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1979 | -0.943  -0.904  -0.840  -0.766  -0.685 -0.625  -0.476  -0.356
1980 | -0.946  -0.904  -0.843  -0.754 -0.676  -0.575  -0.413  -0.312
1981 | -0.957  -0.905  -0.845  -0.755 -0.651 -0.548 -0.514  -0.336
1982 | -0.951  -0.906  -0.853  -0.741  -0.633  -0.553  -0.466  -0.288
1983 | -0.953  -0.919  -0.844  -0.758  -0.657 -0.542  -0.408  -0.206
1984 | -0.939  -0.916  -0.822  -0.762  -0.617 -0.485 -0.379  -0.219
1985 [ -0.960  -0.922  -0.844  -0.728  -0.607 -0.429  -0.307  -0.198
1986 | -0.961  -0.907  -0.858  -0.765  -0.623  -0.507 -0.395  -0.227
1987 | -0.963  -0.933  -0.880  -0.784  -0.680 -0.548  -0.384  -0.149
1988 | -0.967  -0.935  -0.879  -0.770  -0.634 -0.534  -0.380  -0.240
1989 | -0.957  -0.935  -0.887  -0.787  -0.641 -0498 -0.358  -0.234
1990 | -0.958  -0.945  -0.878  -0.776  -0.645 -0.462  -0.306  -0.154
1991 | -0.975  -0.942  -0.890  -0.791 -0.676  -0.537  -0.409  -0.187
1992 | -0.974  -0.943  -0.898  -0.776  -0.667 -0.547  -0.363  -0.101
1993 | -0.968  -0.940  -0.896  -0.793  -0.663 -0.492  -0.322  -0.098
1994 | -0.978  -0.950  -0.904 -0.819 -0.680 -0.561  -0.331  -0.141
1995 [ -0.959  -0.956  -0.925  -0.850 -0.719  -0.553  -0.350  -0.205
1996 | 0974  -0.959  -0.924  -0.856 -0.717 -0.576  -0.400  -0.171
tll | —77.35* —134.23* —140.11* —89.32° _4947° -28.74* —18.53° —10.33"

P IRHEAETOL R D (M1 %5i3-2.576)
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THE WELFARE STATE IN THE UK: EVOLUTION, FUNDING
AND REFORM

John Hills'

1. Introduction

A central part of the agenda of the new Labour Government elected in May 1997
is to carry out fundamental reforms to the British welfare state. A large number of
reviews were set up early in its life covering important areas of welfare spending and
provision, and a “Minister for Welfare Reform” was specially appointed to “think the
unthinkable” about welfare policy. The Prime Minister, Tony Blair, famously listed
"education, education, and education” as his three top priorities. Programmes designed
to move people from social security benefits for the unemployed into work were the
main area in which the new Government raised public spending in its first two years in
office. Pensions policy was an important issue in the 1997 General Election, and will be
subject to major reforms following consultation on proposals published in December
1998. An independent “Royal Commission” has made radical proposals for reforming
the system for funding long-term care for the elderly. The three Budgets of Chancellor
(Finance Minister) Gordon Brown have included major reforms of the tax and social
security systems.

The final shape of some of these reforms is still unclear, but central to them - and
to the debate about the welfare state more generally - are concerns about the rising costs
of welfare spending, the future effects of an ageing population, debates around the
distribution and targeting of social spending, and around the growth of inequality and
social exciusion.

As well as continuing debate around the scale of the welfare state, and of the
boundaries between public and private sectors, there has been a series of changes to the
forms in which state-financed welfare services are provided. In some cases provision
has been privatised outright, but in many others - including the National Health Service,
and state education - "internal" or "quasi" markets were introduced by the previous
Conservative government. The providers - schools and hospitals - remain part of the
public sector, but now compete with one-another under conditions where budgets,
financial risks and incentives have been decentralised. Some of these reforms have been
retained by New Labour; others are being “abolished” (although in some cases this is
more a process of renaming and development).

This paper looks first at aspects of the way in which the welfare state had
developed in key areas in the period before the new Government took office. Section
3 discusses the way in which welfare spending is funded in the UK and the changing
boundaries between public and private sectors. Section 4 summarises some of the key
issues in the current debate, lying behind some of the early reforms of the new

! Director, ESRC Research Centre for Analysis of Social Exclusion, Toyota Centre, London School of
Economics and Political Science. The author is very grateful for help and advice from Didier Jacobs,
Tania Burchardt and Dr Tetsuo Fukawa.
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Government, which are described in Section 5. The fina) section draws out some
possible implications for the debate in Japan.

2. Developments in the UK welfare state before New Labour

The structure of pensions

Pensions and other cash benefits for the elderly make up nearly half of all social
security spending, and one fifth of all welfare spending. Pensions are therefore a key
part of the welfare debate. One of the most important changes made by the
Conservatives was the decision in the early 1980s to increase the social insurance-based
basic state pension (and other cash benefits) each year in line with prices rather than
eamings or incomes. This has made social security considerably easier to finance, but
means that the value of the pension is steadily falling behind other incomes. The basic
pension is currently worth about 16 per cent of average male earnings,” lJower than at any
time since 1971, the earliest date for which this calculation can be made consistently. 3

Pension ages are currently 60 for women and 65 for men. In another important
reform, after a transitional period women's pension age will be equalised upwards with
that for men at 65 from 2020 (this change does not affect women born before 1950).

In a series of reforms, the Conservatives also cut back the value of future rights
accumulating under the State Earnings Related Pension Scheme (SERPS). This system,
under which employees receive an “Additional Pension” on top of the basic pension
based on their average lifetime earnings, was introduced in 1978 with “accelerated
accrual” of rights over the first 20 years. As a result, SERPS additions will be of greatest
value to those retiring now and in the next few years, but will fall back in future. For
instance, a man retiring in 1997 who had received average male earnings throughout his
working life would receive an addition on retirement equal to 21 per cent of average
earnings, but for someone in the same position retiring in 2050, the addition would only
be 13 per cent of average earnings.* The Government has now proposed major reforms
to this system, making it more generous to low-paid workers and those with caring
responsibilities (see Section 4 below).

Most members of employer-based pension schemes in fact “contract out” of
SERPS and pay lower social insurance contributions, with the occupational scheme
providing the whole of their second tier pension. The Conservatives also allowed people
to contract out of SERPS by paying minimum amounts into a personal (non-employer)
pension scheme. Many people did so, but many of these were wrongly advised to do so
by salesmen from the private pensions industry, a scandal which has affected the whole
debate around privatising social security. In response to this, the reform proposals
include a new systern of private, but tightly regulated, ‘Stakeholder Pensions’.

Despite both private and social insurance pensions, many pensioners are entitled
to additional help from Income Support (IS), a means-tested social assistance benefit
which makes up pensioners’ incomes to a level just above the full basic pension (with

? Pensions Provision Group (1998), Figure 5.7.

3 The basic pension is £64.70 per week in 1998-99 for a single person, or £103 40 for a married couple
where the wife does not have her own basic pension.

4 Pensions Provision Group (1998), Figure 5.7.



additions for older pensioners). IS recipients also receive housing allowances (Housing
Benefit) covering all of their rent and local taxes. About 25 per cent of pensioners
actually received Income Support in 1996 (but this is only between 60 and 66 per cent of
the total who would be entitled to claim).’> Slightly better off pensioners and others can
receive partial housing allowances or help with their local taxes. In all nearly 40 per cent
of pensioners were receiving mean-tested help of some kind in 1996. Pensioners need a
significant amount of extra income above the basic pension to put them clear of means-
testing. During the 1980s and early 1990s, the value of Income Support allowances
grew somewhat faster than the basic pension, increasing the width of the band of
pensioner incomes subject to means-testing. Early changes under New Labour have
continued this trend.

The growth of means-testing

Historically, a crucial political divide across the British political spectrum has
been over the fundamental aims of the welfare state, with those on the Right -
particularly the “New Right” - seeing its role as predominantly that of poverty relief,
while the Left has pushed towards universalism. As far as cash benefits and social
housing are concerned, the pressure to move towards means-testing and targeting did
move spending this way under the Conservatives (although the same was not true of
health services). In 1979-80 means-tested benefits (exciuding Housing Benefit) were
only 9 per cent of the total social security budget; by 1995-96 they were 22 per cent.
Insurance-based benefits had fallen from 63 to 50 per cent of the total, while other
(non-social insurance) universal benefits remained at 28 per cent.® The number of
people in families relying on means-tested provision for their basic income either
through Income Support (social assistance) or Family Credit (means-tested wage
supplementation) rose from 8.5 per cent in 1979 to 21 per cent in 1994.7

At the same time there was a switch within housing policy away from general
subsidies to all social tenants towards means-tested Housing Benefit — “from bricks
and mortar to people”. Looking at all forms of government spending on housing
(including tax reliefs for mortgages), Housing Benefit grew dramatically from 12 per
cent of housing spending in 1979-80 to 69 per cent in 1996-97.% Other policies, and
the changing economic environment, meant that social (subsidised) housing became
increasingly polarised towards only those with the lowest incomes. In 1979 42 per
cent of all individuals lived in social housing. Of these, just under half were in the
poorest two-fifths, but 40 per cent were in the top half of the income distribution. By
1995 only 23 per cent of the population was living in social housing, but three-
quarters of these were in the poorest two-fifths, and only 16 per cent in the top half.’

* Pensions Provision Group (1998, pp43-45) shows that 1.8 million pensioners receive Income Support,
out of a total of 7.1 miilion pensioner households, and that 34-40 per cent of the total entitled to IS fail
to claim it.

¢ Evans (1998), Table 7.22.

? Evans (1998), Table 7.22.

% Hills (1998a), Table 5.1.

? Hills (1998b), pp.22-23.
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Putting housing and social security together, means-testing has become more
pervasive. Including Housing Benefit with other cash benefits, means-tested benefits
rose from 15 to 30 per cent of total cash benefits from 1979-80 to 1995-96.1°

Semnvic

In the late 1980s there was a fundamental Government review of the tax-
financed" National Health Service (NHS). Expanding private health insurance was
seriously considered, but rejected (apart from some limited tax concessions for private
medical insurance for the elderly). The economic evidence suggested it would be even
more expensive, both for the economy and for the public purse. As OECD figures show,
Britain's health services are cheap in international terms (particularly given the relatively
large size of its elderly population). In 1994 public spending on health was 5.8 per cent
of GDP compared to the OECD average of 6.0 per cent, and Britain's spending was well
below western European levels.'”” The USA spends the same proportion of national
income on its limited public health care system as Britain does on the NHS - and then
spends another 8 per cent of GDP privately.

The Conservative Government opted instead to try to get more from existing
spending by changing the internal organisation of the NHS, creating an “internal” or
“quasi-market”, where newly independent providers - hospital trusts - would bid for
contracts from two kinds of purchaser: the District Health Authority (DHA) and “GP
Jfund-holders” (family doctors or General Practitioners with a budget for purchasing non-
emergency care and community services for their patients). By April 1996 virtually all
INHS hospitals and other provider units were run by about 400 Trusts. More than half of
all GP practices were fund-holders.

The efficiency effects of this reform are still debated,” but Labour when in
opposition strongly criticised them on grounds of equity: patients might receive
different treatment depending on the funding system for their GP, not on medical need.
The system is now being reformed again to create a more standardised funding system,
but retaining important aspects of budgetary decentralisation.

Throughout the 1980s there was also a fierce debate over the level of public
spending on the NHS. According to the Conservative Government , spending increased
massively in real terms. For the then Labour Opposition, spending failed to keep up with
needs. In essence both sides were right. Real public spending on health grew by three-
quarters between 1978-79 and 1995-96, and the annual growth rate was over 3 per cent.
But this only allows for general inflation. Adjusting for changes in the specific prices
paid by the NHS (e.g. doctors’ and nurses’ pay), growth was less dramatic - 1.8 per cent
annually between 1978-79 and 1995-96."* However, health care needs were rising at the
same time, as the population aged. Age-related needs expanded almost as rapidly over
the 1980s as the volume of NHS resources; at times in the early 1980s, needs were

‘* Evans (1998), p.270.

" A small part of NHS spending is technically financed from social insurance contributions, but the
bulk comes from general taxation.

'2 OECD social spending database.

'*Le Grand er al (1997)

'* Le Grand and Vizard (1998), Table 4.1.



