

There is no single view on how this trade-off should be reconciled as this partly reflects value 
judgements regarding the income distribution, which themselves reflect alternative views on 
social welfare functions.9 Nonetheless, a change in the proportion of the population who are net 
recipients will have clear fiscal and political implications. And it is these effects that are the 
focus of this paper.

In particular, the differences in measured net contributions between 2005 and 2010 can be 
attributed to falling tax revenues, changes to the methodology for measuring benefits in kind 
and structural changes in the receipt of cash benefits.10 These data thus reinforce Reform’s 
argument that the structural nature of the challenges facing the welfare state means that 
governments cannot simply rely on stronger economic growth to guarantee affordability.11 The 
challenges are structural and so require structural solutions.

Overall effect of taxes and benefits

The data below illustrate the degree to which different family types pay more or less into the 
welfare state than they take out on an annual basis. The data are presented for the “average 
family,” “average retired family,” and “average non-retired family.” These data are also 
aggregated to indicate changes to overall affordability and are presented for a range of years to 
illustrate changing trends. When making comparisons over time, however, it is important to 
note that changes to the ONS’s methodology mean that different years may not be directly 
comparable.12 It is thus necessary to be careful when drawing conclusions from these data. For 
example, the ONS has shown that between 2008 and 2009 changes in the allocation of direct 
benefits like health has had a significant effect on the measured benefits received by families. 
Further, as noted above, the ONS data cannot provide a 100 per cent picture of the coverage of 
taxes and benefits, and the significance of omissions from these data and the overall shape of 
the income distribution may also change over time.13

The average family

While bearing the caveats above in mind, these data are used below to indicate how the 
position has changed for average families. The net effect of taxes and benefits are shown below 
in both nominal and real terms. These data show that, on average, families have started paying 
less into the welfare system than they have been taking out.14 There is a clear trend for the net 

8   Akerlof (1978), “The Economics of ‘Tagging’ as Applied to the Optimal Income Tax, Welfare Programmes, and Manpower Planning,” 
American Economic Review, Vol. 68, Issue 1, p. 11.

9  Nolan (2011), The Fairness Test, Reform.
10  ONS (2012), Measuring Benefits in Kind – Methodological Changes in the Measurement of Benefits in Kind, 2005/06-2010/11.
11  Corrie, Nolan and Zuccollo (2013), Not just a crash diet: improving public finances through structural reform, Reform, p. 8.
12  ONS (2012), Measuring Benefits in Kind – Methodological Changes in the Measurement of Benefits in Kind, 2005/06-2010/11.
13  The overall shape of the income distribution is potentially relevant to the assessment of changes to the average family type.
14  ONS (2012), Measuring Benefits in Kind – Methodological Changes in the Measurement of Benefits in Kind, 2005/06-2010/11.
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contribution made by the average family to fall from 2000. Between 1990 and 2000 the average 
net contribution rose from £3,321 to £3,649 (in real terms), while in the years to 2008 this fell to 
1,415.15,16 This trend was mirrored by changes for non-retired families, with their average 
contributions growing over the 1990s and then falling between 2000 and 2008. For retired 
families the trend has been for their net contributions (benefits received) to fall (increase) for the 
whole period from 1990.

Table 1: Annual benefits received minus taxes paid for the average family (£s)
Source: Reform calculations based on Office for National Statistics (2012), The 
effects of taxes and benefits on household income, 1990 to 2010-11

Real

RPI All Items Index All Retired Non-Retired

1990 126.1 -3,321 5,422 -6,444

1991 133.5 -2,869 5,438 -5,946

1992 138.5 -1,966 6,098 -4,872

1993 141.0 -1,560 6,565 -4,486

1994 144.1 -1,788 7,164 -5,031

1995 149.1 -1,926 6,638 -4,967

1996 153.0 -2,407 7,063 -5,724

1997 157.5 -2,812 6,772 -6,095

1998 162.9 -3,493 7,061 -7,302

1999 165.4 -3,427 7,205 -7,087

2000 170.3 -3,649 7,215 -7,383

2001 173.3 -3,293 8,158 -7,255

2002 176.2 -2,355 9,297 -6,459

2003 181.3 -2,352 9,362 -6,511

2004 186.7 -2,107 10,011 -6,539

2005 192.0 -1,747 9,999 -6,081

2006 198.1 -2,268 9,771 -6,558

2007 206.6 -1,663 9,919 -5,789

2008 214.8 -1,415 8,990 -5,108

2009 213.7 116 10,904 -3,826

2010 223.6 32 10,009 -3,700

Notes: given changes to the ONS methodology over time, comparisons between years should be seen as 
indicative only; RPI in January 1987 equals 100; figures converted to 2010 equivalents using RPI17

15   In 2010 the average household received £32 more in cash benefits and benefits in kind than they contributed in direct and indirect taxes. 
This represented a major shift from the period 1990 to 2008, where the average family contributed more in taxes than they received in 
cash and other benefits. Yet it is necessary to be cautious about drawing too strong a conclusion from this change, as some of this could 
be attributed to changes in the ONS’s methodology in measuring benefits in kind.

16   Note that as taxes are used to fund more than just the welfare state, an excess of taxes over benefits does not necessarily indicate that 
taxes are too high (or benefits ungenerous) or that that the welfare system is fiscally sustainable.

17   The RPI is used in these calculations as before 2011-12 this was the measure used to index benefits and state pensions. This was changed 
to CPI indexation in the Coalition’s June 2010 Budget.
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The aggregate fiscal effect

As Reform noted in 2012, the principle behind the pay-as-you-go welfare state in the UK is that 
“like a pyramid scheme, entitlements to retired people would be paid for by a younger 
generation. This younger generation would, in turn, receive benefits upon retirement funded by 
the next generation of younger workers.”18 Yet this model is vulnerable to changes in 
demographic outcomes that mean people live in retirement longer, live with more complex 
illnesses and require more specialised care towards the end of their lives. These changing 
outcomes not only relate to the increasing numbers of baby boomers (people born between 
1946 and 1964) entering retirement but also falling fertility rates and people living longer.19

Table 2: Annual benefits received minus taxes paid for all families (£000s)
Source: Reform calculations based on Office for National Statistics (2012), The 
effects of taxes and benefits on household income, 1990 to 2010-11

Real

RPI All Items Index All Retired Non-Retired

1990 126.1 -23,401,146 10,058,613 -33,449,734

1991 133.5 -20,244,473 10,376,507 -30,609,584

1992 138.5 -14,586,670 11,982,062 -26,569,095

1993 141.0 -10,890,329 12,126,066 -23,023,550

1994 144.1 -12,250,139 13,060,336 -25,303,979

1995 149.1 -13,088,095 11,828,053 -24,908,950

1996 153.0 -58,376,686 44,441,210 -102,816,888

1997 157.5 -69,061,076 42,419,092 -111,484,200

1998 162.9 -86,159,271 46,184,455 -132,340,398

1999 165.4 -86,819,649 46,742,012 -133,559,733

2000 170.3 -91,328,547 46,203,638 -137,513,341

2001 173.3 -81,949,046 52,204,571 -134,138,901

2002 176.2 -57,341,822 58,932,323 -116,312,139

2003 181.3 -58,022,153 60,535,298 -118,520,230

2004 186.7 -51,467,677 65,512,639 -116,958,920

2005 192.0 -43,320,753 66,834,068 -110,165,542

2006 198.1 -56,318,219 63,767,855 -120,081,338

2007 206.6 -42,067,529 65,892,837 -107,938,522

2008 214.8 -36,603,326 60,932,882 -97,542,973

2009 213.7 3,025,854 76,031,987 -73,008,026

2010 223.6 840,480 71,574,359 -70,721,800

Notes: given changes to the ONS methodology over time comparisons between years should be seen as 
indicative only; RPI in January 1987 equals 100; figures indexed using RPI

To indicate the overall effect of the changes for average families on affordability, Table 2 
multiplies the net effect of taxes and benefits for average families by the numbers of families in 

18  Nolan, Thorpe and Trewhitt (2012), Entitlement Reform, Reform, p. 25.
19  As a result “dependency ratios,” the number of workers per dependent member of the population, have worsened over recent years and 

will continue to do so going forward. Between 2010 and 2015, for example, the number of people over the age of 65 will have increased by 
1.3 million. This will continue so that by 2050 for every retired person there will be 2.5 people of working age, down from 4 now (Nolan, 
Thorpe and Trewhitt (2012), Entitlement Reform, Reform, p. 23).
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each group. This is important as not only is the generosity of welfare changing for some groups 
but the numbers of people in these groups (receipt) are changing too. It is the combination of 
these changes that is important for affordability. These data show that (unsurprisingly) as the 
proportions of the population who are net recipients of the welfare system have increased, 
affordability has reduced. As with the trend for the average contribution per family, aggregate 
contributions increased over the early part of this period and then fell in later years.20

Changing welfare state priorities

The welfare state is undergoing a fundamental shift in priorities.21 To illustrate this, Tables 3 and 
4 show the taxes paid and benefits received for different family types in 1990 and 2010. These 
data are shown in real terms, are broken down into benefit type (contributory or non-
contributory) and tax type (direct and indirect) and show the two major forms of benefits in kind 
(education and the National Health Service).

Table 3: Breakdown of taxes paid and benefits received by average family in 
1990 (£, real)
Source: Reform calculations based on Office for National Statistics (2012),  
The effects of taxes and benefits on household income, 1990 to 2010-11

All Retired Non-Retired

Total cash benefits 3,770 6,781 2,693

Of which Contributory 2,181 5,520 988

% of total 57.9% 81.4% 36.7%

Non-contributory 1,589 1,261 1,706

% of total 42.1% 18.6% 63.3%

Benefits in kind 3,667 3,004 3,905

Of which Education 1,449 46 1,951

% of total 39.5% 1.5% 50.0%

National Health 
Service 

1,965 2,688 1,708

% of total 53.6% 89.5% 43.7%

Total indirect taxes 4,619 2,140 5,504

Direct taxes and 
Employees’ NIC

6,139 2,222 7,538

Indicating Ratio of indirect to 
direct taxes

75.2% 96.3% 73.0%

Net effect -3,321 5,422 -6,444

Note: figures indexed using RPI

20  In 2010, the welfare system paid out £840 million more than it collected. This was less than in 2009, when it paid out £3.0 billion (in real 
terms) more than collected, but represented a significant change from earlier years. It is, however, important to not draw too strong a 
conclusion based on the figures for these later years as this partly reflects changes to the ways in which the ONS measure benefits in kind.

21  As Coleman has argued: “transfers in OECD countries now on average impose an opportunity cost on future generations. This is an 
enormous change. Previously, our decisions gave to future generations. Now our decisions on average impose costs on future 
generations” (Coleman (2012), “Intergenerational economics and retirement policy,” presentation to the Affording our Future Conference, 
Victoria University of Wellington, 10-11 December).
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Table 4: Breakdown of taxes paid and benefits received by average family in 
2010 (£, real)
Source: Reform calculations based on Office for National Statistics (2012),  
The effects of taxes and benefits on household income, 1990 to 2010-11

All Retired Non-Retired

Total cash benefits 5,646 9,977 4,026

Of which Contributory 2,880 7,787 1,047

% of total 51.0% 78.0% 26.0%

Non-contributory 2,766 2,190 2,979

% of total 49.0% 22.0% 74.0%

Benefits in kind 7,089 5,896 7,535

Of which Education 2,762 116 3,751

% of total 39.0% 2.0% 49.8%

National Health 
Service 

4,065 5,598 3,492

% of total 57.3% 94.9% 46.3%

Total indirect taxes 5,250 3,408 5,939

Direct taxes and 
Employees’ NIC

7,453 2,456 9,322

 Indicating Ratio of indirect to 
direct taxes

70.4% 138.8% 63.7%

Net effect 32 10,009 -3,700

Note: figures indexed using RPI

Some of the key themes that emerge from these data are:

 > The burden of taxation for non-retired families has increased as spending on cash benefits to 
them have grown. This indicates the degree to which these tax and benefit increases have 
fallen on the same groups (thus indicating “churn”). Average total cash benefits for non-
retired families have grown from £2,693 to £4,026, and the bulk of this has been in non-
contributory benefits (growing from £1,706 to £2,979). Indirect taxes have grown from 
£5,504 to £5,939 while direct taxes have grown from £7,538 to £9,322.

 > Spending on the NHS is growing in importance, particularly for the retired population. This 
spending now accounts for nearly 95 per cent of the measured spending on benefits in kind 
to this group. This is up from nearly 90 per cent in 1990. For non-retired families, the 
importance of NHS spending has grown too, with the share of benefits in kind growing from 
43.7 per cent to 46.3 per cent.22

 > While the tax burden facing non-retired families appears to have increased through direct 
taxation, the increase in tax burdens facing retired families appears largely through indirect 
taxes.23 The ONS data show direct taxes facing retired families increasing from £2,222 to 
£2,456, while indirect tax burdens have increased from £2,140 to £3,408. The common 
argument that there has been a major tax-mix switch in the UK needs qualification (as this is 

22  It is important to recognise, however, that these shares may be influenced by changes to the ONS methodology for measuring benefits in 
kind.

23  Indirect taxes include VAT, excise duties and intermediate taxes (e.g., employers’ National Insurance Contributions). Direct taxes include 
personal income taxes, employees’ national insurance contributions and council tax benefits.
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only true for retired families).24 Indeed, while the ratio of indirect taxes to direct taxes for 
retired families has risen in the ONS data (from 96.3 per cent to 138.8 per cent), for non-
retired families this has fallen from 73.0 to 63.7 per cent.

 > The data also show the shift from contributory to non-contributory benefits, especially for 
non-retired families. Overall, the average share of cash benefits that was made up of 
contributory benefits fell from 57.9 per cent to 51.0 per cent. For retired families this share 
fell from 81.4 per cent to 78.0 per cent, while for non-retired families the fall was from 36.7 
per cent to 26.0 per cent.

Explaining the increase in dependency from 2005 to 2010

While Bourne noted that over the last five years there has been a significant increase in 
dependency, he also argued that it is unclear how much of this is cyclical and a result of the 
downturn.25 To illustrate the degree to which these changes could be cyclical or structural, 
Reform first identified how the change in redistribution for the average non-retired household 
could be broken down into its different components. This showed a fall in the average net 
contribution of non-retired families. This change, in turn, reflected a reduction in the taxes paid, 
with average indirect taxes and direct taxes and employees’ National Insurance Contributions 
falling (by a total of £530). This is consistent with the fall in tax revenues following the recession. 
There was also a rise in cash benefits (of £347) and benefits in kind received (of £1,105). Much 
of the increase in benefits in kind can, however, be attributed to changes to the ONS 
methodology for measuring these benefits.26

Further, to assess whether the increase in cash benefits (of £347 in real terms) could be 
attributed to cyclical (e.g., an increase in unemployment due to the recession) or structural (e.g., 
due to demographic changes) factors, the changes in the average receipt of specific benefits 
were investigated. These data showed that between 2005 and 2010 the largest increase was in 
tax credits (largely structural) with a real increase of £175 per family, which compares with the 
increase in the Job Seekers Allowance (income based) (largely cyclical) of £23. Thus rather than 
reflecting cyclical factors, it appears that much of the increase in receipt of cash benefits over 
this period could be attributed to structural welfare spending (which will not fall when economic 
growth increases).27

24  While data limitations mean these numbers must be interpreted with care, these findings are consistent with earlier research. As Reform 
illustrated in 2010 the tax mix (balance between indirect and direct taxes) at 2008-09 was much the same as it was at the end of the 1970s, 
with income taxes accounting for the largest share (nearly a third) of total taxes (Bassett, Haldenby, Nolan and Parsons (2010), Reality 
check: fixing the UK’s tax system¸ Reform, p. 16).

25  Bourne (2012), The progressivity of UK taxes and transfers, Statistical Factsheet 11, Centre for Policy Studies.
26  ONS (2012), Measuring Benefits in Kind – Methodological Changes in the Measurement of Benefits in Kind, 2005/06-2010/11.
27  For retired families the increase in cash benefits can largely be attributed to an increased receipt of the State Pension (with the average 

State Pension Receipt increasing by £637 in real terms compared to a total increase of £266).
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Table 5: Increases in selected benefits going to average non-retired family, 2005 
to 2010 (£, real)28,29

Source: Reform calculations based on Office for National Statistics (2012), The 
effects of taxes and benefits on household income, 1990 to 2010-11
Tax credits Real increase of £175 (40 per cent of its real 2005 value)

Housing benefits Real increase of £129 (26 per cent of its real 2005 value)

State pension Real increase of £106 (20 per cent of its real 2005 value)

Statutory Maternity Pay/Allowance Real increase of £59 (74 per cent of its real 2005 value)

Student Support Real increase of £51 (41 per cent of its real 2005 value)

Child Benefit Real increase of £17 (3 per cent of its real 2005 value)

Disability Living Allowance Real increase of £16 (5 per cent of its real 2005 value)

Job Seekers Allowance (contribution based) Real increase of £19 (78 per cent of its real 2005 value)

Job Seekers Allowance (income based) Real increase of £23 (37 per cent of its real 2005 value)

Income Support and the Pension Credit Real fall of £124 (26 per cent of their real 2005 values)

Incapacity Benefit Real fall of £119 (34 per cent of its 2005 value)

Note: figures indexed using RPI

This reinforces Reform’s earlier research showing that much of the spending that is often 
claimed to vary with economic conditions (such as welfare spending) is actually mostly 
structural.30 Reform showed that on the welfare budget, for example, the largest share of the 
spending (around 55 per cent) was structural spending on pensioner benefits. The share that is 
spent on benefits that are more influenced by the business cycle, such as out of work benefits 
like the Job Seekers Allowance (JSA), was relatively small.

The data above also highlight that, as David Martin has argued, the contributory principle now 
has little practical application.31 The true nature of National Insurance Contributions means that 
they should be more appropriately seen as hypothecated taxes and not contributions.32 This 
system does not pre-fund benefits or address the rising fiscal costs associated with the ageing 
population. Contributions are not linked to benefits and, as the Mirrlees Review documented, 
the system merely adds to the complexity and cost of the welfare system.33 Reform has thus 
argued that the introduction of a flat rate pension should therefore be combined with the end of 
the contributory principle and the use of a residence test for eligibility.34

Changes in generosity and receipt

The increased spending on cash benefits reflects two factors: changes in the average 
generosity of benefits and changes in the number of people who receive support. These two 
effects are shown below to explain the changes in the total cash benefits received by the 
average non-retired family between 2005 and 2010.

28  Other changes over this period included: Disability Living Allowance, £16 increase; Attendance Allowance, £3 increase; War Pensions, £2 
increase; Carer’s Allowance, £3 fall; Industrial Injury Disablement Benefit, £3 fall; Government Training Schemes, £4 fall; Widows’ Benefits, 
£15 fall; and other non-contributory benefits, £17 increase.

29  In the data employed in this study, the ONS define “retired households” as “those where the income of retired household members 
accounts for the majority of the total household gross income.” It is thus possible for some non-retired households to receive some 
retirement benefits.

30  Corrie, Nolan and Zuccollo (2013), Not just a crash diet: improving public finances through structural reform, Reform, p. 8.
31 Martin (2010), Abolish NICs: Towards a more honest, fairer, simpler system, Centre for Policy Studies.
32  These contributions, the fund into which they are paid (the National Insurance Fund) and the benefits paid out all operate on a pay as you 

go basis. The National Insurance Fund (into which most National Insurance Contributions are paid) is not a “fund” in any normal sense of 
the word as resources have not been put aside to cover future liabilities.

33 Institute for Fiscal Studies (2011), “Integrating personal taxes and benefits”, in Mirrlees, J. (2011), Tax by Design, Institute for Fiscal Studies.
34 Nolan, Thorpe and Trewhitt (2012), Entitlement Reform, Reform, p. 38.



Reform Ideas No 4: Seismic shifts in the welfare state: demographic 
trends and pension and NHS reform

10

Table 6: Changes in generosity, receipt and the spending on cash benefits 
between 2005 and 2010 (£s, real)
Source: Reform calculations based on Office for National Statistics (2012), The 
effects of taxes and benefits on household income, 1990 to 2010-11
Total cash benefits (real) in 2005 66,645,085,000

Based on number of recipients 18,115,000

 average cash benefits 3,679

Changes in generosity and receipt, 2005 to 2010

Based on increase in recipients 999,000

increase in average cash benefits 347

Change in cost, 2005 to 2010 10,307,879,000

Of which increased coverage 4,021,974,000

increased generosity (2005 coverage) 6,285,905,000

Total cash benefits in 2010 76,952,964,000

% change attributed to increased receipt 39%

Note: figures indexed using RPI

As these data show, while the majority of the increase in the cost of cash benefits was a result 
of an increase in the average generosity of cash benefits (in real terms), the effect of expanding 
receipt was also significant. The increase in receipt accounted for close to 40 per cent of the 
increase in real spending on cash benefits for non-retired families. Indeed, if generosity was 
allowed to rise to 2010 levels but coverage remained at 2005 levels then total cash benefits 
received by non-retired families would have been £4 billion lower in 2010, all else being equal. 
This increase in receipt reflects a number of factors: increasing receipt of out of work benefits 
due to the recession (although as shown above, these benefits account for a relatively small 
share of the increase in this spending), policy decisions to expand coverage of programmes to 
new population groups (such as the expansion of the Child Tax Credit) and demographic 
changes.

Political barriers to change

One consequence of the increased receipt of cash benefits is that the political barriers to 
change may be higher. While public support for the welfare state reflects more than narrow 

“self-interested political calculation” (e.g., the level of direct financial benefit from programmes), 
increased receipt means that the group of “potential losers” from a reform is likely to be larger 
and the perceived electoral benefit from protecting or increasing entitlements may increase. 
The changing distribution of voters by age is thus a useful indicator of likely political barriers to 
reform.

Ipsos MORI has estimated voter turnout by age group at previous elections. These data show 
that the broad trend for turnout since 1997 has been downwards, although this has not been 
linear, with turnout increasing at the 2010 General Election. Turnout has, however, remained 
much higher for older cohorts, with the highest level of turnout in the 2010 election being for 
voters aged 65 plus (at 76 per cent). By combining these turnout figures with estimates of the 
size of the population in these age bands, and for projections of their growth, it is possible to 
provide an indication of the number of voters.35

35  Nolan, Thorpe and Trewhitt (2012), Entitlement Reform, Reform.
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Table 7: Voter turnout by age group at the 2001, 2005 and 2010 General 
Elections
Source: Ipsos MORI (2005), Electoral Commission, Election 2005: Turnout and 
Ipsos MORI (2010), How Britain Voted in 2010
Age group Turnout (%) 1997 Turnout (%) 2001 Turnout (%) 2005 Turnout (%) 2010 

18-24 51 39 37 44

25-34 64 46 48 55

35-44 73 59 61 66

45-54 79 65 64 69

55-64 80 69 71 73

65+ 79 70 75 76

Total 71 59 61 65

Earlier Reform research showed the United Kingdom voter count by age group for the 2005 and 
2010 elections.36 In the five years to 2010, the number of voters in the 65 plus age group 
increased by 8.3 percentage points, or by around 600,000 voters. The over 65 group was also 
the largest group of voters, accounting for around 25 per cent of total voters in 2010. 
Projections of these electoral data for 2010 to 2050 are shown in Table 8 (these data assume 
that turnout percentages do not change in future years). These data show that by 2050 all age 
groups except for people over 65 will account for a smaller share of voters than in 2010. In 
contrast, the share of voters aged 65 and above will increase by 9.9 percentage points to 35 per 
cent in 2050. In other words, for every voter over 65 in 2010 there were 3.0 voters who were 
younger than this, but by 2050 this will fall to around 1.9.

Table 8: Projected United Kingdom elector count by age group (per cent of total)
Sources: Reform calculations based on Ipsos MORI (2005), Electoral 
Commission, Election 2005: Turnout Ipsos MORI (2010), How Britain Voted in 
2010, and Office for National Statistics (2011), 2010-Based National Population 
Projections, Principal Projection
Age group 2010 2015 2020 2025 2030 2040 2050

18-24 8.2 7.6 6.8 6.6 7.1 7.0 6.4

25-34 14.0 15.0 15.0 13.9 12.8 13.4 13.1

35-44 18.2 16.1 15.9 17.0 17.0 14.8 15.6

45-54 18.4 18.8 17.3 15.4 15.2 16.3 14.6

55-64 16.7 16.0 17.2 17.8 16.4 14.8 16.0

65+ 24.5 26.5 27.7 29.3 31.5 33.7 34.4

Total 
enrolled

100.0 100.0 100.0 100.0 100.0 100.0 100.0

36 Nolan, Thorpe and Trewhitt (2010), Entitlement Reform, Reform.
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Policy implications

Recent governments have introduced important welfare reforms. New Labour, for example, 
made valuable progress on increasing the State Pension Age, introducing proposals to expand 
the take-up of defined contribution pensions and making out of work benefits more active. The 
Coalition Government brought forward the increase in the State Pension Age (and ended the 
default retirement age), has made an effort to more closely target transfers (such as the Child 
Tax Credit and the Child Benefit) by need, has expanded efforts to make welfare more active 
and is planning a major simplification of benefits for working aged people (the Universal Credit).

While there is a lot of good in these reforms there is a need to go further. The principle of value 
for money needs to be extended further into the area of pensioner benefits, with some poor 
value benefits remaining politically protected. The change to the indexation of the State 
Pension has meant that many of the savings from the higher retirement age will be offset by the 
increased generosity. The Department for Work and Pensions estimates that the single-tier 
pension will not reduce costs until the 2040s and the Universal Credit is estimated to have a net 
cost (before behavioural responses are taken into account).37

A cap on Annually Managed Expenditure

One significant change that the Coalition Government proposed in the 2013 Budget was the 
introduction of a cap on Annually Managed Expenditure (AME) spending. AME accounts for 
close to half (48 per cent in 2013-14) of all government spending. This spending is often 
assumed to be “demand driven,” e.g., when unemployment increases the spending on out of 
work benefits increases.38 Further, higher than expected AME spending since 2010 has been 
reflected in additional cuts to departmental budgets.39 Over the past three years AME has 
grown by 25 per cent while departmental expenditure has shrunk by 8 per cent.40

Table 9: Components of TME and AME (2013-14, £ million)
Source: HM Treasury (2012), Public Expenditure Statistical Analyses
Total Managed Expenditure 684,300

Of which Departmental Expenditure Limits 352,700

Total AME 331,523

Major items in AME (% of total)

Social security benefits 52.5%

Tax credits 7.5%

Central government gross debt interest 13.2%

Non-cash items 12.0%

37  Reform has also argued that the behavioural responses to the Universal Credit are unlikely to substantially reduce its costs, as the 
improvement to incentives to work under this policy are mixed (with incentives for the extensive margin improving but incentives at the 
intensive margin being weaker) (Cawston, Haldenby and Nolan (2010), The money-go-round: Cutting the cost of welfare, Reform).

38  It is important to not overstate the cyclical nature of AME spending as much of this spending is actually structural. As Corrie, Nolan and 
Zuccollo (2013, Not just a crash diet, Reform, p. 9) note, the largest part of welfare spending (around 55 per cent) is structural spending on 
pensioner benefits. The share that is spent on benefits that are more influenced by the cycle, such as out of work benefits like the Job 
Seekers Allowance (JSA), is relatively small.

39  As Corrie, Nolan and Zuccollo (2013, Not just a crash diet, Reform, p. 22) showed: “the Coalition’s spending plans have remained broadly 
on track in cash terms [over the Spending Review period. ….] There has also, however, been a significant change in the composition of the 
Coalition’s planned consolidation. Higher than expected spending on Annually Managed Expenditure (AME) (particularly resource AME) 
has been offset by deeper cuts in Departmental Expenditure Limits (DEL budgets).”

40  Zuccollo (2013), “Budget 2013: delaying hard decisions on departmental ringfencing,” The Guardian, 22 March.
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The AME cap is still being designed but the Chancellor of the Exchequer has noted that the cap 
will allow the automatic stabilisers to operate. This suggests that the cap will apply to structural 
not cyclical AME spending or debt interest. The major shares of AME spending are shown in 
Table 9. This shows that social security benefits and tax credits account for 60 per cent of total 
AME spending. This spending can be further broken down into spending on pensioners and 
spending on non-retired families, and of this 60 per cent, 32.5 per cent went to pensioner 
benefits and 27.5 per cent went to non-retired households.41 This spending on cash benefits to 
pensioners is equivalent to around 15.7 per of total managed expenditure and the share on 
non-pensioner benefits is equivalent to around 13.3 per cent. Excluding pensioner benefits 
from an AME cap would exclude a third of all of this spending and mean it is simply not credible, 
particularly when other large areas of AME (such as the 13.2 per cent spent on debt interest) 
would also need to be outside the cap.42

Target poor value for money spending

As Reform noted in April 2009, the means-testing of the Child Benefit must only be the start of a 
process of cutting spending on middle class welfare. Other areas of spending, including 
benefits paid to pensioners such as the Winter Fuel Allowance, free bus passes and free TV 
licences, are also in need of reform. Detailed discussions of the rationales for removing these 
benefits (and the Child Benefit) have been discussed in Reform’s research since April 2009 and 
are summarised in the table below.

This need to further extend means-testing makes it important to learn the lessons of the 
mistakes around changes to the Child Benefit. For largely political reasons this programme was 
withdrawn from families with any income earner earning in excess of £50,000 through the 
income tax system. As Reform warned in 2009, this approach of using an individual-based 
income tax system to means-test a family benefit would be a mistake. Other options with much 
lower administration and compliance costs were available. These included rolling the Child 
Benefit into the Family Element of the Child Tax Credit, which was a recommendation proposed 
by a range of stakeholders, including Reform and the Institute for Fiscal Studies.43

41  As Corrie, Nolan and Zuccollo (2013, Not just a crash diet, Reform, p. 9) showed in 2013-14, 54.1 per cent of DWP and HMRC benefits went 
to pensioner households.

42  Zuccollo (2013), “Budget 2013: delaying hard decisions on departmental ringfencing,” The Guardian, 22 March. Including debt interest in 
the coverage of the cap could lead to concerns that a government may seek to remain within the cap through defaulting on debt interest 
payments.

43  Cawston, Haldenby and Nolan (2009), The end of entitlement, Reform, p. 27.
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Table 10: Reasons for means-testing universal benefits
Sources: Bassett, Bosanquet, Haldenby, Nolan, Parsons, Thraves and Truss 
(2009), Back to Black, Reform, p. 24; Cawston, Haldenby and Nolan (2009), The 
end of entitlement, Reform, pp. 29-30, 27-28; Cawston, Haldenby and Nolan 
(2010), The money-go-round, Reform, pp. 6, 17; Cawston, Haldenby, Nolan, 
Parsons and Trewhitt (2011), Old and broke, Reform, p. 29; Nolan (2011), The 
Fairness Test, Reform, pp. 22, 28, 34-5; Nolan, Thorpe and Trewhitt (2012), 
Entitlement Reform, Reform, p. 38
Child Benefit Among the most expensive forms of middle class welfare, with much of the benefits going 

to higher earning families. A more effective system would have been to abolish the Child 
Benefit and increase the value of the Child Tax Credit to poorer families.

Winter Fuel 
Allowance

Fails to reach those most in need, with a Parliamentary Committee estimating only 12 per 
cent of recipients are actually in actual fuel poverty. This benefit duplicates an existing 
programme, the Cold Weather Payment, and evidence suggests it is largely spent on things 
other than fuel. Should be scrapped and support provided for heating costs on a targeted 
basis.

Free Bus Passes The scheme is inefficient and costly with evidence that those people receiving the passes are 
not always those most in need of support. This does not effectively improve the mobility of 
elderly passengers, as more important barriers are factors like the quality of facilities at bus 
stops. Should be scrapped.

Free TV licences As a non-essential consumption it is reasonable to expect pensioners’ families, especially 
higher income ones, to take responsibility for funding their TV licence. Should be scrapped.

This highlights that means-testing should largely be seen as an issue of policy design and 
implementation. As Reform noted in 2009, problems sometimes associated with means-testing 
(e.g., underpayments and overpayments) “have been adequately addressed in a number of 
other countries and any failure in the UK reflects the administration of means-testing, which 
should be improved through addressing systemic weaknesses in Whitehall. Not all means-
tested systems exhibit rates of overpayment and underpayment as high as those in the UK.”44

Reform the funding of the NHS

Reform to the funding of the NHS must also be part of the conversation around the future of the 
UK’s welfare state. For decades funding reform has largely remained off the agenda and 
emphasis has instead been given to reorganising the service in attempts to improve resource 
use. As Professor Nick Bosanquet has identified, improving resource use is important and 
should continue (particularly given the potential of new health technologies).45 Yet the service 
will not be put on a sustainable basis without funding reform. Governments cannot continue to 
delay making hard decisions on how the NHS is paid for.

All countries struggle with the challenge of designing a health system that is capable of meeting 
the costs of rising demand while protecting the taxpayer. The approach taken in many countries 
is to define the package of care that will be provided by the state and allow greater private 
spending on top. OECD countries in terms of levels of healthcare spending (including the UK) 
spend an average of 2.7 per cent of GDP on healthcare privately. The UK spends 1.6 per cent.46 
Indeed, as the OECD noted in 2009, UK residents benefit from an “especially high level of 
financial protection from the consequences of illness.”47

44 Cawston, Haldenby and Nolan (2009), The end of entitlement, Reform, p. 27.
45 Bosanquet (2013), “Doing more with less: opportunity for the NHS,” British Journal of Healthcare Management, Vol 19, No 2, p. 60.
46 OECD (2013), OECD Factbook 2013: Economic, Environmental and Social Statistics, OECD, Paris.
47 OECD (2009), OECD Economic Surveys: United Kingdom, OECD, Paris.
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Since 2008 patients in the UK have been allowed to make financial contributions to their own 
NHS healthcare (top-up payments) without losing their NHS entitlement. It is necessary to take 
the next step and review broader arrangements for funding. As Professor Malcolm Grant noted 
in April 2013: “[a new charging system is] something which a future government will wish to 
reflect [on], unless the economy has picked up sufficiently, because we can anticipate demand 
for NHS services rising by about 4 to 5 per cent per annum.”48

Changes to the ways in which the NHS is funded should also be part of a wider conversation on 
the broader benefits of a mixed model of provision. The best welfare states have strong private 
pillars as well as a public one. Mixed model systems provide a number of benefits.49

 > By reducing pressure on the public system they can mean programmes are more affordable 
for governments in the long-run (although this may be undermined by policies like poorly 
designed tax-breaks).

 > From a national economy perspective, a stronger private pillar can also make the welfare 
state more efficient by increasing the range of tools available for smoothing income and 
spreading risk.

And, importantly, mixed models have important political effects, with a stronger private pillar 
helping build consensus that funding the welfare state is not just the job of the government. 
With population ageing, countries with small private pillars will face pressure to further expand 
their welfare states, while the broader funding base in other countries will mean greater 
flexibility to introduce pro-growth policies, such as more competitive tax systems.

48  Neville (2013), “NHS Chief Warns of Prospects of Charges,” Financial Times, April 14.
49  Nolan, Thorpe and Trewhitt (2012), Entitlement Reform, Reform.
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Annex: Breakdown of taxes paid and benefits received by average family  
(various years) (£, nominal and real)

Table 11: Breakdown of taxes paid and benefits received by average family in 
1990 (£)
Source: Reform calculations based on Office for National Statistics (2012), The 
effects of taxes and benefits on household income, 1990 to 2010-11

Nominal Real

All Retired Non-
Retired

All Retired Non-
Retired

Total cash benefits 2,126 3,824 1,519 3,770 6,781 2,693

Of which Contributory 1,230 3,113 557 2,181 5,520 988

% of total 57.9% 81.4% 36.7% 57.9% 81.4% 36.7%

Non-contributory 896 711 962 1,589 1,261 1,706

% of total 42.1% 18.6% 63.3% 42.1% 18.6% 63.3%

Benefits in kind 2,068 1,694 2,202 3,667 3,004 3,905

Of which Education 817 26 1,100 1,449 46 1,951

% of total 39.5% 1.5% 50.0% 39.5% 1.5% 50.0%

National Health 
Service 1,108 1,516 963 1,965 2,688 1,708

% of total 53.6% 89.5% 43.7% 53.6% 89.5% 43.7%

Total indirect taxes 2,605 1,207 3,104 4,619 2,140 5,504

Direct taxes and 
Employees’ NIC 3,462 1,253 4,251 6,139 2,222 7,538

Indicating Ratio of indirect to 
direct taxes 75.2% 96.3% 73.0% 75.2% 96.3% 73.0%

Net effect -1,873 3,058 -3,634 -3,321 5,422 -6,444

Note: figures indexed using RPI 
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Table 12: Breakdown of taxes paid and benefits received by average family in 
1995 (£)
Source: Reform calculations based on Office for National Statistics (2012), The 
effects of taxes and benefits on household income, 1990 to 2010-11

Nominal Real

All Retired Non-
Retired

All Retired Non-
Retired

Total cash benefits 3,161 5,186 2,442 4,740 7,777 3,662

Of which Contributory 1,558 4,019 686 2,336 6,027 1,029

% of total 49.3% 77.5% 28.1% 49.3% 77.5% 28.1%

Non-contributory 1,603 1,167 1,756 2,404 1,750 2,633

% of total 50.7% 22.5% 71.9% 50.7% 22.5% 71.9%

Benefits in kind 3,100 2,492 3,316 4,649 3,737 4,973

Of which Education 1,287 43 1,729 1,930 64 2,593

% of total 41.5% 1.7% 52.1% 41.5% 1.7% 52.1%

National Health 
Service

1,662 2,315 1,430 2,492 3,472 2,145

% of total 53.6% 92.9% 43.1% 53.6% 92.9% 43.1%

Total indirect taxes 3,347 1,892 3,864 5,019 2,837 5,795

Direct taxes and 
Employees’ NIC

4,198 1,360 5,206 6,296 2,040 7,807

Indicating Ratio of indirect to 
direct taxes

79.7% 139.1% 74.2% 79.7% 139.1% 74.2%

Net effect -1,284 4,426 -3,312 -1,926 6,638 -4,967

Note: figures indexed using RPI 
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Table 13: Breakdown of taxes paid and benefits received by average family in 
2000 (£)
Source: Reform calculations based on Office for National Statistics (2012), The 
effects of taxes and benefits on household income, 1990 to 2010-11

Nominal Real

All Retired Non-
Retired

All Retired Non-
Retired

Total cash benefits 3,494 6,278 2,537 4,588 8,243 3,331

Of which Contributory 1,777 4,845 723 2,333 6,361 949

% of total 50.9% 77.2% 28.5% 50.9% 77.2% 28.5%

Non-contributory 1,717 1,433 1,814 2,254 1,881 2,382

% of total 49.1% 22.8% 71.5% 49.1% 22.8% 71.5%

Benefits in kind 3,600 3,414 3,664 4,727 4,483 4,811

Of which Education 1,351 51 1,799 1,774 67 2,362

% of total 37.5% 1.5% 49.1% 37.5% 1.5% 49.1%

National Health 
Service

2,128 3,248 1,743 2,794 4,265 2,289

% of total 59.1% 95.1% 47.6% 59.1% 95.1% 47.6%

Total indirect taxes 4,387 2,388 5,074 5,760 3,135 6,662

Direct taxes and 
Employees’ NIC

5,486 1,809 6,750 7,203 2,375 8,863

Indicating Ratio of indirect to 
direct taxes

80.0% 132.0% 75.2% 80.0% 132.0% 75.2%

Net effect -2,779 5,495 -5,623 -3,649 7,215 -7,383

Note: figures indexed using RPI
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Table 14: Breakdown of taxes paid and benefits received by average family in 
2005 (£)
Source: Reform calculations based on Office for National Statistics (2012),  
The effects of taxes and benefits on household income, 1990 to 2010-11

Nominal Real

All Retired Non-
Retired

All Retired Non-
Retired

Total cash benefits 4,555 8,339 3,159 5,305 9,711 3,679

Of which Contributory 2,303 6,216 858 2,682 7,239 999

% of total 50.6% 74.5% 27.2% 50.6% 74.5% 27.2%

Non-contributory 2,252 2,123 2,301 2,623 2,472 2,680

% of total 49.4% 25.5% 72.8% 49.4% 25.5% 72.8%

Benefits in kind 5,447 5,245 5,521 6,343 6,108 6,430

Of which Education 1,963 83 2,657 2,286 97 3,094

% of total 36.0% 1.6% 48.1% 36.0% 1.6% 48.1%

National Health 
Service

3,343 5,046 2,715 3,893 5,876 3,162

% of total 61.4% 96.2% 49.2% 61.4% 96.2% 49.2%

Total indirect taxes 4,762 2,919 5,442 5,546 3,399 6,338

Direct taxes and 
Employees’ NIC

6,740 2,079 8,460 7,849 2,421 9,852

Indicating Ratio of indirect to 
direct taxes

70.7% 140.4% 64.3% 70.7% 140.4% 64.3%

Net effect -1,500 8,586 -5,222 -1,747 9,999 -6,081

Note: figures indexed using RPI
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Table 15: Breakdown of taxes paid and benefits received by average family in 
2010 (£)
Source: Reform calculations based on Office for National Statistics (2012), The 
effects of taxes and benefits on household income, 1990 to 2010-11

Nominal Real

All Retired Non-
Retired

All Retired Non-
Retired

Total cash benefits 5,646 9,977 4,026 5,646 9,977 4,026

Of which Contributory 2,880 7,787 1,047 2,880 7,787 1,047

% of total 51.0% 78.0% 26.0% 51.0% 78.0% 26.0%

Non-contributory 2,766 2,190 2,979 2,766 2,190 2,979

% of total 49.0% 22.0% 74.0% 49.0% 22.0% 74.0%

Benefits in kind 7,089 5,896 7,535 7,089 5,896 7,535

Of which Education 2,762 116 3,751 2,762 116 3,751

% of total 39.0% 2.0% 49.8% 39.0% 2.0% 49.8%

National Health 
Service

4,065 5,598 3,492 4,065 5,598 3,492

% of total 57.3% 94.9% 46.3% 57.3% 94.9% 46.3%

Total indirect taxes 5,250 3,408 5,939 5,250 3,408 5,939

Direct taxes and 
Employees’ NIC

7,453 2,456 9,322 7,453 2,456 9,322

Indicating Ratio of indirect to 
direct taxes

70.4% 138.8% 63.7% 70.4% 138.8% 63.7%

Net effect 32 10,009 -3,700 32 10,009 -3,700

Note: figures indexed using RPI


