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PREFACE TO THE THIRD EDITION 

The world has changed since the first edition was published in 1987. At that time the 
Thatcher and Reagan administrations were in their pomp in the West, and the Com­
munist threat was still regarded as very real. Possibly as a result, the issue of the market 
versus the state was something of a Punch and Judy debate between the two polar 
extremes. With the end of the cold war has perhaps come a more balanced view. The enor­
mous virtues of private markets for most commodities is now appreciated in the former 
Communist countries—at least those of Central and Eastern Europe—while governments 
in the West are more open to the idea that private markets are not always and everywhere 
a complete answer. In part this has come about as the ideological pendulum has swung 
a bit, but it has also resulted from experience of the problems which arise if markets are 
not properly regulated—scandals over mis-sold pensions, worries about 'mad cow dis­
ease', and the continuing problems of the US health-care system being cases in point. 

Like previous editions, this book is not just about Britain but at least as much about 
the underlying economic theory of the welfare state which applies to all industrial 
countries, to transition countries, and also to many middle-income developing coun­
tries. As previously, though an economics book, it is written to be accessible to readers 
in related areas: the theory in Chapters 3-6 is summarized in an appendix at the end 
of each chapter; and algebra, where used, can be skipped, since the results are always 
explained verbally. 

The main thrust of the argument remains unchanged: the welfare state, whatever its 
distributional objectives, also has an important efficiency function; it does things which 
markets would either not do at all, or would do badly. 

The arguments in support of that view have been updated in various ways. New or 
expanded theoretical discussion concerns the distinction between risk and uncertainty, 
analysis of the administrative costs of insurance, and problems of imperfect infor­
mation on the demand side of the insurance market. The discussion of poverty and 
inequality brings out more fully the key role of choice in assessing whether differences 
in income reflect inequality or not, and there is additional discussion of why estimates 
of poverty and inequality can vary so much. 

New or expanded items on the policy agenda include broader discussion of the 
challenges to the welfare state arising out of demographic change, global competition, 
changes in family structure, and changes in the structure of jobs, and continuing 
debates about the welfare state (is it desirable; is it any longer feasible?). Specific newtop-
ics include long-term insurance to cover disability and residential care in old age; the impact 
of genetic screening on medical insurance and life insurance; expanded discussion of the 
desirability—or otherwise—of competitive insurance; and additional analysis of the nature 
of social insurance (including discussion of unemployment and retirement as risks 
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which, to some extent, are social constructs). Throughout the book gender aspects of the 
welfare state, such as the increasing feminization of poverty, have been brought out 
more fully. 

Discussion of health (and, similarly, of education) has been reoriented to give added 
emphasis to health (the outcome) as opposed to health care (one of its determinants). 
In the case of education, outcomes include not only technical expertise but also attitudes 
and values. The move towards quasi-markets for health care and education is discussed 
and evaluated. And the discussion of higher-education finance has been largely rewrit­
ten to take account of events over the 1990s and the report of a major Committee of Inquiry 
into higher education. 

The quickest way to get the book's major messages is to read Chapters 1 and 15; the 
next quickest is to read those chapters plus the concluding sections of Chapters 4 (eco­
nomic theory), 11 (cash benefits), and 12,13, and 14 (health, education, and housing, 
respectively). For those who want to read round the subject, three volumes are, in many 
ways, companions to this one. Howard Glennerster's (1997) book discusses the detailed 
finances of the welfare state; Glennerster and Hills (1998) is a detailed assessment of British 
developments since the mid-1970s; and Barr (1994), written by a mix of academic 
writers and World Bank staff, covers ground very similar to this book for the transition 
countries of Central and Eastern Europe and the former Soviet Union. 

As with earlier editions, my colleagues and friends in the LSE's Centre for the 
Analysis of Social Exclusion have been generous in letting me pillage their bookshelves, 
their writings, their brains, and their time, especially Phil Agulnik, Martin Evans, 
Howard Glennerster, John Hills, and Julian Le Grand. I owe a continuing debt also to my 
students. They ask awkward questions (all the time), see things in clearer ways (often), 
or provoke me into seeing things in clearer ways (sometimes). I am also grateful for advice, 
comments, and help from Gary Burtless, Richard Jackman, Frank Levy, Branko 
Milanovic, Dilia Montes, and Richard Scheffler; and I would be even more grateful to 
Polly Toynbee, whose columns from the Independent litter my desk, if she would pub­
lish them as a collection of essays. My work on higher-education finance, summarized 
in Chapter 13, grows out of a joint enterprise with Iain Crawford over the past ten 
years; I have also learnt a lot from Mark Blaug and Bruce Chapman. Once more, my 
biggest debt is to Gill, who has listened patiently to my ruminations, made many sug­
gestions, and (with distressing accuracy) told me when I was wrong. None of them 
should be implicated in errors which remain. 

Nicholas Barr 
September 1997 

V I I I 

PREFACE TO THE SECOND EDITION 

The friendly reception the first edition received was very gratifying, and I regret that it 
has taken so long till the appearance of the second. Much has happened in the intervening 
years both in Britain and elsewhere, particularly in the formerly Communist countries 
(one reason why the second edition has not appeared till now is that I spent two years 
with the World Bank working on the design of social safety nets in Central and Eastern 
Europe and the former Soviet Union). 

The demise of Marxism faces those countries with the problem of the appropriate divi­
sion of responsibility between the state and the private sector—the central theme of this 
book. The economic argument and strategic policy conclusions remain the same as in 
the first edition: that the welfare state (i.e. income support, health care, education, and 
housing), quite apart from its distributional and other objectives, has a major efficiency 
role. To the extent that this is so, it is no longer public involvement per se which is contro­
versial but only its precise form and the choice of its distributional objectives. It is there­
fore not surprising, as discussed in Chapter 15, that the welfare state weathered the storm 
of the 1980s in the UK and the USA intact and was, in many ways, strengthened.... 

Though the main thrust of the argument has not changed, there are a number of 
significant changes from the first edition. Chapter 1 contains a new section on the 
objectives of the welfare state. The theoretical discussion is strengthened by new sections 
in Chapter 4 on public choice and government failure, and on the boundary between 
the market and the state, and in Chapter 5 by a new section on social insurance, and by 
extended discussion of the problems caused by asymmetric information. 

Policy analysis includes discussion of three major UK developments: the 1988 social-
security reforms; reform of the National Health Service in the aftermath of the 1989 White 
Paper, and changes to school and university education under the 1988 Education 
Reform Act. In addition, the analysis of targeting in Chapter 10 has been extended, and 
there is a new section assessing the arguments for child benefit. Chapters 12 and 13 on 
health care and education have been completely reorganized. Chapters 12,13, and 14 now 
discuss health care, education, and housing, respectively, and all have a common struc­
ture. Alongside discussion of ongoing reforms, the chapters include additional mater­
ial on international comparison of health-care systems and a new section on the reform 
of higher education, including discussion of student-loan schemes. The References 
have been brought up to date, and expanded to include more international material. 

Readers in a hurry can find the major arguments in Chapters 1 and 15, plus the 
concluding sections of Chapter 4 (economic theory), Chapter 11 (cash benefits), and 
Chapters 12,13, and 14 (health care, education, and housing, respectively). Readers in 
less of a hurry may want to look at a number of other books and articles which are, in 
many ways, companion volumes. My colleague, Howard Glennerster's (1992) book sets 
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out the detailed finances of the welfare state. Barr and Whynes (1993) invite a range of 
authors to cover the welfare state from a variety of different perspectives. Barr (1992) 
sets the arguments in a broader OECD context. 

My thanks are due to all the colleagues and friends who helped with the first edition. 
My specific thanks for help with this revision (without implicating them in errors 
which remain) are to Howard Glennerster and John Hills, to Alan Thompson for guid­
ing me through the morass of UK cash-benefit institutions, and to Martin and Peggy Baer 
for letting me share their rural idyll for a good part of the writing. My greatest debt is to 
Gill, for her support and encouragement, and for tolerating the sound of the nocturnal 
keyboard in hotels throughout Central and Eastern Europe. 

Nicholas Barr 
November 1992 

X 

PREFACE TO THE FIRST EDITION 

There is a large literature on different aspects of the welfare state and a substantial body 
of economic theory which bears on the issues involved. One of the main purposes of this 
book is to draw together these diverse sources into a unified whole. Two general conclusions 
emerge. First, the issues raised by the welfare state fit very naturally into the conventional 
theoretical framework used by economists. Secondly, public involvement in institu­
tions of the general sort which comprise the welfare state (i.e. income support, health 
care, education, and housing) can, for the most part, be justified rather strongly in 
efficiency terms, quite independent of debates about social justice. To the extent that this 
is so, it is no longer public involvement per se which is controversial but only its precise 
form and the choice of its distributional objectives. 

Throughout the book the main arguments are contrasted with those arising from dif­
ferent perspectives, especially from socialists and from libertarians such as Hayek arid 
Friedman. The debate with the latter two is particularly fruitful. The difference between 
their views and a liberal defence of the welfare state rests less on ideology than on eco­
nomic theory. Specifically, the theory set out in this book assigns a prominent role to 
technical problems with markets, with particular emphasis on information problems which 
are largely left out of account in most libertarian writing. These, more than any other 
theoretical consideration, are crucial to establishing the important efficiency role of the 
welfare state. 

Though written specifically for economics specialists, the needs of a diverse reader­
ship are kept in mind throughout the book. The early theoretical chapters (3-6) in par­
ticular assume a working knowledge of intermediate microeconomic theory. To help readers 
with little economics, each of these chapters has a non-technical appendix, with the aid 
of which the rest of the book should, for the most part, be intelligible. Algebra is used 
where necessary to pin down some important concepts precisely; but the results are 
always explained verbally so that the equations can be skipped by those who are prepared 
to take their conclusions on trust. As a result the book should be accessible to readers in 
related academic areas (e.g. social administration, public policy, and political economy) 
and to professionals in such fields as medicine and education. Familiarity with British 
institutions is not essential; they are described in separate sections which can be consulted 
as desired. The important arguments do not depend on institutional knowledge and should 
therefore make sense to readers in (or from) other countries. The principles developed 
are applicable to all industrialized economies and, where possible, examples and paral­
lels from other countries are given. The Glossary explains the meaning of technical 
terms, and disentangles some differences of usage in various countries. The central 
arguments are summarized in Chapters 1 and 15, buttressed by the concluding sections 
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of Chapter 4 (economic and political theory), 11 (income support), 13 (health care and 
education), and 14 (housing). 

The origins of the book lie in lectures given over the years to students at the London 
School of Economics and in a series of seminars in Tokyo and Osaka under the spon­
sorship of the Kansai Economic Research Centre. I have been lucky in my audiences 
—they have never failed to disagree, to challenge, and to ask thoroughly awkward 
questions. 

My list of specific debts is large because I launched draft chapters liberally, and my 
colleagues are generous. My friends and mentors Alan Day and Alan Prest read the 
complete manuscript in draft, and had a major influence on its final shape. The book as 
a whole also owes a great deal to Christine Sarson-Gale, who contributed substantively 
to a number of chapters. Many other people have given valuable comments on drafts 
of one or more chapters: Brian Abel-Smith, Patricia Apps, Tony Atkinson, David 
De Meza, Howard Glennerster, Gervas Huxley, Kurt Klappholz, Julian Le Grand, Peter 
Levin, Jane Lewis, Robin Naylor, Joseph Pechman, David Piachaud, Sally Sainsbury, 
Christine Whitehead, and Basil Yamey. Dilia Montes gave helpful research assistance; 
Hilary Parker typed and retyped with superb efficiency, without fuss, and without 
ever overshooting a deadline; and Alma Gibbons and her colleagues taught me to use 
the word processor, and promptly and cheerfully bailed me out of a number of tight 
corners. I thank them all most warmly without implicating them in errors which 
remain. 

Nicholas Barr 
1986 
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Local Education Authority 

Luxembourg Income Study 

London School of Economics 

marginal cost 

marginal private cost 

marginal private value 

marginal social cost 

marginal social value 

marginal tax rates 

marginal value 

National Bureau of Economic Research 

National Committee of Inquiry into Higher Education 

National Health Service 

National Insurance Contribution 

net present value 

Old Age Insurance 
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OASI 

OASDI 

OASDHI 

OECD 

PAC 

PAYG 

PI 

PPO 
PVB 

PVC 

QALY 

PvAWP 

RI 

SERPS 

SI 

SLC 

U G C 

Old Age and Survivor Insurance 

Old Age, Survivor, and Disability Insurance 

Old Age, Survivor, Disability, and Health Insurance 

Organization for Economic Cooperation and Development 

Public Assistance Committee 

Pay-As-You-Go 

Pareto improvement 

preferred provider organization 

present value of benefits 

present value of costs 

Quality Adjusted Life Year 

Resource Allocation Working Party 

Rawlsian improvement 

state earnings-related pension scheme 

Socialist improvement 

Student Loans Company 

University Grants Commit tee 
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Justice is the first virtue of all social institutions, as truth is of systems of thought. 
A theory however elegant and economic must be rejected or revised if it is untrue; 
likewise laws and institutions no matter how efficient and well-arranged must be 
reformed or abolished if they are unjust. John Rawls, 1971 

Let us remember that it [laissez-faire] is a practical rule, and not a doctrine of sci­
ence; a rule in the main sound, but like most other sound rules, liable to numerous 
exceptions; above all, a rule which must never for a moment be allowed to stand in 
the way of any promising proposal of social or industrial reform. 

J. E. Cairnes, 1873 
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CHAPTER 1 

Introduction 

[The duties of the state are] . . . first... that of protecting the society from the vio­
lence and invasion of other independent societies . . . second . . . that of protecting, 
as far as possible, every member of the society from the injustice or oppression of 
every other member of i t . . . third . . . that of erecting and maintaining those pub-
lick institutions and those publick works which, though they may be in the highest 
degree advantageous to a great society, are of such a nature, that the profit could never 
repay the expence to any individual or small number of individuals. 

Adam Smith, 1776 

1. The approach 

1.1. The central argument 

One of the wellsprings of this book was the exuberant insistence of various of my 
students and colleagues that economics appeared largely irrelevant to major issues of social 
policy. They had a point, and this book—like previous editions—is an attempt both 
to remedy their grievances and to assert the importance of economics. To address the 
concern about relevance, I try to relate economic theory to different notions of social 
justice and to the historical development of the welfare state. In stressing the importance 
of economics, two results stand out. First, the welfare state is not a subject apart, but fits 
very naturally into the framework of economic analysis. Secondly, the theoretical argu­
ments support the existence of the welfare state not only for well-understood equity 
reasons but also very much in efficiency terms. This, it turns out, is an area in which 
economic theory is capable of strong results which can justify the general idea of the wel­
fare state and, to a surprising extent, can do so without resort to ideology. 

Given the size of the subject, this book of necessity is an attempt to paint a broad 
canvas in the hope that readers, even if they do not accept all the answers, will at least 
be directed to the right battleground. The book addresses two broad questions: what 
theoretical arguments can justify the existence of the various parts of the welfare state 
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in a modern industrialized economy; and, given these arguments of principle, how 
sensible (or otherwise) are the specific arrangements in the UK1 and in other countries? 

The approach is best illustrated by two questions which permeate throughout: 

1. What are the aims of policy? 

2. By what methods are those aims best achieved? 

Question 1 is very broad ranging. There is general agreement that the major aims of pol­
icy in Western societies include efficiency in the use of resources; their distribution in accor­
dance with equity or justice; and the preservation of individual freedom. These aims, 
however, can be defined in different ways, and may be accorded different weights. To a 
utilitarian,2 the aim of policy is to maximize total welfare; to Rawls the aim is social jus­
tice, defined in a particular way; libertarians make their main aim individual freedom, 
and socialists their prime concern equality. Beveridge's goal was the conquest of what 
he called the five giants of want, disease, ignorance, squalor, and idleness. The answer to 
question 1 is explicitly normative and largely ideological. The objectives of the welfare 
state are discussed in more detail in Section 2.2. 

In contrast, once question 1 has been answered, question 2 should be treated not as 
ideological but as technical—that is, it raises ̂ positive issue. Whether a given aim should 
be pursued by market allocation or by public provision depends on which of these 
methods more nearly achieves the chosen aim. Market allocation is neither 'good' nor 
'bad'—it is useful in some instances—for example, private markets for food are gener­
ally effective in achieving the aim that people should not starve; in others, however (it is 
argued in Chapter 12 that health care is one), the market mechanism works less well, and 
a system with substantial state intervention can be more efficient and just. Similarly, pub­
lic provision is neither good nor bad, but useful in some cases, less so in others. One of 
the questions throughout is which method is the more useful in different areas of the 
welfare state. 

The distinction between aims and methods is fundamental, and bears reinforce­
ment. Consider two central questions which all societies face: 

• How much redistribution (of income, wealth, power, etc.) should there be? 

• How should the economy best be run (i.e. the market system, central planning, or 
a mixed economy)? 

The first question is clearly ideological and normative; it is an aims question and so 
properly the subject of political debate. But, once that question has been answered, the 
second question is largely one of method (i.e. a positive issue) and more properly the 
subject of technical than political discussion. This approach is explained in detail in 
Chapters 3 and 4, and summarized in the concluding section of Chapter 4. 

1 The United Kingdom (UK) is Great Britain and Northern Ireland (Act of Union with Ireland 1800; Government of 
Ireland Act 1920). Britain (or Great Britain) consists of England, with Wales and Scotland (Act of Union with Scotland 
1706). 

2 Utilitarianism and other theories of society, including those of Rawls and libertarian and socialist writers, are dis­
cussed in Chapter 3. 
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1.2. Organization of the book 

Part 1 sets the scene, starting in Chapter 2 with a discussion of the historical develop­
ment of the welfare state in the UK, including some comparison with other countries, 
particularly the USA. The three chapters which follow are the theoretical heart of the book: 
Chapter 3 discusses various definitions of social justice and their different implications 
for the welfare state; Chapter 4 sets out the economic theory of state intervention and 
Chapter 5 the theory of insurance. Chapter 6 discusses problems of definition and mea­
surement, particularly as they apply to poverty and inequality. To help readers who are 
diffident about their theoretical background, each of the conceptual chapters (3,4,5, and 
6) has a non-technical appendix which summarizes the essential material; and techni­
cal terms are explained in the Glossary. 

Three major threads developed in Part 1 run through the rest of the book: the social-
welfare-maximization problem; alternative definitions of social justice; and measure­
ment problems. The social-welfare-maximization problem (set out in Chapter 4) is 
the conventional starting point for economic theory. An important theorem states 
that under appropriate assumptions a competitive market equilibrium will allocate 
resources efficiently. It is argued that, where these conditions hold, the role of the state, 
if any, is limited to income redistribution; conversely, where these conditions fail, there 
may be efficiency grounds for intervention in a variety of forms. The second major 
theme is social justice. The definition chosen will determine the weights assigned to dif­
ferent individuals, with major implications for the form and extent of intervention— 
for example, whether people with no income should be supported at subsistence or 
at some higher level. The third thread, discussed in Chapter 6, concerns problems of 
definition and measurement. Many variables are hard to define and, once defined, 
hard to measure. A crucial and recurrent difficulty is that utility3 is not measurable. 
This makes it hard both to measure living standards and to compare them. Costs or 
benefits—of health care or education, for example—may also be hard to measure. 

As far as possible, each chapter in Parts 2 and 3 has a similar layout to clarify the struc­
ture of the argument. Each chapter discusses in turn: the aims of policy; the methods by 
which they might be achieved—that is, the theoretical arguments about intervention for 
reasons of efficiency and social justice; assessment in the light of this theoretical dis­
cussion of the appropriateness (or otherwise) of the UK and other systems, including 
discussion of the empirical literature; and reform. 

Part 2 analyses cash transfers. Chapter 7 briefly describes the finances of the welfare 
state. Chapter 8 looks at unemployment, sickness, and disability benefits, Chapter 9 at 
retirement pensions, and Chapter 10 at non-contributory benefits, in each case starting 
with the theory and then assessing the practice. Chapter 11 considers a variety of 
reform strategies. Part 3 discusses provision in kind. Chapter 12, on health, analyses the 
theoretical arguments for public production and allocation, assesses the effectiveness 

3 See the Glossary. 
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of the UK National Health Service in comparison with systems in other countries, and 
discusses alternative ways in which health care might be organized. Chapters 13 and 14 
cover similar ground for education and housing, respectively. 

The conclusions of the book are summarized in Chapter 15, which picks up some of 
the questions asked at the end of this chapter. Readers in a hurry can get an idea of the 
book's approach and its main conclusions by reading Chapter 15 and the concluding 
sections of Chapters 4 (economic and political theory), 11 (income support), and 12, 
13, and 14 (health care, education, and housing, respectively). 

2. The welfare state and its objectives 

2.1. Defining the welfare state 

We shall see in Chapter 6 that important concepts such as poverty and equality of 
opportunity are hard, if not impossible, to define in principle, and even harder to meas­
ure. The concept of the welfare state similarly defies precise definition, and I make no 
serious attempt to offer one (see the Further Reading). Even Richard Titmuss (1958) ducked 
the problem—that book is called Essays on 'The Welfare State' (his quotes). As he later 
put it, T am no more enamoured today of the indefinable abstraction 'The Welfare 
State' than I was some twenty years ago when . . . the term acquired an international as 
well as a national popularity' (Titmuss 1968:124). Three areas of complication stand out 
(for fuller discussion, see Glennerster 1997: ch. 1). 

1. Welfare derives from many sources in addition to state activity. Individual welfare 
derives not only, nor necessarily primarily, from state institutions, but from at least 
four sources. 

• The labour market is arguably the most important, first through wage income. Full 
employment is a major component of welfare broadly defined. High levels of 
employment and rising labour productivity over the 1950s and 1960s were at least 
as much an equalizing force as redistribution.4 In addition to wage income, firms 
(individually or on an industry-wide basis, voluntarily or under legal compulsion) 
provide occupational welfare in the face of sickness, injury, and retirement. 

• Private provision includes voluntary private insurance and individual saving. 

• Voluntary welfare arises both within the family and outside, where people give time 
free or at a below-market price, or make voluntary charitable donations in other forms. 

• The state intervenes by providing cash benefits and benefits in kind. In addition, it 
contributes through various tax concessions to the finance of occupational and 
private provision. 

4 As discussed in Chapter 2, Section 5.1, full employment was one of Beveridge's central assumptions. 
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2. Modes of delivery are also diverse. Though a service may be funded by the state, 
it does not follow that it must necessarily be publicly produced. The state can produce a 
service itself and supply it to recipients at no charge (e.g. health care under the National 
Health Service); or it can pay for goods produced in the private sector (e.g. free drugs 
under the National Health Service); or it can give individuals money (either explicitly 
or in the form of tax relief) to make their own purchases (e.g. tax relief in some coun­
tries for private medical insurance premiums). The issue of'privatization', as we shall see 
in Chapter 4, Section 6, is more complex than is often recognized in public discussion. 

3. The boundaries of the welfare state are not well defined. Though the state's role 
should not be exaggerated, neither should it be understated. Some typically excluded expen­
diture (e.g. public health and environmental policies) is very similar in purpose to 
activities which are included. 

Welfare is thus a mosaic, with diversity both in its source and in the manner of its deliv­
ery. Nevertheless the state, through various levels of government, is much the most 
important single agency involved in the UK, and in most industrialized countries (for a 
survey of the welfare state in ten OECD countries, see Barr 1992). Throughout the book 
the term 'welfare state' is used as a shorthand for the state's activities in four broad areas: 
cash benefits; health care; education; and food, housing, and other welfare services. 

In broad terms the modern UK welfare state comprises cash benefits and benefits in 
kind. The latter embrace a wide range of activities, including education, medical care, 
and more general forms of care for the infirm, the mentally and physically handi­
capped, and children in need of protection. Cash benefits have two major components. 

1. Social insurance is awarded without an income or wealth test, generally on the 
basis of (a) previous contributions and (b) the occurrence of a specified contingency, 
such as becoming unemployment or reaching a specified age. 

2. Non-contributory benefits are of two sorts. 'Universal' benefits are awarded on the 
basis of a specified contingency, without either a contributions or an income test. There 
is no convenient shorthand for such benefits. They are often referred to (Margaret 
Gordon 1988: 37) as 'universal' and, reluctantly, I shall follow that usage. Major exam­
ples in the UK are child benefit and the National Health Service (discussed in Chapters 
10 and 12, respectively). Social assistance is awarded on the basis of an income test. It is 
generally a benefit of last resort, designed to help individuals and families who are in 
poverty, whether as an exceptional emergency, or because they are not covered by 
social insurance, or as a supplement to social insurance. 

In practice the UK welfare state can be taken to comprise, at a minimum, the publicly 
provided benefits (representing about 25 per cent of gross domestic product) shown in 
Figure 1.1, together with the contributions which pay for them. Cash benefits follow the 
pattern described above. National insurance is payable to people with an adequate con­
tributions record; benefits cover, inter alia, unemployment, sickness (short- and long-
term), and retirement, of which the last (about 18 per cent of social spending) is much 
the largest. Non-contributory benefits include child benefit (a weekly cash payment to 
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1 . Introduction 

the parent or guardian of every child), and income support (i.e. social assistance for peo­
ple with little or no other income). The major benefits in kind are the National Health 
Service (27 per cent of total social spending), education (19 per cent), and housing 
(2 per cent, plus substantial additional expenditure on cash assistance with housing 
costs). 

2.2. The objectives of the welfare state 

The objectives of social institutions, as in any other area of economic policy, are 
efficiency, equity, and administrative feasibility. In this context, however, it is useful to 
adopt a more detailed categorization. 

EFFICIENCY has at least three aspects. 

1. Macro-efficiency. The efficient fraction of GDP should be devoted to the totality 
of welfare-state institutions—for example, policy should seek to avoid distortions 
which lead to cost explosions. 

2. Micro-efficiency. Policy should ensure the efficient division of total welfare-state 
resources between the different cash benefits, different types of medical treat­
ment, and different kinds of education. 

3. Incentives. Where institutions are publicly funded, their finance and the con­
struction of benefits should minimize adverse effects (a) on labour supply and 
employment, and (b) on saving. 

Objectives 1-3 are different aspects oiallocative efficiency, sometimes—particularly 
in the context of health care and education—referred to as external efficiency. As an 
example, if the objective of health policy is to maximize the health of the population, 
external efficiency is concerned with producing the quantity, quality, and mix of health 
interventions (including preventive care and education about diet and life style) which 
bring about the greatest improvement in health. 

SUPPORTING LIVING STANDARDS, the second strategic a im, has at least three components. 

4. Poverty relief. No individual or household should fall below a minimum standard 
of living. The aim could be to eliminate poverty or to alleviate it. As discussed in 
Chapter 6, there is no analytically satisfactory way of defining a poverty line, so that 
the definition of the minimum standard is largely normative. Once the poverty line 
has been decided, the effectiveness of the system is measured by statistics relating 
to how many people are below the poverty line ('headcount' measures), by how much 
('poverty-gap' measures), and for how long (life-cycle and intergenerational mat­
ters) (see Atkinson 1987fr, 1995a: ch. 3). 
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5. Insurance. No one should face an unexpected and unacceptably large drop in her 
living standard. This is a major objective of unemployment benefits and most 
health-related benefits. Its success is measured by the replacement ratio, which shows 
a person's income when on benefit in comparison with her previous income. 

6. Income-smoothing. Institutions should enable individuals to reallocate consump­
tion over their lifetime. As discussed in Chapter 9, individuals can redistribute 
from themselves at one stage in the life cycle to themselves at another (an actuarial 
private pension scheme); or such redistribution could be notional (an unfunded 
state pension scheme which embodies an intergenerational social contract 
(Samuelson 1958)). Alternatively, there could be tax-funded provision, with no 
pretence of individual contributions, to groups whose stage in the life cycle sug­
gests that they are likely to be financially constrained (e.g. benefits for families 
with young children). 

Objectives 5 and 6 are different aspects of the broader aim of economic security. 
Objective 5 concerns unexpected reductions in living standards (i.e. it is mainly an 
insurance objective); objective 6 concerns predictable falls in income (i.e. it is more a 
savings objective). Both objectives therefore have an efficiency as well as an equity 
dimension. 

THE REDUCTION OF INEQUALITY, in contrast, is almost entirely an equity issue. 

7. Vertical equity. The system should redistribute towards individuals or families 
with lower incomes. This aim is contentious. All income-tested benefits contri­
bute to it to a greater or lesser extent; so, secondly, do non-means-tested benefits 
whose recipients disproportionately have lower incomes (e.g. the UK flat-rate 
pension). A third form of redistribution arises where the benefit formula favours 
lower-income individuals. 'Free' provision of a tax-funded service (e.g. health 
care in the UK) is also generally redistributive. The success or otherwise of 
benefits in reducing inequality is assessed by inspection over time of aggregate 
inequality measures, though with all the caveats noted in Chapter 6. 

8. Horizontal equity. Differences in benefits should take account of age, family size, 
etc., and differences in medical treatment should reflect only factors which are 
regarded as relevant (e.g. whether or not the patient has dependants), but not 
irrelevant factors like ethnic background. 

SOCIAL INTEGRATION. So far the objectives have been conventional economic ones. Some 
commentators include broader social goals. 

9. Dignity. Cash benefits and health care should be delivered so as to preserve indi­
vidual dignity and without unnecessary stigma (Meade 1978: 269). Beveridge 
emphasized the importance of contributions in this context: 'The popularity 
of compulsory social insurance today is established, and for good reason; by 
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compulsory insurance . . . the individual can feel assured that [his] needs will be 
m e t . . . by paying . . . a contribution, he can feel that he is getting security not as 
a charity but as a right (Beveridge Report 1942: para. 296). 

10. Social solidarity. Cash benefits and health care should foster social solidarity— 
a frequently stated goal in mainland Europe. So far as possible, benefits should 
depend on criteria which are unrelated to socioeconomic status. Retirement 
pensions are an example; so is medical care in many countries. Additionally, 
benefits should be high enough and health care good enough to allow recipients 
to participate fully in the life of the society in which they live—an aim which relates 
closely to the objective of poverty relief. 

ADMINISTRATIVE FEASIBILITY has two aspects. 

11. Intelligibility. The system should be simple, easy to understand, and as cheap to 
administer as possible. 

12. Absence of abuse. Benefits should be as little open to abuse as possible. 

PROBLEMS of definition and measurement abound. Efficiency objectives 1-3 have precise 
analytical definitions, but measurement problems—particularly the incidence of taxes, 
contributions, and benefits—make it difficult to assess how far they are achieved. How 
do we define a poverty line in objective 4; and how large a drop in living standard is 'un­
acceptable' (objective 5)? The appropriate extent of vertical redistribution and a workable 
definition of horizontal equity (objectives 7 and 8) have occupied economists, philoso­
phers, and political theorists almost since the dawn of time, and have plagued policy­
makers at least since the British Poor Law Act of 1601. Even 'equality' is difficult to 
define unambiguously (Okun 1975: ch. 3; Le Grand 1982: ch. 2), especially in the con­
text of benefits in kind like health care. Concepts such as 'dignity', 'stigma', and 'social 
solidarity' (objectives 9 and 10) are hard to define and raise major measurement prob­
lems. Writers like Hayek (1976) argue in addition that the term 'social solidarity' is 
devoid of meaning, and that its pursuit is both pointless and dangerous. These problems 
are discussed in some detail in Chapters 3-6. 

Even were these problems assumed away, a second set of difficulties arises, in that some 
objectives are inherently in conflict and others maybe. The trade-off between efficiency 
and distributional objectives is no less intractable for its familiarity; the same is true 
of the trade-off between horizontal equity and administrative simplicity. Other objec­
tives conflict almost by definition. Income-smoothing implies that an individual with 
higher earnings should receive higher benefits, which sits uneasily with the require­
ment that benefits should redistribute towards those with lower incomes, and with the 
objective that benefits should contribute to social solidarity. On one interpretation of 
equity everyone should receive benefits proportional to their past contributions, but 
that, again, conflicts both with redistribution towards lower incomes and with social 
solidarityXrhe choice of objectives and of priorities between them is a fundamental 
normative issue.) 

11 
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3. A changing world: Challenges and responses 

A number of trends, though they may have been discernible for a long time, have major 
implications for the design of the welfare state (for a review, see Esping- Andersen 1996a) 
and recur throughout the book. 

DEMOGRAPHIC CHANGE. Life expectancy has increased in all industrial countries while birth 
rates have declined, simultaneously increasing the number of older people and reduc­
ing the number of younger workers. As a result, from about 2005 onwards, the ratio of 
people over 60 to those of working age will increase sharply. If present policies continue 
unchanged, spending on pensions and health care in some countries is set to double. Policies 
to accommodate these changes are discussed in detail in Chapter 9. 

GLOBALIZATION. The trend to globalization has at least two roots. First, since 1970 the inter­
national trade regime has become more and more open. Secondly, as a result of tech­
nological change, an increasing amount of economic activity is, in Quah's terminology, 
'dematerialized'—that is, it is in the form of encoded binary bits (computer programs, 
e-mail messages, music videos, and the like) rather than in solid form such as a Boeing 
747. One of many implications of this trend, according to Quah (1996:7), is that 'inter­
national trade becomes not a matter of shipping wine and textiles . . . but of bouncing 
bits off satellites'. In these circumstances, national boundaries become less relevant. 
* For both sets of reasons, globalization reduces the capacity of any country to act 

independently in designing its institutions, including its welfare-state arrangements. 
Countries with expensive welfare states, it is argued, will increasingly be at a competi­
tive disadvantage relative to those with more parsimonious ones. At the same time, 
however, demands on the welfare state are rising: there are more old people, and in 
many countries rising numbers of unemployed; in addition, as discussed below, there 
are more lone-parent families, and increasing numbers of low-paid and part-time « 
workers^ 

CHANGES IN FAMILY STRUCTURE. Family structures have changed in several ways. First, they 
have become more fluid. The institutions of the immediate post-war period assumed 
an archetypal nuclear family: the main (frequently the only) source of income was the 
wages of the husband; and husband and wife stayed married, so that the husband's pen­
sion entitlement also covered his wife. Though not wholly valid even then, the assump­
tion was true enough to form the basis of most social policy. Today, in contrast, many 
more marriages end in divorce; and parenthood is less closely tied to marriage. These 
changes have major implications for social policy, particularly so far as child support and 
pension arrangements for women are concerned. 

A second set of changes arises from the increasing number of women who have jobs 
outside the home: 'one of the greatest challenges for the future welfare state is how to 
harmonize women's employment with family formation. Women demand employment 
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and greater economic independence; [and] the family is more likely to be flexible, and 
less likely to be poor, if it can rely on two earners . . . ' (Esping-Andersen 1996a: 26-7). 

CHANGES IN THE STRUCTURE OF JOBS. The nature of work is also changing. Post-industrial 
employment tends to favour professional and highly skilled occupations. The demand 
for unqualified workers is lower than in the past and, in consequence, their wages are 
low and their employment often precarious and part-time. There are worries about 
increasing polarization between a core of skilled workers and a peripheral workforce. 
Contributory social insurance is of doubtful relevance to the latter group. 

RESULTING CHALLENGES AND RESPONSES. Two challenges stand out. A problem—both for eco­
nomic policy and social policy—is the possibility that the strategic design of the welfare 
state is, at least in part, based on a past social order with stable, two-parent families, with 
high levels of employment, and where most jobs were full-time and relatively stable. 

Secondly, the conflict between economic growth and equality has become sharper over 
the years.'The harmonious coexistence of full employment and income equalization that 
defined the postwar epoch appears no longer possible' (Esping-Andersen 1996a: 4). 
There is a major debate, discussed in Chapter 15, Section 2.2, about why this is so. 

Despite much public discussion of a'crisis' of the welfare state, change by the mid-1990s 
consisted mainly of marginal adjustments to existing systems. Esping-Andersen (1996a) 
distinguishes three broad approaches to economic and social change since the first oil 
shock of the 1970s. 

The first (broadly that in the Scandinavian countries, and particularly in Sweden)8 

*was to try to increase the demand for labour through active labour-market policies and 
increased public-sector employment..The problem with this approach was its cost (see 
Lachman et al. 1995). By the mid-1990s, Sweden faced major fiscal problems at a time 
of rising pressure on public jobs. Part of the response was a move towards wage flex­
ibility and a reduction, albeit marginal, in benefits. 

A second approach—that in the rest of mainland Europe—tried to reduce the sup­
ply of labour, notably through early retirement. In many ways this is the Scandinavian 
solution by a different route: instead of finding jobs, frequently in the public sector, for 
people who would otherwise be unemployed, this approach tries to open up jobs by offer-
ing^arly retirement, either explicitly or through the award of a disability pension. The 
cost in this case is not that of public employment but of public pensions. The approach 
is coming under increasing fiscal pressure. 

The third approach—broadly the Anglo-Saxon model (the UK, USA, Australia, and 
New Zealand)—sought to increase the demand for labour byjiberalizing labour mar­
kets, not least through increased^wage flexibility. This approach has two advantages: it 
does not face the heavy fiscal cost of the Scandinavian or mainland European arrange­
ments; and employment growth in the Anglo-Saxon countries over the 1980s was 
significantly higher than in the rest of the OECD./The besetting problem of the 
approach is rising inequality and poverty, particularly among Unskilled workers and 
single-parent households.^ 
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This book is primarily about what economic theory tells us about how to respond to these 
challenges. The resulting debates are drawn together in the concluding part of the final 
chapter. 

FURTHER READING 

The diversity of sources of welfare is discussed by Glennerster (1997: ch. 1). Titmuss (1958) and 
Briggs (1961a) attempt to define the welfare state; see also Esping-Anderson (1990). On the idea 
of welfare, see William A. Robson (1976), Pinker (1979), and Higgins (1981). 

Esping-Andersen (1996b) gives a wide-ranging overview of the challenges facing welfare 
states across a broad range of countries, including the former Communist countries, Latin 
America, and the newly industrializing countries of East Asia. See also Blank (1994), OECD 
(1994), and, for a view of Sweden which does not pull its punches, Lindbeck (1994,1997b). 
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CHAPTER 2 

The historical background 

The principle of laissez-faire may be safely trusted to in some things but in many 
more it is wholly inapplicable; and to appeal to it on all occasions savours more of 
the policy of a parrot than of a statesman or a philosopher. 

J.R.McCulloch,1848 

The poverty of the poor is the chief cause of that weakness and inefficiency which 
are the cause of their poverty. Alfred Marshall, 1885 

The UK welfare state is neither the outcome of the Second World War nor simply the 
creation of the first post-war Labour government. Its roots are ancient and complex. 
Christian charity to relieve poverty has gradually (though even today not wholly) been 
taken over by state action. And state activity has grown over the years from small scale 
to large; from local to central; from permissive to mandatory; and from piecemeal to com­
plex and interrelated. From this tangle, however, four events stand out: the Poor Law Act 
1601 and the Poor Law Amendment Act 1834 were the main legislative bases of poverty 
relief before the twentieth century; the Liberal reforms of 1906-14 represented a substantial 
departure from laissez-faire capitalism and so can be argued to form the basis of the wel­
fare state; and the post-war legislation of 1944-8 set the foundations of the welfare state 
as we know it today. 

It should be clear that the question 'how did the welfare state come about?' is vast, so 
discussion is limited in two important ways. No attempt is made at complete coverage; 
the story is confined for the most part to the experience of the UK, with only a sideways 
glance at other countries, notably the USA. The question is also controversial; I shall sketch 
out the major areas of historical dispute, but make no attempt at resolving them. The 
chapter is organized chronologically, discussing seriatim the period up to the end of the 
nineteenth century (Section 1); the Liberal reforms of 1906-14 (Section 2); developments 
in the UK between the two world wars (Section 3); inter-war poverty relief in the USA 
(Section 4); the Second World War and its immediate aftermath in the UK (Section 5); 
and developments since 1948 in the UK and the USA (Section 6). Section 7 draws the 
threads together by considering the forces which created the welfare state. 
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1. Early days 

1.1. Poor relief 

Among the early motives for public poor relief in Britain were the fear of social dis­
order and chronic labour shortages in the years after the Black Death of 1348-9. As a 
result, the state attempted, inter alia, to control wages and labour mobility in the Statute 
of Labourers 1351 and the Poor Law Act 1388. Tudor legislation grew away from this repres­
sive and not very effective regime: 

In 1576 the concept of'setting the poor on work' was enshrined in statute law where it was to 
remain for something like three and a half centuries. If the able-bodied required assistance they 
had to work for it, and in the 1576 Poor Relief Act [magistrates] were instructed to provide a 
stock of raw materials on which beggars could work in return for the relief they received. 

(Fraserl984:32) 

THE 1601 POOR LAW ACT, built on the 1576 Act, adopted a twofold approach: each parish was 
required to assume responsibility for its poor; and different treatment was prescribed 
for three categories of pauper. The 'impotent poor' (the old and the sick) were to be accom­
modated in 'almshouses'; the able-bodied were to be given work in a 'house of correc­
tion' (not at first a residential workhouse); and those who refused to work were to be 
punished in this 'house of correction'. The idea was that paupers not able to work 
should be cared for and the able-bodied should be given work; neither regime was 
intended to be punitive. 

This arrangement worked moderately well for nearly 200 years; but eventually its 
institutions, locally financed and adapted to a pre-industrial economy, came under 
pressure from population growth, increased social mobility, industrialization, and eco­
nomic fluctuations. By 1795 food shortages and inflation resulting from war and bad har­
vests had spread poverty from the unemployed to those in work, giving rise to various 
local initiatives, notably the Speenhamland system which supplemented wages with 
an 'allowance' based on the price of bread. The novelty of these changes was that they 
extended aid to people in work. Poor relief, whether under the Poor Lawper se or under 
a local variant, carried less social stigma than it was later to acquire. 

These arrangements soon came under attack. Bentham believed that they caused 
moral degeneracy among recipients. Malthus argued that poor relief would cause 
excessive population growth, and Ricardo that it would depress wages and thereby 
exacerbate poverty. Possibly more important than these theoretical arguments was the 
escalating cost of relief, partly due to rising prices (especially of bread), and also because 
of rising unemployment as soldiers returned from the Napoleonic Wars. As a result, the 
costs (which were met from local revenues) rose sharply. 

THE POOR LAW REPORT AND THE POOR LAW AMENDMENT ACT 1834 were consequences of this philo­
sophical and financial climate. A Royal Commission was set up in 1832. Its report, 
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which was laissez-faire in tone, was written by Nassau Senior and Edwin Chadwick, a for­
mer secretary to Bentham. The intellectual background to the report, and particularly 
the position of the classical economists on the Poor Law, is often misunderstood. It is true 
that Malthus and Ricardo, worried by population growth and shocked by the earlier effect 
of the Poor Law, advocated its gradual repeal. But it is not the case that Nassau Senior 
(who was, according to Robbins, more in the mainstream of classical thought) was 
against poor relief. In Senior's view, 'the great test which must be applied to any project 
of state action in regard to relief is the question whether it has any tendency to increase 
that which it is proposed to diminish' (Robbins 1977:128, emphasis in original). Thus, he 
supported public provision for orphans, the blind, and the disabled, including provision 
of medical treatment and hospitals. He was not in favour of abolishing relief for the able-
bodied and their dependants, but insisted on the principle of'less eligibility'—that is, 
that relief should be limited to an amount and administered in a manner which left the 
recipient worse off than the employed. 

The Poor Law Report was entirely consistent with this approach when it argued that 
the new system should contain three elements (often referred to as'the Principles of 1834'): 
the notion of less eligibility, the workhouse test, and administrative centralization. Less 
eligibility was the central doctrine of 1834. It was not intended to apply to the old or sick, 
but only to the able-bodied whose indigence, it was argued, would be encouraged by 
higher benefits.l The workhouse test (i.e. relief conditional upon living in the workhouse) 
was not a principle, but simply a means of enforcing less eligibility. As far as possible, 
the workhouse would provide a standard of living lower than that of the lowest worker. 
Additional restrictions were imposed, including the strict segregation of husbands, 
wives, and children. The purpose of centralization was to avoid local corruption and 
incompetence; to ensure uniformity; to enhance cost effectiveness; and to promote 
labour mobility. The difference between the 1601 Poor Law and the Principles of 1834 
is important. The former was intended to give work to the able-bodied without stigma; 
the latter discouraged claims for relief by making its receipt highly unpleasant and also 
stigmatizing. 

The Poor Law Amendment Act followed quickly in the wake of the Poor Law Report. 
Despite controversy among historians, it is now clear that, though the intention of the 
Act was largely (though in important respects not fully) to implement the recommen­
dations of the report, the effect of the Act in practice was less than appeared in prin­
ciple. The Poor Law Commission (in whom the powers of central government were 
vested) was never able to bend local administration of the Poor Law to its will, particu­
larly in respect of enforcing the workhouse test. But in other respects, it is argued, the 
implementation of the Act had more unpleasant effects than was intended by its archi­
tects (Bowley 1937: pt. II, ch. 2). Many people were forced to accept the harsh conditions 
of the workhouse, and many others endured appalling privation to avoid it. Because of 

' Readers may note more than a passing similarity between these arguments of more than 150 years ago, and the more 
recent debates discussed in Sections 6 and 7. Some commentators argue that part of the Poor Law spirit persists—e.g. 
the decline in unemployment benefit relative to other benefits in the UK in the 1980s can be interpreted as a case of less 
eligibility. 
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its very cruelty, however, the system became over time a force for change, and thus the 
1834 Act maybe seen as one of the roots of later developments. 

1.2. Other early social legislation 

Notwithstanding the philosophical underpinnings of the Principles of 1834, laissez-
faire was increasingly eroded over the nineteenth century. 

FACTORY LEGISLATION. The first Factory Act, passed in 1802, protected women and children 
by limiting hours and regulating working conditions. Althorp's Factory Act 1833 tight­
ened the rules and, probably of greater long-run importance, appointed four inspectors 
to enforce its provisions. The latter was implicit acknowledgement of the right of the state 
to regulate certain social conditions. 

EDUCATION. The role of the state in education started more gradually (Edwin West 1970; 
Fraser 1984: ch. 4). Most schools in the early nineteenth century were charitable and 
reflected the prevailing ethos of social deference, Christian morality, and voluntarism. 
The Sunday school movement had an important role in teaching reading, often with 
the Bible as the only text. State intervention started in 1833 with a grant to Protestant 
schools for school-building—i.e. as financial help for voluntarism—and from 1847 a grant 
was paid for a limited scheme of teacher-training. As government involvement grew, a 
Royal Commission was established, though its recommendations were largely superseded 
by the Education Act 1870, which gave every child the right (at least in principle) to some 
form of schooling. School Boards were empowered (but not compelled) to provide 
elementary education, financed by a mixture of central and local revenues. The result­

ing system was a compromise in which the new board schools coexisted with the 
voluntary sector. Later developments made elementary school attendance compulsory 
between 5 and 10 (Mundella's Education Act 1880) and virtually free (the Fee Grant Act 
1891). 

Thus a process of gradual accretion over the nineteenth century led to a system of 
primary education which was compulsory and largely publicly funded. Of the many 
explanations of these changes one in particular is a recurring theme—the national-
efficiency argument, which justified state involvement in education on the grounds that 
it made labour more productive, thus contributing to economic growth. It is also 
argued that the 1870 Act was encouraged by the extension of the franchise in 1867, 
creating a need to educate the growing electorate. 

PUBLIC-HEALTH ACTIVITIES were the third breach in laissez-faire (Fraser 1984: ch. 3; Finer 
1952: chs. 5,7, and 8). In the first half of the nineteenth century, urbanization (largely 
the result of the Industrial Revolution) and population growth caused cities to grow 
rapidly, leading to a housing shortage and, connected with it, a sanitation problem. The 
poor in particular were afflicted by typhus and tuberculosis; and a series of cholera 
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epidemics, being water-borne, attacked everyone, including the middle classes with 
their ready access to water supplies. 

This was the problem. The solution again involves Edwin Chadwick (1842), whose 
Inquiry into the Sanitary Condition of the Labouring Population of Great Britain was 
remarkable for the high quality of its statistical analysis. Chadwick originally advo­
cated sewage disposal as a public enterprise on the grounds that ill health, by caus­
ing poverty, added to the cost of the Poor Law. The report, however, included wider 
grounds for intervention. Its main recommendation (though based on a faulty theory 
of the transmission of cholera) was that sewage should be separated from other water 
through the use of glazed pipes. The report met considerable opposition, both techni­
cal and based on financial, ideological, and political arguments. As a result, legislation 
was delayed and initially ineffective. After several false starts, the Public Health Act 1875 
established clear duties for local authorities, and remained the basis of most public-
health activities until 1936. 

This, then, was the situation in the 1870s. The state was slowly becoming involved in 
increasing areas of social and economic life; but, though the classical economists sup­
ported much of the new legislation, the prevailing doctrine was still largely laissez-faire. 

2. The Liberal reforms 

2.1. The origins of the reforms 

The next major development was the period of the Liberal reforms between 1906 and 
1914.2 Historians have debated at length this burst of activity so much at variance with 
the ideology of the nineteenth-century Liberal Party. Hay (1975) distinguishes three 
influences in particular which historians regard as underlying the reforms: pressure 
from below, changing attitudes to welfare provision, and institutional influences. 

PRESSURE FROM BELOW. There is a measure of agreement that working-class political pres­
sure was one of the origins of the reforms, though the relationship is far from simple. 
If reform was so popular, why was it not a major election issue; and why the long lag 
between electoral reform in 1867 and social reform in 1906-14? Pelling (1979:18) deals 
with the problem by denying the premiss, arguing that working-class pressure was 
negligible: 

The members of the working class as a whole, cynical about the character of society as they knew 
it, were yet fearful of change which would more likely be for the worse than for the better. They 
advanced into the twentieth century with little expectation of social improvement being engin­
eered by political means, and none at all of the 'welfare state' as we know it today. 

2 This section draws on Hay (1975). See also the Further Reading. 
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Hobsbawm (1964) argues that it was only unorganized workers who opposed reform. 
Nor was working-class pressure necessarily important for all the reforms. 

CHANGING ATTITUDES to welfare provision among the political elite arose inter alia out of 
the national-efficiency issue. The argument at its simplest was that economic growth 
depended on a healthy, educated workforce. In dramatic contrast with the Principles of 
1834, a speaker in parliamentary debate could argue: 'The future of the Empire, the tri­
umph of social progress and the freedom of the British race depend not so much upon 
the strengthening of the Army as upon fortifying the children of the State for the battle 
oflife' (Hansard (Commons), 18Apr. 1905, col. 539, quoted by Bruce 1972:152-3).The 
influence of the national-efficiency arguments is debated. At a minimum they made social 
reform politically respectable. 

A second reason for greater acceptance of intervention was a changed attitude 
towards poverty. Social surveys by Rowntree (1901) and Booth (1902) and the study 
of the health of Boer War recruits yielded much empirical information. The effects of 
these data on attitudes were complex; they suggested that poverty was more wide­
spread than had been believed, and that not all poverty, even among the able-bodied, 
was due to moral defect. They also raised doubts about the effectiveness of private 
philanthropy.3 

A third influence was the rise of collectivism. The 'Old Liberalism', which was 
opposed to state intervention, had twofold roots in the 'natural-rights' individualist 
philosophy of writers like Spencer (1884) and in utilitarianism.4 Between 1860 and 
1900, however, several philosophers, though in no sense advocating collectivism, sug­
gested that the traditional definition of individual freedom as absence of coercion was too 
narrow. It was argued (e.g. Hobson 1909: pt. II, ch. II) that 'positive freedom' should include 
not only economic freedom but also a measure of economic security. It followed that the 
state, in advancing individual freedom, should adopt an active role in social reform. 
This was the 'New Liberalism' (Freeden 1978). 

In the context of these changing ideas the German example became important. 
Between 1883 and 1889, largely as a counter to socialist agitation, the German govern­
ment under Bismarck had created a broad system of social insurance under which 
compulsory contributions gave entitlement to a system of guaranteed benefits, thereby 
removing the threat of the means test and poor house. The scheme was investigated by 
Lloyd George, and had a major influence on the shape of the National Insurance Act 1911 
(discussed below). 

INSTITUTIONAL INFLUENCES on the reforms included pressure groups such as the Friendly 
Societies, which represented the idea of working-class self-help. It is also argued that bur­
eaucracies like the civil service exerted an independent influence. McDonagh (1960) 

3 For the view that poverty was 'discovered' much earlier, see Himmelfarb (1984). 
4 The important distinction between a natural-rights and a utilitarian defence of individual freedom is discussed at 

length in Chapter 3, which also discusses the ideas of collectivist writers. 
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describes a process whereby, as awareness of a problem grew, a body of experts would 
be set up to investigate. As a result of its findings, awareness of the problem increased, 
and so did the volume of resources devoted to combating it. Experts thus contributed 
not only to the manner in which social problems were tackled, but also to the range of 
issues regarded as the proper province of public policy.5 

The reforms were central rather than local mainly because of the reluctance of cen­
tral government (despite several official inquiries) to reform local-authority finance 
in the light of regional inequalities, and the failure of local revenues to rise in step with 
expenditure.6 Finally, the reforms were outside the Poor Law partly because the latter was 
financed locally; partly to sidestep the long-established vested interests of local Poor Law 
institutions; and partly because of popular hostility towards the old system. 

2.2. The new measures 

Whatever their causes (about which historians continue to argue) and motives (dis­
cussed below), the reforms of 1906-14 were substantial by any standards and particu­
larly so in the context of the times. The new measures concerned children, pensions, 
unemployment, health, and fiscal policy. 

CHILDREN. The Education (Provision of Meals) Act 1906 permitted (but did not compel) 
local authorities to provide school meals for needy children; the Education (Admin­
istrative Provisions) Act 1907 introduced medical inspection of schoolchildren; and 
the Children Act 1908 made it a punishable offence for parents to neglect their children. 
The motives for these Acts were partly humanitarian and partly on national-efficiency 
grounds. 

PENSIONS. The Old Age Pensions Act 1908 'introduced a new principle into social policy. 
Hitherto relief had been provided . . . from local funds and only after a test of destitu­
tion. Now for the first time payments were to be made, as of right, from national 
funds . . . within strict limits of age and means, but with no test of actual destitution' 
(Bruce 1972: 178, emphasis in original). The Act introduced a non-contributory pen­
sion of five shillings (25 pence) per week for people over 70 whose income was below 
£31 per year, though it excluded previous recipients of Poor Law relief, and some 
people on moral grounds.7 

5 The government-failure literature discussed in Chapter 4, Section 5, argues that these forces can go too far and 
create inefficient upwards pressure on the size of government. 

6 The owner of my borrowed copy of Hay has written 'so what's new?' in the margin. 
7 History is full of small anomalies. An additional reason for the pensions legislation, according to Pelling (1979:11), 

was 'a loosening of the Treasury's purse strings (because of) the temporary lull in the naval building race, which was due 
to the destruction of Russian battleships in the Russo-Japanese War . . . Thus in a sense it was Admiral Togo, the victor 
of Tsushima, who laid the groundwork of Old Age Pensions and deserves to be remembered as the architect of the British 
Welfare State.' 

21 



Concepts 

UNEMPLOYMENT AND MINIMUM WAGES. Various earlier proposals to resolve the growing prob­
lem of unemployment had met with little success (see Harris 1972). Any acceptable 
solution had to meet four criteria (Hay 1975:50-1). It had to 'make the minimum alter­
ations in the normal workings of the labour market to satisfy individualists, economists 
and industrialists'. Secondly, ' i t . . . had to be largely self-financing in order to avoid 
unacceptable increases in direct taxation or the reintroduction of tariffs'. It had to be 
separate from the Poor Law to avoid the need to discriminate between the 'deserving' 
and 'undeserving' poor. Lastly, it had to be sufficiently attractive to head off any social­
ist threat. The resulting package had three elements: voluntary labour exchanges would 
assist the normal working of the labour market; there was to be a limited scheme of unem­
ployment insurance; and a Development Fund would finance counter-cyclical public-
works expenditure, mainly by local authorities. 

The scheme of unemployment insurance was limited: it applied only to a narrow 
range of industries; only workers earning less than £160 per year were covered; and 
benefits were low, to discourage deliberate unemployment. A variety of other indus­
trial legislation, including the Trades Disputes Act and the Workmen's Compensation 
Act in 1906, and the Trade Boards Act 1909, gave the government limited power to set 
minimum wages. It was recognized that unemployment and sickness were interrelated, 
so the National Insurance Act 1911 also contained health insurance. The combined 
package was financed by a weekly contribution of 9d. (3.75 pence), of which Ad. (1.67 
pence) was paid by the worker, the rest by the employer. 

HEALTH. Whereas unemployment insurance, according to Hay, was largely the result of 
working-class pressure, health insurance arose more from considerations of national 
efficiency. Prior to 1911 there were voluntary hospitals for those who could afford to sub­
scribe to them; for others Poor Law hospitals offered free and (for the most part) non-
stigmatizing health care (Abel Smith 1964: ch. 15). The 1911 Act did little to change these 
arrangements. Cover was extended only to the breadwinner, who was entitled to a 
sickness (i.e. cash) benefit, free medical treatment and drugs from a panel doctor, and 
access to a sanatorium. 

FISCAL POLICY. The fiscal controversies of the period concerned tariffs (which are not the 
issue here), and progressive income tax. The traditional economic argument was that 
taxation should be based on the principle of'equal sacrifice' (implying a poll tax), or of 
'equi-proportional sacrifice' (implying a proportional tax). Both approaches ruled out 
redistribution through the tax system. By the turn of the century, however, there was 
limited support for redistribution through tax-financed public expenditure. Edgeworth 
justified progressive taxation by appeal to the'least-aggregate-sacrifice' principle under 
which marginal rather than total sacrifice was to be equalized. Equal marginal sacrifice 
plus the assumption of diminishing marginal utility of income together imply progres­
sive taxation. 

A different line of argument by people like Hobson (1908) was that monopoly elements 
resulted in a suboptimal income distribution, leading to under-consumption. By thus 
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attributing unemployment to under-consumption which could be remedied by income 
redistribution, Hobson foreshadowed Keynes some thirty years before the publication 
of The General Theory. Others, notably socialists, saw progressive taxation as an issue of 
social justice, a subject to which we return in Chapter 3. 

BRIEF ASSESSMENT. In assessing the reforms, two hotly debated issues arise: what was their 
motive (discussed in Section 7.1); and were they particularly radical? It can be argued 
(Marsh 1980: 17) that the virtually simultaneous introduction of old-age pensions, 
unemployment insurance, sickness benefits, and progressive taxation, supported by the 
interventionist philosophy of the New Liberalism, constituted a fundamental break 
with earlier economic and political doctrines. 

However, a closer look at the individual programmes gives a less clear answer. The 
pension scheme, albeit non-contributory, was to some extent means-tested, and applied 
only to individuals over 70 who had never received poor relief and were not excluded 
on moral grounds. Its main purpose, it can be argued, was to improve national com­
petitiveness by weeding out inefficient labour (the national-efficiency argument again). 
Unemployment insurance was based in part on a weekly employee contribution of 4d. 
(i.e. lump sum and therefore regressive), and applied only to a few relatively skilled 
workers in some industries. Sickness benefits were financed by the same contribution, 
with similar coverage; and the health-care benefits applied only to the breadwinner. It 
can be argued, therefore, that the reforms were relatively minor and had limited cover­
age; and that only the pension scheme was substantially redistributive from rich to 
poor. The New Liberalism, from this viewpoint, was not very new; it still accepted 
capitalism unquestioningly, and in that sense was only a reinterpretation of the Old 
Liberalism. As we shall see in Section 4, strikingly similar issues arise in considering the 
novelty (or otherwise) of the 1935 US Social Security Act. 

Nor, in conclusion, were the Liberal reforms in any way unique. Germany, as we have 
seen, had introduced social insurance in the 1880s, motivated in part by fears of social 
unrest. New Zealand introduced non-contributory pensions in 1898, inter alia for rea­
sons of national efficiency, in the face of increased international competition on an 
economy highly dependent on its exports. By 1908 Denmark, Ireland, Austria, Czecho­
slovakia, and Australia also had social legislation of some sort. The Liberal reforms, 
though one of the earlier examples of nationally organized income support, were not 
the first; nor did they represent a major discontinuity either with previous arrange­
ments or with developments in other countries. 
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3. The First World War and the inter-war period 
in the UK 

3.1. Housing 

In contrast with the eventful years between 1906 and 1914, the period thereafter was 
largely a time of stagnation in social policy, with the important exception of housing. 
There were also major changes in unemployment insurance (Section 3.2). 

THE ROOTS OF STATE INVOLVEMENT. In housing, probably more than any other part of the wel­
fare state, past policies, notably during and after the First World War, have a crucial 
bearing on more recent institutions. Before 1914, virtually all housing was provided by 
the private market. By and large the system worked well for those who could afford it, 
but for the lowest income groups, particularly in large cities, it led to overcrowding and 
squalor (Gauldie 1974). In a strictly technical sense the housing market cleared, but 
policy-makers found the result unacceptable both for reasons of public health and 
public order, and for more charitable motives. Early legislation had little effect, mainly 
because it imposed no duty on local authorities to remedy poor housing. Though working-
class housing conditions continued to cause concern in the latter part of the nineteenth 
century, the response was limited mainly to philanthropic efforts (see Merrett 1979). 

By 1918, however, for at least three reasons, housing had become a problem for which 
existing methods were no longer regarded as adequate. First, there was an acute hous­
ing shortage because of falling supply (due to the cessation of building during the 
First World War, and the deterioration of older property) and rising demand (because 
people were living longer and marrying earlier, and mobility among young people was 
increasing). Secondly, this shortage was regarded as politically too sensitive to be left to 
private charity and discretionary local action. In 1918 large numbers of soldiers were demo­
bilized, and there were fears of social unrest (the Russian Revolution having occurred 
in the previous year). Lloyd George's promise in November 1918 'to make Britain a fit 
country for heroes to live in' was seen as a commitment on which it would have been polit­
ically dangerous to renege. 

The third reason why housing was thought to warrant government action was 
because intervention had already occurred, through the imposition of rent control in 
1915 as an emergency wartime measure. As we shall see in Chapter 14, rent control is rather 
like smoking—if one never starts one can do without, but once started it is hard to give 
up. By 1918 many people were unable to pay the market price of housing, which had risen 
sharply because of the shortage; at least as important, controlled rents had already 
assumed an aura of'fair' rents. 

Since immediate decontrol was politically impossible, the government chose to 
assume some responsibility for people dependent on renting at the lower end of the mar­
ket, through direct provision of housing at rents equivalent to controlled rents. 
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RESULTING ACTION. The resulting Housing and Town Planning Act 1919 (the Addison 
Act) contained three provisions: local authorities were invested with the duty of 
remedying housing deficiencies in their areas; house-building was to meet general 
needs rather than concentrating only on slum clearance; and the operation received 
a central government subsidy which underwrote the entire cost of house-building in 
excess of the product of a penny rate.8 In contrast with nineteenth-century thought, 
the Act embodied three new principles—central supervision, compulsion, and sub­
sidy. It had three long-term effects: the acceptance of housing as a legitimate area of gov­
ernment intervention, in the sense of public production as opposed only to regulation; 
the provision of accommodation at a subsidized rent, implying a view of housing as 
a social service; and the delivery of service by local authorities. The Act, together with 
rent control, laid a foundation for housing policy which lasted well into the post-war 
period. 

The Addison Act met with some success. However, generous subsidies, when the 
capacity of the building industry was already stretched by private-sector demand, 
led inevitably to soaring costs; and, when the post-war boom faltered, the resulting 
public-spending cuts (the sq-called Geddes axe) halted expenditure under the Act. 
Chamberlain's Housing Act 1923 reduced the subsidy and laid the burden of excessive 
costs on local revenues. But the subsidy was too small to help the worst off, and the 
scheme was used mainly by private builders for moderately priced houses for the 
middle class and the more affluent section of the working class. The hope that a 
process of 'filtering up' would free cheaper housing for the less well off remained 
unfulfilled, partly because controlled rents reduced housing mobility (a recurring 
theme). The Labour government of 1924 recognized that the subsidies were failing 
to reach the people who needed them most (another recurring theme). The Wheatley 
Act 1924 increased the subsidy on condition that it was used for houses to be let 
at controlled rents subsidized from local revenues. This stimulated local-authority 
building, and the Wheatley and Chamberlain schemes operated side by side, finally 
coming to an end in 1933 when it was felt that the housing shortage had been 
resolved. 

In sum, the First World War and its aftermath saw the introduction of rent control and 
the provision of subsidized housing by local authorities. But not everyone shared in the 
gains. Though the overall size of the housing stock increased, there remained a shortage 
of accommodation at rents the poor could afford. In particular, much local-authority 
housing remained beyond the reach of poorer workers, who still relied largely on the pri­
vate sector, a fact recognized by the 1938 Housing Act which continued rent control on 
smaller houses. It can be argued that the continuation of rent control perpetuated the 
initial shortage; there remained little incentive for the private sector to provide rented 
accommodation for the less well off. And the continuing story of local-authority hous­
ing (Chapter 14) was one of considerable subsidy, uneconomic rents, and long waiting 
lists persisting into the 1990s. 

8 i.e. the revenue raised by increasing local rates (property taxes) by 0.4 pence in the pound. 
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3.2. Unemployment insurance 

From 1920 to 1940 unemployment never fell below one million and reached a peak of 
over three million, in the face of which unemployment insurance qua insurance virtu­
ally collapsed. The story in many other countries involves similar problems, similar 
debates, and, in broad terms, similar solutions (Kaim-Caudle 1973). The case of the 
USA is taken up in Section 4. 

DEVELOPMENTS IN THE 1920s. The Unemployment Insurance Act 1920 extended the 1911 Act 
to more workers, and also paid an allowance for dependants. It was introduced hastily 
in the face of rising unemployment after the war, not least among demobilized soldiers. 
The Act was doomed to failure, since rising unemployment inevitably undermined the 
insurance aspect of the scheme. This led to continual juggling with contribution and benefit 
levels, and to a series of devices which sought to preserve the fiction of insurance while 
in reality paying benefits not financed by contributions, thereby violating the insurance 
principle. The payment of such benefits out of the insurance fund was partly because 
the locally financed Poor Law could not cope with mass unemployment and, equally impor­
tant, because the unemployed strenuously resisted the Poor Law. The realization grew 
only slowly that insurance has problems even with short-term unemployment, and is 
totally inadequate in the face of long-term or mass unemployment (a central topic of 
Chapters 5 and 8). 

As a result of the report of the Blanesburgh Committee, two benefits were introduced 
in 1927. Standard benefit was paid as an insurance benefit of indefinite duration to 
anyone who had made any contributions. Transitional benefit was payable as of right 
to those who did not satisfy even the minimal requirements of the insurance scheme, 
provided that they were 'genuinely seeking work'. Both benefits were paid from the 
insurance fund. Transitional benefit protected the unemployed from the Poor Law, 
which was reorganized in 1929, when the powers of the Guardians were transferred to 
Public Assistance Committees (PACs) run by local authorities. 

In 1930 the Labour government changed the regulations for transitional benefit in two 
ways: they made the benefit a charge on the Consolidated Fund (i.e. general government 
revenues) rather than the insurance fund; and they relaxed the 'genuinely seeking work' 
clause. As a result, the numbers receiving transitional benefit doubled within two 
months, at a cost of £19 million in its first year, just as the economic crisis came to a head. 

THE 1931 CRISIS AND THE BENEFIT CUTS. By the late 1920s one strand of policy was concerned 
with how unemployment benefits should be arranged and financed; another concentrated 
on the economic crisis more generally, and particularly on how unemployment could 
be reduced. Economic radicals, most obviously Keynes, with support from the Liberal 
Party and from various politicians in other parties, favoured expansionary public-works 
expenditure. Economic conservatives such as Prime Minister Ramsay MacDonald and 
Chancellor Philip Snowden followed the traditional orthodoxy, supporting expenditure 

26 

2. The historical background 

cuts, a balanced budget, and lower government borrowing.9 In the 1931 crisis the 
economic conservatives dominated. The decision to preserve the gold standard by 
stringent fiscal and monetary policy, particularly a cut in unemployment benefit, split 
the Labour Cabinet and led to the formation of a National Government under Ramsay 
MacDonald. In the face of expenditure cuts, unemployment and controversy mounted. 

The rapid escalation of benefit payments at a time of economic crisis led to immedi­
ate action. Benefits were cut by 10 per cent from 17s. (85 pence) to 15s. 3d. (76 pence) in 
1931. Standard benefit was limited to twenty-six weeks, and the administration of 
transitional benefit (renamed transitional payment) was transferred to the local PACs, 
though still paid from central funds. 

It is a matter of controversy whether real benefits fell, since prices had also declined. 
Between 1921 and 1931 the overall price of consumer goods fell by about 28 per cent, 
and those of food, clothing, and fuel and light by even more. Compared with 1927 
(when standard and transitional benefits were introduced), the price of consumer 
goods fell by 8 per cent, though the price of housing increased by 2 per cent (Feinstein 
1972: tables 61, 62). Possibly of greater importance as an explanation of the anger 
engendered by the cuts was the manner of their implementation. The role of the PACs 
in this context was crucial, and had ramifications for the relief of poverty which survive 
to the present. Eligibility for benefit was tightened, though with regional variation, 
which was itself a further cause of anger. The interpretation of the 'genuinely seeking 
work' condition became more harsh. Additionally, from 1931, in sharp contrast with 
arrangements after 1927, the PACs administered transitional payment on the basis of 
the stringent Poor Law household means test, which 'like the workhouse before it, was 
destined to leave an indelible mark on popular culture . . . long after its official demise 
Receipt of transitional payment through the PACs in effect put the unemployed right back 
on to the Poor Law' (Fraser 1984:194). 

It is often not appreciated that the desperate plight of many of the unemployed in the 
1930s was not typical of the country as a whole. The unemployment rate varied widely 
between regions, and long-term unemployment was concentrated in a limited number 
of decaying areas. While the unemployed suffered, living standards rose substantially for 
those in regular work. 

THE UNEMPLOYMENT ACT 1934 was based on the report of the Holman Gregory Royal Com­
mission in 1932, whose main recommendation was the complete separation of un­
employment insurance proper from measures to support the long-term unemployed. 
The Act, consequently, was divided into two parts. Part I extended compulsory in­
surance to more workers; restored benefits to their level prior to the 1931 cut; organized 
contributions on the basis of one-third each from worker, employer, and government; 
and established an independent committee to run the scheme, with responsibility only 
for those receiving insurance benefits. Part II dealt with unemployment assistance for 
people with no insurance cover, or whose cover had expired. Benefits were paid from 

9 The parallel with debates fifty years later is striking. 
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general government funds, and run on a national basis by the newly established Un­
employment Assistance Board. Payment was on the basis of need, in the light of family 
circumstances. The principle of less eligibility was finally laid to rest. Sixteen years after 
the end of the First World War, the UK had a system of unemployment relief which 
worked reasonably smoothly. 

The social measures of the 1906 -14 period were inadequate for the mass unemployment 
of the inter-war years. The Widows, Orphans and Age Contributory Pensions Act 1925 
(extended by a further Act in 1929) introduced the first national scheme of contributory 
pensions; the 1911 health-insurance scheme was enlarged; and there was action on hous­
ing. For the most part this legislation was a product of the 1920s. In the 1930s the welfare 
state was in abeyance, and new measures were little more than crisis management. The 
main lesson for the future was that laissez-faire capitalism could not solve the problem of 
unemployment—in this area, too, state intervention was necessary. When intervention 
came, in the form of rearmament and war production, the unemployment problem 
disappeared—an unhappy way of ending an unhappy period in British social policy. 

4. Inter-war poverty relief in the USA 

4.1. The roots of the 'New DeaP 

It is instructive at this stage briefly10 to discuss contemporaneous events in the USA, where 
government involvement in income support (at least at the federal level) began late by 
international standards. There was no American equivalent of the Liberal reforms, nor 
any analogue to the broadening of the UK welfare system during and after the First 
World War. Until 1935 it was accepted that, except in times of disaster, no able-bodied 
person need be without work. Public assistance was regarded as charity, and its receipt 
generally carried stigma. Until the 1930s such aid as existed came mainly from state and 
local government, though private schemes also had a limited role. By 1929 approx­
imately 75 per cent of all relief derived from public funds, mostly local. Until 1933 the 
federal government paid no grants and organized no programmes for relief or insurance, except 
for its own employees. Emergency appropriations were made occasionally in the face of 
local disasters, but no federal relief had ever been granted to the unemployed. 

Eligibility requirements and benefit levels varied widely by locality. Common among 
eligibility rules were taking the 'pauper's oath', disenfranchisement (in fourteen states), 
residency requirements, and the condition that recipients live in almshouses (US 
National Resources and Planning Board 1942:26-8). In states where relief was granted 
to people outside almshouses, payments were very low; and many localities gave 
benefits only in kind. 

10 For additional detail, see the Further Reading. 
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A detailed explanation of why these arrangements changed sharply in the 1930s lies 
outside the scope of this chapter and is, in any case, a matter of controversy. I shall do no 
more than set out the main questions. First, why did income support at a national level 
begin in the USA later than in almost any other industrialized country11 and, moreover, 
at a level which by international standards was low?12 The arguments are complex (for 
an overview, see Higgins 1981: ch. 4). Most writers concentrate on one or more of three 
sets of factors: the influence of ideology (see Section 7.1); the cultural and political 
heterogeneity of the USA (Gronbjerg etal. 1978; Katznelson 1978); and the influence of 
pressure groups (Menscher 1967; Derthick 1979; Weaver 1982: ch. 4). 

A second question is why the 1930s legislation took the shape it did. To a minor 
extent it was influenced by the experience of other countries, notably the UK, Germany, 
France, Sweden, and Canada. Considerably more important was the desire to head off 
more radical proposals. Douglas (1925) advocated a system of family allowances for depen­
dants. The Townsend Plan in the early 1930s called for a monthly pension of $150 for 
everyone over 60. Simultaneously, Huey Long was pursuing his populist campaign to 'share 
our wealth'. The Social Security Act 1935 was in part 'a compromise measure to blunt 
the political appeal of the enormously expensive and essentially unworkable Town-
send Plan' (Pechman etal. 1968:32). 

Why, finally, did reform occur when it did? Well before the 1930s, pressures for 
change were emerging out of various long-run developments, notably technological 
innovation, the decline of the family farm, and decreasing average household size 
(Wilensky and Lebeaux 1965: 341-8). However, the crisis of the 1930s brought devel­
opments to a head. As unemployment mounted after 1929, local expenditure on relief 
rapidly outstripped declining tax revenues; and emergency assistance by states ran into 
similar problems, so that federal participation became inevitable. Under Title I of the 
Emergency Relief and Construction Act 1932, $300 million in federal funds were made 
available for loans to states to help in their relief efforts.13 

4.2. The Social Security Act 1935 

Between 1933 and 1935 the federal government played an increasing financial and 
administrative role. The Civilian Conservation Corps, the Public Works Administra­
tion, and the Federal Civil Works Administration organized public works; the Federal 
Surplus Relief Corporation distributed surplus commodities to the needy; and the 
Federal Emergency Relief Administration supervised federal grants to states for unem­
ployment relief. This last had the greatest impact, both at the time and through its 
influence on subsequent legislation. The use of federal funds gave federal government 

1' By 1930, twenty-seven countries had public schemes of poverty relief of some sort. Among industrialized coun­
tries only Norway, Japan, and Switzerland started later than the USA (Pechman et al. 1968: app. C). 

12 Why, to use Wilensky and Lebeaux's (1965) concept, did the USA adopt a residual model of welfare? We return to 
this issue in Section 7.1. 

13 Repayment of these loans was eventually waived. 
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a measure of influence over the state programmes, in particular on benefit levels and admin­
istration, and these features were carried over into the permanent legislation.14 

THE 1935 SOCIAL SECURITY ACT created what, for the USA, was a broad-ranging scheme. It estab­
lished two major insurance schemes and three major forms of assistance, administered 
by a new Social Security Board whose powers and duties were set out in Title VII of the 
Act.15 

Federal Old Age Benefits (Title II) were financed by contributions from employees and 
employers under Title VIII and, as originally envisaged, were to be run largely on actu­
arial lines with respect to both benefit levels and financing (as we shall see shortly, 
neither resolve was effected). 

Federal assistance to states for unemployment compensation was granted under 
Title III, financed by taxes levied on employers under Title IX. Unlike the pension 
scheme, which was federal, unemployment insurance was organized by states, which had 
wide discretion over the precise form of their arrangements. Though the scheme (being 
insurance) provided no benefits for individuals currently out of work, this was much the 
most controversial part of the Act, many employers being bitterly opposed to any form 
of unemployment compensation. Nevertheless, by 1937 all the states and territories 
had such a scheme. 

Old Age Assistance (Title I) provided for means-tested cash payments to the elderly 
through federal grants to states with approved schemes. It was envisaged that costs 
would decline as the insurance benefits under Title II became payable. By 1940, fifty-one 
jurisdictions offered Old Age Assistance.16 

Aid to the Blind (Title X) provided federal grants to approved state plans of aid to the 
needy blind. By 1940, forty-three states qualified for federal funds. 

Aid to Dependent Children (Title IV) paid federal grants to states giving cash assis­
tance to families with needy children 'under the age of 16 (or under the age of 18 if 
found by the State agency to be regularly attending school) . . . deprived of parental 
support or care by reason of the death, continued absence from the home, or physical 
incapacity of a parent'.17 By 1949, forty-two jurisdictions had schemes of this sort which 
qualified for federal funds.18 

THE 1939 AMENDMENTS to the Social Security Act stressed its welfare objectives and broad­
ened its scope. The strict actuarial principles of the 1935 legislation were diluted; in­
surance benefits became payable to dependants of aged recipients, and to widows and 
children of workers covered by the scheme; payments were to begin in 1940 rather than 

14 For further details of the emergency programmes, see US Federal Emergency Relief Administration (1942), and US 
National Resources and Planning Board (1942:26-7). 

15 For the wording of the Act itself, see Social Security Act, 14 Aug. 1935, ch. 531,49 Statutes at Large 620, or, for an 
edited version, R. B. Stevens (1970: 167-80). 

16 The forty-eight continental states, plus Washington DC, Alaska, and Hawaii. 
17 Social Security Act 1935, Title IV, section 406(a). Phrase in parentheses added by an amendment in 1939. 
18 A further eight states (Alaska, Connecticut, Illinois, Kentucky, Mississippi, Nevada, South Dakota, and Texas) 

operated schemes without federal funds (US National Resources and Planning Board 1942:83). 
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1942; benefits were tied to average earnings over a minimum period, thus breaking 
the link with lifetime contributions; and the earnings test prescribed by the 1935 Act was 
slightly liberalized before the first benefits were paid.19 The financial basis of the scheme 
also changed. The intention of accumulating an actuarial fund was abandoned, and 
benefits for the elderly and their dependants were paid almost entirely out of current 
contributions (i.e. the scheme was organized on a Pay-As-You-Go (PAYG) rather than 
a 'funded' basis, an issue discussed at length in Chapter 9). 

BRIEF ASSESSMENT. To a greater extent than the Liberal reforms, the Social Security Act can 
be criticized as in certain respects timid. The Act, admittedly, was an improvement on 
earlier arrangements: the range of benefits was broader, the age requirements for retire­
ment more liberal, and the eligibility restrictions on residence and citizenship less strin­
gent; and benefits were paid in cash, this being a condition of the federal contribution 
to state schemes. 

In important respects, however, 'the . . . Act may be reasonably regarded as a conser­
vative legislative solution to a difficult and explosive problem' (Pechman etal. 1968:32). 
First, though the federal government ensured some uniformity, state programmes still 
varied widely in terms of benefit levels and eligibility requirements. Secondly, the insur­
ance arrangements were severely constrained: in 1940 only about 60 per cent of work­
ers were covered; benefits were intended originally to bear a fairly simple relationship 
to contributions, thus ruling out any substantial redistribution (though this aspect was 
relaxed somewhat by the 1939 amendments); and the insurance benefits were subject 
to an earnings test. Thirdly, the assistance measures were categorical—that is, they 
granted aid only to individuals falling into one of the three categories: aged, blind, or 
dependent child—since it was felt that only these groups should ever require assistance. 

The importance of the original Social Security Act, it can be argued, lies less in its con­
tent, which was in many ways rather conservative, than in the reform process itself: first, 
the Act gradually brought about public acceptance of income support as a permanent 
institution; secondly, and very relevant to reformers elsewhere, the use of carefully 
designed subsidies to states enabled the federal government to impose some uniform­
ity on state programmes. 

5. The Second World War and its aftermath 

5.1. Wartime activity 

POLICY. The final climacteric in the development of the welfare state occurred in the years 
1940-8. The Second World War was a total war; everyone s life was affected, and this, it 

19 These changes were based on recommendations in US Advisory Council on Social Security (1938), which contains 
valuable background information. For details of the legislative history, see Myers (1965: ch. 4) or, more briefly, Pechman 
etal. (1968: app.B). 
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is argued, led to important changes in attitude. The totality of the war effort forced the 
UK government to adopt powers (rationing and the direction of labour, for example) 
on a scale hitherto unknown. It also reduced social distinctions; unlike the divisive 
unemployment of the 1930s, food shortages and bombs affected all social classes 
(though not all areas) equally. The pressure of common problems prompted the adop­
tion of common solutions. Attitudes were changed also by increased awareness of social 
problems as social classes mingled during the war. In the armed services men who 
would otherwise have led separate lives were thrown together. Evacuation, too, 'was 
part of the process by which British society came to know itself, as the unkempt, ill-clothed, 
undernourished and often incontinent children of bombed cities acted as messengers 
carrying the evidence of the deprivation of urban working-class life into rural homes' 
(Fraser 1984:210). 

As well as planning for the future, there was some action on social policy as a direct 
result of the war, including action on school meals, the transformation of the Un­
employment Assistance Board, and dramatic changes in the organization of health 
care. As a result of wartime food shortages, school meals and school milk, previously a 
form of charity, became a normal feature of school life. The needs of wartime diversified 
the activities of the Unemployment Assistance Board (renamed the Assistance Board). 
In particular, wartime inflation adversely affected pensioners, and legislation in 1940 
allowed the Board to pay supplementary pensions on the basis of need. By 1941 it dealt 
with ten pensioners to every one unemployed person. It also helped others who fell out­
side the traditional categories—victims of bombing, evacuees, dependants of prisoners 
of war, etc. As a direct result of the war, the Assistance Board became a generalized relief 
agency and so foreshadowed the National Assistance Board of 1948. 

From 1939 onwards there were two sorts of hospital patient. Some received emergency 
treatment, which was free, and financed and organized nationally. Others had to take their 
turn, as previously, in a voluntary or municipal hospital. Payment in the latter two cases 
was generally through membership of a contributory scheme to a voluntary hospital, 
or through a means test (Abel Smith 1964: ch. 26). Initially only military personnel fell 
into the emergency category, but wartime exigencies extended the services to an ever-
widening group of people. This served as an example of large-scale, state-financed 
health care and also exposed the deficiencies of the old system. 

PLANNING FOR THE POST-WAR PERIOD. The Beveridge Report (1942) has pride of place on the 
planning front. It was based on three assumptions: that a scheme of family allowances 
would be set up; that there would be a comprehensive health care service; and that the 
state would maintain full employment. The report envisaged a scheme of social insur­
ance which would be'all-embracing in scope of persons and of needs. . . . Every person 
. . . will pay a single security contribution by a stamp on a single insurance document 
each week.... Unemployment benefit, disability benefit [and] retirement pensions 
after a transitional period . . . will be at the same rate irrespective of previous earnings' 
(ibid. 9-10). Benefits were to be paid also for maternity, and to widows and orphans. 
Coverage was to be compulsory and (in contrast with the 1935 US Social Security Act) 
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universal in respect of individuals and risk. Flat-rate contributions would give entitle­
ment to flat-rate, subsistence benefits; there would be no means test; and the scheme was 
to be administered nationally. 

The 1944 White Paper, Social Insurance (UK Government 1944), accepted most of these 
recommendations, and became the basis of the National Insurance Act 1946. In the 
same year two other major White Papers were published. A National Health Service (UK 
DoH 1944) envisaged 'a comprehensive service covering every branch of medical and 
allied activity' providing free treatment on a universal basis, financed out of general tax­
ation. Employment Policy (UK Department of Labour 1944) was very much a Keynesian 
document. It committed the government to 'the maintenance of a high and stable level 
of employment', brought about, where necessary, by counter-cyclical deficit spending. 
The economic radicals of 1931 had finally come into their own. 

The major piece of social legislation during the war was the Education Act 1944, 
based on Butler's 1943 White Paper (UK Board of Education 1943), which set the foun­
dation for post-war education. It created a comprehensive national system of what the 
Act called primary, secondary, and further education. Primary and secondary education 
were to be free up to school-leaving age, which was to be raised to 15 in 194520 and to 16 
as soon as possible thereafter. 

ASSESSING BEVERIDGE. The original Beveridge proposals have four central characteristics (see 
Harris 1977 for fuller discussion). 

• Strategic. The true novelty of the proposals was their replacement of the old, 
haphazard system by a coherent strategy embracing social insurance, family 
allowances, national assistance paid out of central revenues, the National Health 
Service, and (possibly crucially) a presumption of high employment. Thus the 
Report was not a ragbag of recommendations, but a set of proposals which fitted 
together as a strategic whole. 

• Universal. Coverage was mandatory for everyone with an employment record. 
The motivation was not a predilection for collective provision, but Beveridge's 
insistence that this was the only way to avoid the gaps experienced during the Great 
Depression. 

• Actuarial. The proposals were modelled as closely as possible on private, actuarial 
insurance: flat-rate benefits were based on flat-rate contributions related to the 
average risk, and his original proposal was that the state pension scheme should be 
funded. 

• Parsimonious. Beveridge argued that the main insurance benefits should be at or 
above the poverty line, so that recipients would not need to apply for means-tested 
benefits. For incentive and fiscal reasons, however, he advocated a parsimo­
niously defined poverty line, with a stringent test to ensure that unemployment 
was genuine. 

20 The school-leaving age had been set at 14 under Fisher's Education Act 1918. 
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The emphasis on poverty relief is particularly important. The Beveridge approach 
concentrates on poverty relief, in sharp contrast with the Bismarck approach (earnings-
related contributions giving entitlement to earnings-related benefits), with their 
explicit emphasis on income-smoothing. 

5.2. Policies 1946-1948 

The 1945 Labour government was armed with a large parliamentary majority and a 
stack of White Papers, many of which had met with Conservative approval during the 
wartime coalition. Under the Family Allowance Act 1945 a payment of 5 shillings (25 pence) 
was made for the second and subsequent children in each family. The benefit was uni­
versal and paid out of general taxation. 

The National Health Service Act 1946, based on the 1944 White Paper, established a 
national system of comprehensive health care available universally at no charge. The sys­
tem was financed from general taxation, except for a small proportion from national-
insurance contributions. The detailed arrangements (Abel Smith 1964: chs. 27-9) 
involved considerable discussion with the medical profession. 

The National Insurance Act 1946 was based on the 1944 White Paper, which in turn 
followed closely the recommendations of the Beveridge Report. All insured persons 
were required to buy a weekly stamp (to which the employer also contributed), whose 
cost varied by age, sex, and marital and employment status. An employed person was 
eligible for flat-rate benefit under seven heads, including unemployment, maternity, 
sickness, widowhood, retirement, and a death grant to cover funeral costs. Beveridge 
had envisaged that it would take twenty years to build up entitlement to a full retirement 
pension, but in the event the Labour government implemented full pensions from 
October 1946. 

Alongside the National Insurance Act was the National Insurance (Industrial 
Injuries) Act 1946, which entitled those injured at work to various benefits (usually at a 
higher rate than sickness benefit), financed by an identifiable component of the national-
insurance contribution. Because the scheme was compulsory it was possible to pool 
risks across industries with higher and lower accident rates (see Chapter 5, Section 4.1). 

The National Assistance Act 1948 established a safety net for those whose needs were 
not covered (or not fully covered) by insurance. The Act, like the other major Acts, was 
universal in approach. The old Assistance Board became the National Assistance Board, 
administering means-tested benefits to those not in full-time work, whose income was 
below subsistence. In doing so it assumed the residual functions of the local PACs left 
over from the Poor Law, which were explicitly repealed by the Act. 

The legislation of 1944-8 was, on the whole, successful. If the welfare state has any offi­
cial birthday, it is 5 July 1948, when the provisions of the National Insurance, Industrial 
Injuries, National Assistance, and National Health Service Acts came simultaneously into 
effect, family allowances and higher pensions having been implemented in 1946. With 
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unemployment below 250,000, the insurance fund made a surplus of £95 million in its 
first year, but the National Health Service cost more than anticipated. 

There is considerable debate about the importance, or lack of it, of the Second World 
War in bringing about this legislation. Some writers (Titmuss 1958: ch. 4; Marshall 
1975) regard the war as a sine qua non for subsequent events, others (Glennerster 1995: 
ch. 1) as merely one of a long chain of formative influences. 

6. Post-war developments in the UK and USA 
This section reviews and briefly compares post-war developments in the UK and USA, 
concentrating mainly on cash benefits. Discussion of health care, education, and hous­
ing is deferred to the relevant chapters. For fuller assessment, see Glennerster (1995). 

6.1. The UK 
At risk of oversimplifying, the post-war story can be divided into two phases defined 
by the watershed of the 1976 economic crisis. The first period saw consolidation and 
extension, the second a series of attempts to restrict the growth of social spending. 

CONSOLIDATION AND EXTENSION. The contributions regime was the first to show stress. An impli­
cation of a self-balancing fund is that total contributions must match total benefits. 
Since contributions (being flat-rate) could not exceed the reach of a low-paid worker, 
benefits, too, had to be low. In a fundamental reform, the 1975 Social Security Act 
replaced the weekly stamp with an earnings-related contribution for all employed per­
sons. One effect of the changes was to enable the insurance system to redistribute from 
rich to poor (see Chapters 8 and 9). 

National-insurance benefits remained broadly unchanged for twenty years. During 
the later 1960s and early 1970s there was much political wrangling over a series of 
proposed pension reforms. The Social Security Pensions Act 1975—one of the most 
important pieces of social legislation since 1948—was in some ways a blend of these 
proposals (see UK DHSS 1974). It introduced wide-ranging earnings-related pensions 
and, for the first time, gave a statutory basis for the indexation of benefits, which were 
intended to rise in line with average earnings. 

The system of family support advocated by Beveridge remained largely intact until the 
late 1970s. It had two strands: a taxable family allowance for the second and subsequent 
child in any family; and an income-tax allowance for all children. The resulting system 
was complex and did not give the greatest benefit to the poorest families (such inter­
relations between the tax and benefit systems will be a recurring theme). To avoid these 
difficulties the Child Benefit Act 1975 (a remarkable year for social legislation) abolished 
family allowances and child tax allowances, replacing them with child benefit, a weekly, 
tax-free cash payment in respect of all children in the family, with an additional payment 
for single parents (see Chapter 10). 
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Assistance benefits are also discussed in Chapter 10. The National Assistance Board 
was abolished in 1966, and a Supplementary Benefits Commission with wide discretionary 
powers established. Contrary to Beveridge's expectations, there was a large increase 
over the years in the number of recipients. 

The 1960s saw the'rediscovery' of poverty (Abel Smith and Townsend 1965), including 
poverty among working families, who were normally not eligible for supplementary benefit. 
One response was the introduction in 1971 of family income supplement, a cash benefit 
for working families with children. The scheme's success was limited by problems with 
take-up (i.e. potentially eligible families not applying), and (again) anomalous inter­
actions between the tax and benefit structures. At certain income levels, for instance, a 
family was eligible for family income supplement, but also liable for income tax. 

More generally, the years after 1960 saw a proliferation of assistance benefits. Some 
directly parallelled the insurance scheme (e.g. pensions for people too old to have an 
adequate post-1948 contributions record); others were means-tested; and the relation 
between different benefits, and between benefits generally and the tax system, became 
complex and muddled, raising problems of the 'poverty trap' discussed in detail in 
Chapter 10, Section 3. By the early 1970s there were over fifty benefits outside national 
insurance (UK Select Committee on Tax Credit 1973:47-8). 

A snapshot of the welfare state in the mid-1970s shows a system with earnings-related 
contributions, with the major benefits at least partially earnings-related and indexed to 
average wages, and with a growing array of assistance benefits. The welfare state, it must 
have appeared to its proponents, was coming into full flower. The seeds of retrenchment, 
however, had already been sown. The effects of the first oil shock in late 1973 included 
rapidly accelerating inflation. The economic situation deteriorated rapidly, forcing the 
government sharply to tighten its macroeconomic policy as part of the conditions for 
a standby loan from the International Monetary Fund in 1976. The later 1970s were times 
of tight spending limits. The first Thatcher government took office in 1979. 

ATTEMPTED RETRENCHMENT. By the late 1980s the picture was different (for a more detailed 
account, see Martin Evans 1998). The concerns of the 1960s and 1970s were coverage 
and adequacy of benefit; those of the 1980s were efficiency, labour-market incentives, 
and fiscal constraint. Unemployment benefit became less generous through a series of 
cumulative changes (Atkinson 1995a: ch. 9, app.); indexation became less generous by 
tying the major benefits to changes in prices rather than earnings; and a series of meas­
ures tipped the balance increasingly towards means-tested benefits (Martin Evans 
1998: tables 7.3 and 7.15). 

A'fundamental review' of income transfers (UK DHSS 1985a, b) set out with radical 
intentions, including privatizing all pensions except the basic pension. In the event (UK 
DHSS 1985c), the main changes were to reduce the state pension for individuals retir­
ing after the turn of the century (see Chapter 9, Section 5) and to allow individuals to 
opt out of the state earnings-related scheme and occupational schemes and instead to 
have a personal pension. The review also introduced changes to income-tested benefits, 
mainly through measures to alleviate the poverty trap (Chapter 10, Section 3). 
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The real income of the population as a whole increased by 36 per cent between 1979 
and 1990. However, inequality increased to such an extent that the poorest 10 per cent 
of the population were 13 per cent absolutely worse off in 1993/4 than they had been in 
1979, while the real income of the richest decile rose by 60 per cent (Hills 1997:37). Though 
poverty can be measured in different ways (Chapter 6, Section 2), poverty increased 
unambiguously (see Chapter 6, Section 2.3, and Chapter 10, Section 3.4). 

It is widely believed that attempts at retrenchment (a) were driven by ideology and 
(b) reduced the size and scope of the welfare state. The evidence (Glennerster 1995: 
ch. 1; Glennerster and Hills 1998) does not support that view. Though ideology was doubt­
less part of the story, external factors—successive oil shocks, increasing global pressures 
(Chapter 1, Section 3), and ageing populations (Chapter 9)—were more potent driving 
forces. Furthermore, notwithstanding a contrary policy intention, successive Thatcher 
administrations did not reduce the share of national income devoted to welfare-state spend­
ing. The detailed story is taken up in the relevant chapters. 

6.2. The USA 

The US story, too, can be presented in two phases. Living standards rose fairly rapidly 
from the late 1940s until 1973, thereafter growing much more sluggishly. 

EXPANSION. Developments in the USA in the 1940s lay outside the social-security system. 
The Full Employment Act 1946, which represented a considerable departure from pre­
vious policies, imposed on federal government the (implicitly Keynesian) responsibil­
ity for the maintenance of full employment. 

In the years after 1950 the insurance scheme was steadily broadened to the point 
where, together with various related programmes, virtually all workers and their 
dependants were covered. The parallel extension of risks covered is conveniently sum­
marized by the changing name of the scheme: the 1935 Act concentrated on Old Age 
Insurance (OAI); survivor benefits were added in 1939 (OASI); disablement benefits 
in 1956 (OASDI); and various health benefits for the elderly and the poor in 1965 
(OASDHI) (for legislative details, see R. B. Stevens 1970: 758-75). 

The benefit regime established by the 1935 Act was also liberalized: there were pro­
portionately larger increases for lower-income workers (increasing the scheme's redis-
tributive impact); benefits for survivors and dependants were raised relative to those for 
the insured person (increasing the support given to families); and the rules about the age 
of retirement were relaxed. 

There was considerably less change in the system of assistance benefits. Aid to the 
Permanently and Totally Disabled was established in 1950; and Aid to Dependent 
Children (renamed Aid to Families with Dependent Children) was liberalized in vari­
ous ways in the 1960s. Of particular note, states were given the option after 1962 of 
paying benefit not only where the father was absent or disabled, but also where he was 
unemployed. 
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Health care for recipients of assistance ('medicaid') was introduced in 1965, at the same 
time as its inclusion for the elderly under the main insurance scheme ('medicare'), with 
major implications for expenditure on health care (see Chapter 12, Section 4.1). 

The 1960s saw a 'welfare explosion'—a dramatic expansion in the size and cost of Aid 
to Families with Dependent Children. The increase was particularly great in the states 
with the largest cities, especially in New York and California. 'Governor Reagan complained 
last night that California's "permissive" welfare system is encouraging teenaged girls 
to become pregnant and subsidizing hippie communes at poor folks' expense. "The 
Age of Aquarius smells a little fishy," he told a sympathetic audience of conservative 
Republicans' (San Francisco Chronicle, 14 Sept. 1970, p. 37). The phenomenon evoked 
considerable concern, particularly because it coincided with a period of low unemploy­
ment and sustained economic growth (see David Gordon 1969; Barr and Hall 1981). 

Poverty became a major political issue in the 1960s for the first time in thirty years, 
not just as a defensive response to the escalating numbers receiving assistance but also 
for more positive reasons, at least during President Johnson's 'War on Poverty' (US 
President's Commission on Income Maintenance Programs 1969). With hindsight, 
however, the response was long on words but muted in action. There were a number of 
experiments with negative income tax (see the Further Reading to Chapter 11), but 
changes ex post were small. 

THE GROWTH SLOWDOWN. Two overarching facts explain much of US social policy since 
1973: growth slowed down, and inequality increased sharply, as discussed in more 
detail in Chapter 6, Sections 2.3,4.3. In principle, more—and more redistributive—trans­
fers might have been able to protect the poor. In practice, the USA provides income 
transfers to working-age people only parsimoniously (Burtless 1987 describes how eli­
gibility requirements for unemployment benefit tightened; for fuller assessment, see 
Blank 1997a: ch. 3). Americans of working age are thus very dependent on earnings; 
and, since there is no equivalent of family allowance, American children are very depen­
dent on their parents' earnings. The combined effects of stagnating growth, rising 
inequality, and parsimonious transfers thus led inexorably to an increase in poverty. The 
poverty rate fell from 22 per cent of the population in 1950 to 11 per cent in 1973; over 
the following two decades, notwithstanding a 27 per cent increase in real per capita 
income, it increased to 14.5 per cent (Gottschalk 1997). The composition of the total 
changed sharply, with less poverty among the elderly (reflecting expanding social secur­
ity and private pensions) and more among children (reflecting rising numbers of 
single-parent families). Welfare reform in 1996, shifting much of the responsibility for 
poverty relief to states, did nothing to reverse the trend (see Blank 1997b). 

In 1965, Wilensky and Lebeaux (1965: pp. xvi-xvii) argued that the 'United States is 
more reluctant than any rich democratic country to make a welfare effort appropriate 
to its affluence. Our support of national welfare programs is halting; our administration 
of services for the less privileged is mean. We move toward the welfare state but we do it 
with ill grace, carping and complaining all the way.' Thirty years later, little had changed: 
'Government transfer programs had little effect in ameliorating the trend towards 
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inequality. If anything, these programs become less effective in redistributing incomes 
to low-income families after 1979' (Burtless 1996a: 289). 

6.3. Comparative issues 

Four strategic issues are the subject of much of the rest of the book: the role of employ­
ment; the importance of social insurance; the relation between the benefit and tax sys­
tems; and the continued and substantial reliance on means-tested benefits. 

A high level of employment was initially seen in both countries as the primary 
method of income support. The UK government committed itself to such policies in its 
wartime White Paper (UK Department of Labour 1944). The US analogue was the Full 
Employment Act 1946. The retreat from these commitments and the increased empha­
sis on labour-market flexibility in both countries in the 1980s is discussed in Chapter 1, 
Section 3. 

Social insurance was the major line of defence. The coverage of the UK 1946 National 
Insurance Act was broader in three important ways than the US Social Security Act as 
amended in 1939: it dealt with contingencies such as sickness and maternity, which 
were not covered by US legislation; its coverage was virtually universal with respect to 
individuals; and, as its name implied, it was a national scheme (so, too, were assistance 
payments). In contrast, the US system (apart from federal retirement and disability 
insurance and, later, health insurance for the elderly) was organized by states. 

The original intention of both Acts was to emulate private, actuarial insurance, both 
generally, and particularly in the way pensions were to be paid from an accumulated fund. 
But political pressures and favourable demographic and economic trends resulted 
instead in pensions paid largely out of current contributions, starting in 1940 (USA) and 
1946 (UK); and over the years political pressure led to further erosion of actuarial prin­
ciples, as the coverage of both schemes was broadened and the relation between con­
tributions and benefits relaxed. The overall result, in a UK context, was considerable 
erosion of the Beveridge strategy. The extent to which such benefits are (or should be, 
or can be) true insurance is one of the main topics of Chapters 5,8, and 9. 

Tax expenditures (see Chapter 7, Section 1.1) served in both countries to buttress social 
insurance. Parallel to public pensions, for instance, was the tax relief granted to private 
schemes. Both methods provide income support for the elderly, though often with 
very different distributional consequences. That tax expenditures should properly be 
included in any assessment of income support has long been recognized in the 
academic literature, though awareness of the issue by politicians has come more slowly. 
Income tax is relevant also because of the increasing overlap between taxpayers and 
benefit recipients. Some social-insurance benefits are taxable, an issue of acute relevance 
when (in sharp contrast with the 1940s) most earners are above the income tax thresh­
old and where husband and wife pay income tax as separate individuals. The overlap 
is crucial also in connection with income-tested benefits, as we shall see in Chapters 10 
and 11. 
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Reliance on means-tested benefits continued in both countries (and in many others) 
on a substantial—and latterly a growing—scale, despite the existence of wide-ranging 
social insurance and tax expenditures, and notwithstanding Beveridge's expectation 
that the assistance measures would become residual. This was partly because in the UK 
many of the insurance benefits were below the subsistence level established by national 
assistance (thus violating what Beveridge regarded as an essential ingredient of his pro­
posals), and partly because of problems with take-up. As a result, means-tested assistance 
continued in both cash (income support, Aid to Families with Dependent Children) and 
kind (free medical prescriptions in the UK, 'medicaid' and food stamps in the USA). 

The persistence of these benefits, and the large numbers of people involved, demon­
strate that insurance and related measures were only partially successful in abolishing 
'want'.21 Studies in both countries (Hills 1997; US Panel on Poverty and Public 
Assistance 1995) showed continuing and widespread poverty, partly due to factors out­
side the direct scope of income support (e.g. racial discrimination). But poverty was also 
found among the elderly and the unemployed, to whom social insurance was directly 
relevant. 

Finally, as we have seen, there were two substantial differences. There remained a 
complete absence in the USA of any analogue of child benefit, notwithstanding the 
many countries which had such arrangements (France introduced the first scheme 
before the First World War).22 Nor, despite attempts at major reform in the early 1990s, 
was there anything remotely resembling the UK National Health Service. This remains 
true in the late 1990s. 

7. Concluding issues: From the past to the present 

7.1. Interpreting the forces creating the welfare state 

Given the variety of influences on the welfare state, it is not surprising that there is con­
troversy over their relative importance. The key issue is whether the dominant factor was 
ideology or the nature of the industrial process. The ideological debate concentrates on 
the motives underlying social legislation. A liberal (as defined in Chapter 3, Section 1) 
interpretation of history attributes the development of the welfare state to the quest for 
social justice, and sees the events described earlier as progress along a road towards the 
good society. Fraser (1984: 157) writes of Lloyd George's 1909 'People's Budget' that 
' [here] was the essence of the novel approach: financial policy geared to the social needs 
of the people; the budget as a tool of social policy'. 

2' This is not to imply that income-testing is necessarily a sign of a failing system of income support. The Australian 
system uses means-testing, but more to exclude the rich than to try to include only the poor. For a summary of social-
security institutions worldwide, see US Department of Health and Human Services (1997). 

22 For a review and international comparison of family allowances, see Ditch et al. (1997) and Kamerman and Kahn 
(1997). 
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Marxists, per contra, did not see the welfare state as arising out of a concatenation of 
disparate events, and certainly not as the result of a quest for social justice. They argue 
that the primary motive of social legislation was the protection and preservation of the 
capitalist system. The welfare state, according to this view, fills two roles: it helps to meet 
the needs of the capitalist industrial system for a healthy, educated workforce; and it is 
the 'ransom' paid by the ruling elite to contain social unrest. To a Marxist, the Liberal re­
forms were very limited and intended mainly to preserve the existing economic system. 
Unemployment, sickness, and health benefits under the 1911 National Insurance Act 
applied only to limited classes of worker; and some historians argue that one of the 
main motives of the 1908 Pension Act (the only substantially redistributive measure) was 
to weed out of the workforce older men and women whose presence was reducing 
Britain's industrial efficiency in the face of international competition. These different views 
of the welfare state are discussed in more detail in Chapter 3, Section 5.3. 

Ideology, then, can be argued to have fostered the development of the welfare state either 
in the quest for social justice or as 'capitalist conspiracy'. But is ideology actually very impor­
tant? The theory of convergence (see the Further Reading) is based on detailed studies of 
how welfare states (under whatever name) have arisen in different countries. The theory 
is based on two propositions: that all countries, whatever their dominant ideology, have 
over time developed similar industrial structures, and that a welfare state in one form 
or another is an inevitable concomitant of that industrial structure. The theory there­
fore bases its argument on technological determinism. At its strongest, it asserts that the 
dominant force in the development of the welfare state is industrialism—and, more 
recently, global pressures—and, by implication, that ideology is largely irrelevant. 

Ideology or technological determinism? I make no serious attempt to judge the two 
theories. However, the world is a complicated place, and I have a profound suspicion of 
almost any unicausal explanation of anything. Most industrial countries face similar prob­
lems of unemployment and pockets of poverty, so it is not surprising that many have 
adopted broadly similar solutions; the logic of industrialism clearly has some validity. 
Similarly, the technical problems with private markets discussed in Chapters 4 and 5 afflict 
all industrialized countries. 

But ideology also appears to play a part, if only in determining whether a country adopts 
a residual or an institutional model of welfare. The former accords welfare a role only when 
market or family structures break down; the latter regards it as an integral part of mod­
ern industrial society (Wilensky and Lebeaux 1965:138-9; Higgins 1981:41-5). Thus 
a 'capitalist' country like the USA has (and has always had) a system of income support 
and social services which is small relative to its population and national income 
(though it has a wide-ranging system of publicly provided education). A 'socialist' 
country like Sweden has a highly articulated welfare state; Denmark and New Zealand 
(which were not highly industrialized) were among the first countries with a public sys­
tem of old-age pensions; and Saskatchewan was the first Canadian province to have 
publicly organized health insurance. 

It is clear, in conclusion, that the forces which created the UK (or any other) welfare state 
are diverse and complex. The question 'how did it come about?' has no easy answer. 
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7.2. What was created? 
The nature of what was created, as we have just seen, is a matter of controversy. Is the 
welfare state a step in the direction of the good society (discussed in detail in Chapter 3, 
Section 3), an expensive and demeaning road towards totalitarianism (Chapter 3, 
Section 2), or a cynical device to prop up the capitalist system (Chapter 3, Section 4.2, 
5.3)? Setting these issues to one side, the successes of the post-1948 arrangements are twofold 
and clear. There is, first, a comprehensive system of income support, with insurance 
arrangements underpinned by a broad safety net in the form of income support (i.e. means-
tested social assistance), which is organized nationally and for which everyone is poten­
tially eligible. Many other countries have considerably less comprehensive systems. The 
second major success—at least thus far—has been the National Health Service, which 
'brought to all the most obvious and immediate benefits. To many it is the Welfare State, 
and every survey . . . has shown how much it is . . . valued and taken for granted as part 
and parcel of British life' (Bruce 1972:330). 

The failures are also fairly clear. It is striking how many current and prospective 
problems have their roots or their parallels in the past. The inter-war difficulties with un­
employment insurance raised questions about the extent to which unemployment is an 
insurable risk (see Chapters 5 and 8); the introduction of state pensions in 1908 was 
motivated in part by demographic problems (Chapter 9); the British antipathy to 
means-testing (Chapters 10 and 11) is strongly influenced by the folk memory of the strin­
gent household means test between the wars; the post-war distributional complexities 
arising out of the interaction between family allowances and child tax allowances will 
emerge in many guises; the housing measures during and after the First World War were 
a direct contributory cause of continuing difficulties with housing (Chapter 14); and 
the exploding costs of medical care in the USA (Chapter 12, Section 4.1) stem in part 
(though far from wholly) from the design of 'Medicare' and 'Medicaid', introduced in 
1965. 

Over and above these problems is the fact, despite the relative success of the cash 
benefit system, that poverty, far from being eliminated, has risen since the early 1980s. 
In part this is because the poverty line has moved up as living standards and expecta­
tions have risen; but for many the issue is not just one of relative poverty, but of uncer­
tainty and harsh discomfort. 

For some, the most important problem of all is the pressure to retrench. The 'welfare 
consensus' on both sides of the Atlantic weakened during the 1980s, though the roots of 
the attack, at least in the USA, go back further (Wilensky and Lebeaux 1965: pp. 
xxxii-xxxvii). The change in attitude is highlighted by the contrast between the 1944 
employment White Paper (UK Department of Labour 1944), committing the govern­
ment to counter-cyclical demand management, and the 1997 Conservative election 
manifesto which argued that unemployment should be tackled by expanding 'workfare' 
and by seeking to impose the lowest tax burden of any major European economy. 
Notwithstanding greater emphasis on employment levels by the Labour government 
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elected in 1997, the high summer of 1948 has passed. And though no one has a mono­
poly of wisdom, to some commentators at least, the Principles of 1834 (Section 1.1) come 
rather readily to mind, thereby completing a historical circle. 

FURTHER READING 

Good general texts on the historical development of the UK welfare state are Bruce (1972), 
Marshall (1975), Thane (1982), and Fraser (1984); for the period since 1945 Glennerster (1995) 
and Timmins (1996); and, for a detailed account since the mid-1970s, Glennerster and Hills 
(1998). 

Contemporary discussion of the 'New Liberalism' can be found in Hobson (1909); for more 
recent analysis of economic and political thought at the time, see Robbins (1977) and Freeden 
(1978). For a brief introduction to early poor relief, see Rose (1972); on the principle of laissez-
faire, Taylor (1972); and on the Liberal reforms, Gilbert (1973) (compendious) or Hay (1975) (brief). 
The early debates on unemployment are detailed in Harris (1972) and a history of health care 
prior to 1948 is given in Abel Smith (1964). A brief official historical account is given in UK 
DHSS(1985a:ch.3). 

The origins of the modern welfare state are discussed explicitly by Harris (1977) (a magis­
terial biography of Beveridge) and Titmuss (1958) (who stresses the influence of the Second 
World War). The proposals contained in the Beveridge Report (1942) are still well worth read­
ing, as are those for the National Health Service in UK DoH (1944). Detailed historical statistics 
for the UK from 1855 to 1965 can be found in Feinstein (1972). For the modern institutions, see 
Tolley(1996). 

For contemporary accounts of US developments in the 1930s, see Douglas (1939), US Federal 
Emergency Relief Administration (1942), and US National Resources and Planning Board 
(1942). For retrospective analysis, see Witte (1962), Schottland (1963), or Altmeyer (1966); and, 
for later debates, Tobin (1968) and US President's Commission on Income Maintenance Pro­
grams (1969) (a remarkable document). Details of US legislation are given in R. B. Stevens 
(1970). On recent developments, see Blank (1994; 1997a, b), Karoly and Burtless (1995), and US 
Panel on Poverty and Public Assistance (1995). 

For differing interpretations of the origins of the welfare state, including discussion of the 
theory of convergence, see Higgins (1981: ch. 4) and Mishra (1981: ch. 3) for a summary; and, 
for specific views, Wilensky and Lebeaux (1965) and Rimlinger (1971). A more general inter­
national comparison is given in Kaim-Caudle (1973). For a compendious summary of institutions 
internationally, see US Department of Health and Human Services (1997). 
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CHAPTER 3 

Political theory: 
Social justice and the state 

The fundamental issue [of the welfare state] is not economic. It is moral... The issue 
is the responsibility of people to manage their own affairs . . . Is it not the case that 
while adults manage incomes children receive pocket money? The operation of the 
welfare state tends to reduce the status of adults to that of children. 

Peter Bauer, 1983 

[The] major evil [of paternalistic programs] is their effect on the fabric of our 
society. They weaken the family; reduce the incentive to work, save and innovate; 
reduce the accumulation of capital; and limit our freedom. These are the fundamental 
standards by which they should be judged. Milton Friedman, 1980 

Traditional socialism was largely concerned with the evils of traditional capitalism, 
and with the need for its overthrow. But today traditional capitalism has been 
reformed and modified almost out of existence, and it is with a quite different form 
of society that socialists must now concern themselves. Anthony Crosland, 1956 

1. Theories of society 

A society is a cooperative venture for the mutual advantage of its members. It generally 
contains both an identity of interests and conflicts of interest between individuals and 
groups. The institutions of any society (e.g. its constitution, laws, and social processes) 
have a profound influence on a person's 'life chances'. The purpose of a theory of soci­
ety is to offer principles which enable us to choose between different social arrangements. 
In analysing the welfare state it is helpful to distinguish three broad types of theory: 
libertarian; liberal; and collectivist.1 

1 Readers with a limited background in political theory can find the gist of the argument in the Appendix at the end 
of the chapter. 

3. Social justice and the state 

L̂IBERTARIANS (discussed in Section 2) are in many ways the direct descendants of the'Old 
Liberalism' of the nineteenth century (Chapter 2, Sections 1.1,2.1), although, as we shall 
see, there are important differences between 'natural-rights' and 'empirical' libertarians. 
The former (e.g. Nozick) argue that state intervention is morally wrong except in very 
limited circumstances. The latter, including writers such as Hayek and Friedman and 
proponents of the 'New Right' arguments such as Margaret Thatcher, are the modern inher­
itors of the classical liberal tradition;2 they argue against state intervention not on 
moral grounds, but because it will reduce total welfare.^Both groups analyse society in 
terms of its individual members (as opposed to the group or social class), give heavy 
weight to individual freedom, and strongly support private property and the market 
mechanism. As a result, the state's role vis-a-vis taxation and redistribution is severely 
circumscribed.' 

•* LIBERAL theories (Section 3) are the modern inheritors of the^New Liberalism^(Chapter 
2, Section 2.1). They find their philosophy in utilitarianism (Section 3.1) and in writers 
like Rawls (Section 3.2); their policy advocates in people such as Beveridge, Keynes, and 
Galbraith; and their practitioners in politicians such as Harold Macmillan and John 
Kennedy, The theory has three crucial features. First, societies are analysed in terms of 
theirc individual member^. Secondly, ̂ private property, in the means of production, 
distribution and exchange [is] a contingent matter^rather than an essential part of 
the doctrine' (Barry 1973:166)—that is, the treatment of private property is explicitly 
regarded not as an end in itself, but as a means towards the achievement of policy goals.*) 
Finally, liberal theories contain 'a principle o£distribution^vhich could, suitably inter­
preted and with certain factual assumptions, have egalitarian implications'^ ibid.)—that 
is,^n certain circumstances income redistribution is an appropriate function of the 
state.^This book, as Chapter 4 will amplify, is firmly in the liberal tradition. 

' COLLECTIVIST theories, too, are varied. Marxist theory (Section 4.2) draws its philosophy 
from Marx and its policies from writers such as Laski, Strachey, and MilibandJThe the­
ory sees industrial society as consisting of social classes, defined narrowly in terms of their 
relation to the means of production.*Private property has only a limited role, and the allo­
cation and distribution of resources in accordance with individual need is a primary con­
cern of the stdX&. democratic socialist^Section 4.1) present an intermediate case. They 
derive their philosophy from writers like Tawney, and find their policy advocates in, for 
example, Crosland and Titmuss, and their practitioners in politicians such as Clement 
Attlee and Harold Wilson.^hough sharing to some extent the egalitarian aims of 
Marxists, their analysis has much in common with liberal thinking* 

In practice the theories blur into each other like the colours of the rainbow. Should Bill 
Clinton be regarded as a liberal, or is there an admixture of the empirical libertarian? Should 

2 There is a confusing ambiguity in the use of the word 'liberal'. In the nineteenth century it was used as a label for 
laissez-faire thinkers such as Bentham and Nassau Senior (Chapter 2, Section 1.1); and today a writer like Friedman, in 
calling himself a liberal, is using the term in the same way. I shall, throughout, refer to such writers as libertarians. 
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Tony Blair be thought of as a democratic socialist or as a liberal coming from a socialist 
background? But it is useful for exposition to discuss them as separate entities, especially 
when contrasting their implications for policy (Section 5). Nevertheless, their differences 
and similarities are complex, and involve subtleties well beyond the scope of one brief 
chapter. The purpose here is limited to sketching the ideological debate only in outline. 
Knowledgeable readers will, I hope, be forgiving. 

2. Libertarian views 

It is necessary to return briefly to nineteenth-century debates (Chapter 2, Sections 1.1, 
2.1). The ideology of laissez-faire derived from two very different philosophical roots. 
When modern writers such as Hayek and Friedman advocate free markets and private 
property, they follow Hume (1770), Adam Smith (1776), Bentham (1789), and Mill 
(1863) in doing so on a utilitarian or empiricalbasis, out of a belief that such institutions 
maximize total welfare. Nozick, in contrast, follows Spencer (1884) by defending private 
property on moral grounds, as a natural right (see Robbins 1978:46 etseq.). Though not 
completely watertight, the distinction between the two views (exemplified by the first 
two quotes at the head of the chapter) is crucial to debates about policy (Section 5), and 
so merits closer attention. 

NATURAL-RIGHTS LIBERTARIANS. To Nozick (1974) everyone has the right to distribute the 
rewards of his own labour. He calls this justice in holdings, which has three elements. 
A person is entitled to a holding if he has acquired it (a) through earnings (so-called 
justice in acquisition), or (b) through the inheritance of wealth which was itself justly 
acquired (justice in transfer). Holdings which fall under neither principle cannot be 
justified, hence (c) government may redistribute holdings acquired illegally (the prin­
ciple of rectification). 

These propositions support the libertarian predilection for a minimalist or 'night-
watchman' state with strictly circumscribed powers: the state can provide one and only 
one public good—namely, the defence of our person and property, including the 
enforcement of contracts; but other than correcting past wrongs it has no legitimate dis­
tributional role. Nozick regards taxation as theft (since it extracts from people money 
(legitimately acquired) which they would otherwise have allocated in other ways), 
and also as slavery, in that people are forced to spend part of their time working for 
government. 

EMPIRICAL LIBERTARIANS. Hayek's theory has three strands: the primacy of individual free­
dom; the value of the market mechanism; and the assertion that the pursuit of social jus­
tice is not only fruitless (because there is no such thing) but actively harmful. Freedom 
to Hayek (1960: ch. 1) and other libertarians is defined narrowly as absence of coercion 
or restraint; it includes political liberty, free speech, and economic freedom. The central 
argument of Hayek (1944) is that the pursuit of equality will reduce or destroy liberty. 
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To Hayek the market is beneficial because it protects individual freedom and also 
because of its economic benefits.' [ It is] a procedure which has greatly improved the chances 
of all to have their wants satisfied, but at the price of all individuals . . . incurring the risk 
of unmerited failure . . . It is the only procedure yet discovered in which information 
widely dispersed among millions of men can be effectively utilised for the benefit of all' 
(1976: 70-1). These advantages arise only if prices and wages are allowed to act as sig­
nals which tell individuals where to direct their efforts. A person's reward is that which 
induces him to act in the common good; it will often bear no relation to either his indi­
vidual merit or his need. 

Hayek's view of social justice contrasts sharply with that of Rawls. According to 
Hayek, a given circumstance (e.g. winning the lottery or dying young) can be regarded 
as good or bad, but can be described as just or unjust 'only in so far as we hold someone 
responsible f o r . . . allowing it to come about' (ibid. 31). Thus something is just or 
unjust only if it has been caused by the action or inaction of an individual or individuals. 
The market, in contrast (ibid. 64-5), is an impersonal force like'Nature', akin to an eco­
nomic game with winners and losers, whose outcome can be good or bad, but never just 
or unjust. To Hayek, therefore, the whole notion of social justice is 'a quasi-religious super­
stition of the kind which we should respectfully leave in peace so long as it merely makes 
those happywho hold it'(ibid. 66). However,'the striving for [social justice] w i l l . . . lead 
to the destruction o f . . . personal freedom' (ibid. 67). The reason is that 

the more dependent the position of individuals . . . is seen to become on the actions of govern­
ment, the more they will insist that the governments aim at some recognisable scheme of distributive 
justice; and the more governments try to realise some preconceived pattern of desirable distri­
bution, the more they must subject the position of the different individuals . . . to their control. 
So long as the belief in 'social justice' governs political action, this process must progressively 
approach nearer and nearer to a totalitarian system, (ibid. 68, emphasis added) 

For Friedman, too, the primary value is individual freedom. Hence, 

the scope of government must be limited. Its major function must be to protect our freedom both 
from the enemies outside our gates and from our fellow-citizens: to preserve law and order, to 
enforce private contracts, to foster competitive markets. Beyond this major function, government 
may enable us at times to accomplish jointly what we would find it more difficult... to accom­
plish severally. However, any such use of government is fraught with danger. We should not and 
cannot avoid using government this way. But there should be a clear and large balance of advan­
tages before we do. (1962:2-3) 

» 
To Friedman and Hayek the state has no distributional role, other than for certain pub­
lic goods and for strictly limited measures to alleviate destitution.^ 

This line of thinking re-emerged in the 1970s and 1980s in the arguments of the New 
Right (see George and Wilding 1994: ch. 2). British adherents of this approach see 
Keynes and Beveridge as unhelpful influences. In the USA, writers like Murray (1984) 
argue that social benefits have exacerbated poverty and should largely be abolished. 
The New Right puts great faith in individuals and little faith in government. The market, 
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according to their view, is the best coordinator of vast amounts of decentralized infor­
mation and is thus efficient. It benefits consumers because competitive pressures max­
imize choice, minimize costs, and reduce the power of providers. It does not depend on 
the goodwill of service providers and hence, it is argued, accords better with the real­
ities of human nature. Accordingly, the New Right advocates a larger role for markets ank 
a severely circumscribed role for the state. 

3. Liberal theories of society 

Liberal theories are sometimes referred to as the 'Middle Way', which, according to 
George and Wilding (1994: ch. 3) starts from three premisses very different from the New. 
Right is t , capitalism is regarded as more efficient than any other system; secondly, though 
efficient; capitalism has major costs in terms of poverty and inequality; thirdly, govern­
ment can ameliorate, those costs. As a result, according to this view, a combinationoicap-
italism and governmentaction jointiyjnaximizes efficiency and equity. This approach 
derives from two strands of thinking: utilitarian writing and, more recently, the writing # 
of the philosopher John Rawls. * 

3.1. Utilitarianism 

The utilitarian arguments which form the basis of much of this book derive from the 
'New Liberalism' of the^early twentieth century#(Chapter 2, Section 2.1), which was 
itself firmly rooted in the%nineteenth-century classical traditior^. Thus modern utilitar­
ians have common intellectual roots with empirical libertarians. 

THE THEORY. The utilitarian aim is to distribute goods so as to maximize the total utility3 

of the members of society. 'Goods' are interpreted broadly to include goods and services, 
rights, freedoms, and political power. Maximizing total welfare has two aspects: goods 
must be produced and allocated efficiently (discussed in Chapter 4); and they must be 
distributed in accordance with equity (though not necessarily equally). The equitable 
distribution is shown in Figure 3.1. Total income to be distributed is AB. Individual A's 
marginal utility (read from left to right) is shown by the line aa, and is assumed to dim­
inish as his income rises. Individual B's marginal utility, which declines from right to 
left, is shown by the line bb. Total utility is maximized when income is shared equally; 
A's income is AC, and B's is BC. 

Utilitarianism can therefore justify redistributive activity by the state in pursuit of an 
egalitarian outcome, but this result depends crucially on two conditions. First, A and B 

3 Synonymously, to maximize total happiness or total welfare. 
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Fig. 3.1. The optimal distribution of income under utilitarianism 
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must have identical marginal utility of income functions.4 If B's marginal utility is 
shown by b'b\ then the distribution which maximizes total welfare is unequal, since A 
now has an income of AD. Secondly, utilitarianism can fully specify the optimal distri­
bution only where the utility of A and B can be measured cardinally (see the Glossary). 

CRITICISMS include questions such as: is utility capable of precise definition; does interpersonal 
comparison of utility have any meaning; and whose utility counts (e.g. future generations, 
animals, etc.)? These issues are set to one side to focus on two fundamental criticisms. 

An unjust outcome. Utiliarianism can sanction injustice by justifying harm to the least 
well-off if this maximizes total utility.^The trouble with [utilitarianism] is that maximising 
the sum of individual utilities is supremely unconcerned with the interpersonal distri­
bution of that surr£(Sen 1973:16). Formally, suppose that individual B in Figure 3.1 derives 
less pleasure from life than A because he has major health problems. His marginal util­
ity is shown by the line b'b'', and the optimal distribution of goods by point D. Thus B 
should receive less income than A because of his health problems. This outcome is crit­
icized as being unjust. 
- +The impossibility of a Paretian liberal. Consider two desirable objectives: individual free­
dom (which includes the idea that an individual is the best judge of her own welfare), 
and maximizing total welfare. Sen (1970,1982) (see also Sen and Williams 1982, and Brittan 
1995: ch. 3) argues that it is not always possible to achieve both objectives simultaneously 
•-that is, individual freedom may not be compatible with simple utilitarianism. The 
argument goes as follows. 

Suppose that my action imposes a cost on other people, not in economic terms 
(e.g. polluting their garden with dense smoke) but because they have views about my actions. 

4 Strictly, several other technical conditions are necessary—e.g. that the underlying social-welfare function is sym­
metric and concave (see Chapter 6, Section 1.2). 
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They might think it wrong that I have long hair. More generally, they might think it wrong 
that wealthy people should have a yacht in Monte Carlo, or that people should live 
together before marriage. Thus the action of one person can affect the welfare of an­
other for aesthetic or moral reasons. 

What does this imply for public policy? If policy-makers take such interdependencies, 
into account, 'people will be penalized for carrying out private personal acts which 
affect others only because thinking makes it so' (Brittan 1995: 74). Accepting such pre­
ferences can make utilitarianism an illiberal doctrine, because they 'are a disguised 
form of coercion which arise from a desire to regulate the way other people spend their 
lives...'(ibid.). Q 

To avoid this difficulty, policy-makers may choose to ignore the preferences of some 
people (e.g. those who wish to impose mandatory haircuts). In that case, however, 
policy is no longer decided only on a utilitarian basis; it will incorporate judgements 
about which forms of interdependence are allowable and which not. The heated debates* 
about appropriate public policy (if any) about personal appearance, soft drugs, and 
sexual behaviour illustrate the point. 

3.2. Rawls on social justice 

Rawls in some ways is Nozick's liberal counterpart. Nozick is a natural-rights defender 
of liberty. For Rawls the natural right, and hence the prime aim of institutions, is social 
justice: thus 'each person possesses an inviolability founded on justice that even the 
welfare of society as a whole cannot override' (1972:2). Justice, to Rawls, has a twofold 
purpose: it is desirable for its own sake on moral grounds; but also, and importantly, 
institutions will survive only if they are perceived to be just. Rawls argues that there 
exists a definition of justice which both is general (i.e. not specific to any particular cul­
ture) and can be derived by a process which everyone can agree is fair. The resulting prin­
ciples deal with the distribution of goods, interpreted broadly to include also liberty and 
opportunity.% 

THE ORIGINAL POSITION is Rawls's starting point. He invites us to contemplate a group of ratio­
nal individuals, each concerned only with his own self-interest, coming together to 
negotiate principles to determine the distribution of goods. They are free agents in the 
negotiation, but they must abide by the resulting principles. Rawls thus uses the convention 
of a social contract. 

In this situation no discussion between interested parties will yield principles of jus­
tice which command universal acceptance. Rawls therefore abstracts the negotiators 
from their own society by placing them behind a veil of ignorance. They are assumed to 
be well informed about the general facts of the world—psychology, economics, socio­
logy—but each is deprived of all knowledge about himself—that is, of his natural char­
acteristics or endowments, his position in society, and the country or historical period 
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into which he is born. The negotiators seek to advance their own interests, but are 
unable to distinguish them from anyone else's. 

The role of the veil of ignorance is best illustrated by example. To distance ourselves 
from personal interests we (i.e. citizens through our elected representatives) may 
decide that aircraft hijackers' demands should never be met, even if innocent lives are 
lost. We do this in order to save even more lives in the long run; and we establish this 
doctrine in advance of the event (i.e. behind the veil of ignorance) because if it were our 
personal loved ones who were kidnapped we would be likely to do anything to save 
them, irrespective of the possible consequences for others in the future. 

The negotiators can consider any principle of justice—for example, the just action is 
that which is in the interests of the stronger, or that which ennobles the species or that 
which maximizes total utility. According to Rawls, the rational negotiator will reject 
these because under each he might systematically be underprivileged. The only rational 
choice is to select principles in terms of what Rawls calls the 'maximin rule', which max- J 
imizes the position(of the least well-off individual or group) The negotiators do this 
because 'for all they know they may turn out to be the least privileged inhabitants of a 
country like [pre-reform] South Africa' (McCreadie 1976:117). 

The original position, together with the veil of ignorance, plays two distinct roles. First, 
it is an analytical device, which 'reduc[es] a relatively complex problem, the social 
choice of the principles of justice, to a more manageable problem, the rational individ-# 
ual choice of principles^ Daniels 1975: p. xix). Secondly, and possibly of greater impor­
tance, Rawls sees the procedure as a moral justification of the resulting principles—they 
will be seen to be fair, he argues, because they are selected in a manner which is both ratio­
nal and fair, hence his term 'justice as fairness'. 

THE PRINCIPLES OF JUSTICE which follow are those which Rawls claims would be chosen 
rationally and unanimously by the negotiators.Tkcause of the veil of ignorance, they will 
choose to maximize liberty for everyone. Hence: 
A The first principle (the 'liberty principle'). 'Each person is to have an equal right to the 
most extensive basic liberty compatible with a similar liberty for others' (Rawls 1972:60). 

The negotiators then turn to the distribution of goods other than liberty. Each will reject 
any principle of distribution which could leave him disadvantaged or exploited.*1 

The negotiators may consider a principle that mandates a thoroughly equal distribution of goods 
... But they will soon come to realise that they stand to benefit by the introduction of certain inequal­
ities .. . For example, giving a rural [doctor] an airplane would make him relatively advantaged, 
but even—and perhaps especially—the least advantaged among the rural populace stand to 
benefit as a result, and thus should sanction such inequality. (Gorovitz 1975:281) 

Hence: 
K The second principle (the 'difference principle'). 'Social and economic inequalities are 
to be arranged so that they are both (a) to the greatest benefit of the least advantaged and 
(b) attached to offices and positions open to all under conditions of fair equality of 
opportunity' (Rawls 1972:83). • 
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The possibility of a conflict between the two principles is ruled out by a priority prin^ 
cipky which gives the first principle absolute priority over the seconc^ A reduction in the 
liberty of the least well off cannot be justified even if it is to their economic advantage. 
Subject to these priorities the two principles can be regarded as a special case of a sim­
pler, more general conception of justice, in which 'all social primary goods—liberty 
and opportunity, income and wealth . . . are to be distributed equally unless an unequal 
distribution of any or all of these goods is to the advantage of the least favoured', (ibid. 
303). At its simplest, the distribution of goods between individuals A and B in Figure 3.1 
should be that shown by point C unless any other distribution benefits the less advan­
taged of the two.5 If goods are not so distributed, any policy which improves the posi­
tion of the less well off would be an improvement according to Rawls.6* 

RAWLS AND UTILITARIANISM. Rawls is an explicit opponent of utilitarianism. He regards it as 
illogical (in as much as it would be rejected by rational negotiators in the original posi­
tion) and as unjust (in that it can sanction injustice in the interests of maximizing total 
welfare). The two theories can have very different implications. Suppose a given policy 
change makes at least one person better off without making anyone else worse off. This 
is an increase in Pareto efficiency,7 and hence desirable to utilitarians even if the indi­
vidual thus benefited were rich. Rawls's difference principle, in contrast, would oppose 
the policy unless it were also (though not necessarily only) to the advantage of the least 
well off. Thus an efficient answer in Paretian terms will not always be a just answer in a 
Rawlsian sense (though, as argued in Chapter 4, Section 2.2, it maybe possible to find a 
distribution which is both efficient and just). 

CRITICISMS OF RAWLS'S THEORY are summarized only briefly. It has been argued that the 
negotiators would be unable to make any decisions behind the veil of ignorance. 
According to Nisbet (1974:112), 

[the negotiators] don't know much of anything—anything, that is, that we are justified by con­
temporary psychology in deeming requisite to thought and knowledge of any kind whatever. 
Nevertheless, Professor Rawls is shortly going to put his happy primitives through feats of cere­
bration that even the gods might envy. Out of the minds of his homunculi, these epistemologi-
cal zombies who don't know their names, families, races, generation or societies of origin, are going 
to come principles of justice and society so vast in implication as to throw all present human soci­
eties into a philosopher's limbo. 

Miller (1976) (discussed shortly) similarly argues that removing all cultural knowledge 
will immobilize the negotiators; but failure to do so, though permitting them to make a 
decision, will result in a culture-bound definition of justice. 

5 Under the lexical extension of the difference principle any policy should benefit the worst off; if he is indifferent, it 
should benefit the next worse off, and so on. Rawls thus admits a policy which benefits only the best off, provided that 
everyone else is indifferent to it. 

6 Formally, a utilitarian social-welfare function (see Chapter 4, Section 1) does not constrain the way individuals are 
weighted; a Rawlsian social-welfare function gives infinite weight to the least-advantaged individual or group. 

7 See Chapter 4, Section 2.1, and the Appendix to Chapter 4, paras. 2-4. 
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The first principle is criticized8 because Rawls's list of liberties maybe too narrow, because 
the principle of toleration (e.g. of diversity of goals) inherent in Rawls's definition of lib­
erty may reflect class bias, and because some issues are left unresolved—for example, what 
liberty should be accorded racists? Additionally, Barry (1973:6) and Hart in Daniels (1975: 
p. xxx) dispute the priority given to liberty. Poor people might well be willing to trade 
some liberty for greater social or economic advantage. The second principle is criticized 
for its crucial dependence on maximin, which, it is argued (Arrow 1973a; Letwin 1983: 
22-9), is the optimal outcome only under very restrictive assumptions. 

MILLER'S ANALYSIS OF SOCIAL JUSTICE. A final criticism of Rawls is that he developed not a 
general theory of justice but a liberal theory. Miller (1976) argues that a completely 
general theory of justice is logically impossible, and that in this respect Rawls was 
bound to fail. According to Miller, social justice has three distinct elements: 

• rights—e.g. political liberty, equality before the law; 

• deserts—i.e. the recognition of each person's actions and qualities; 

• needs—i.e. the prerequisites for fulfilling individual plans of life. 

The 'deserts' aspect implies, ceteris paribus, that someone who works longer hours 
should receive more pay, and the 'needs' aspect that an individual incapable of work 
should not be allowed to starve. Though admitting the difficulty of precise theoretical 
definition, Miller argues that each element is a logically distinct principle embodying a 
particular type of moral claim. 

It is easy to see that rights and deserts can be reconciled (e.g. a person should have the 
right to keep all her income if she has earned it legally); similarly, rights and needs can 
be compatible (e.g. a person should be entitled to health care if she is ill). But conflict 
can arise between desert and need: if I am rich and healthy and you are poor and ill, then 
either I am taxed (and do not receive my deserts) to pay for your medical treatment, or 
you receive no treatment (hence your need is not met) so as to protect my deserts. 

The essence of Miller's argument is that the definition of social justice depends cru­
cially on the type of society being discussed. In a pure market economy, justice will be 
defined in terms of rights and the requital of deserts. A collectivist defines justice as dis­
tribution according to need. 

Miller thus argues that the different principles of justice are connected to wider views 
of society. He criticizes utilitarians and Rawls because they take no explicit account of 
the conflicting claims of rights, deserts, and needs, but blur them into a single, indistinct 
whole. Miller also criticizes the view implicit in Rawls that there is a single conception 
of justice upon which everyone's definition will converge, arguing instead that justice com­
prises conflicting principles, the relative weights attached to which may vary sharply 
between different societies. 'The whole enterprise of constructing a theory of justice on 
the basis of choice hypothetically made by individuals abstracted from society is mis­
taken, because these abstract ciphers lack the prerequisites for developing conceptions 

8 See Daniels (1975: pp. xxviii-xxix) and the chapters therein by Hart, Scanlon, Daniels, and Fisk. 
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of justice' (Miller 1976: 341). Or if they do manage to make choices, it must be in terms 
of culturally acquired attitudes. In short, the negotiators in the original position will 
be immobilized unless they have some knowledge of the nature of the society for which 
they are choosing rules of justice. Finally, 'Rawls individuals are given the attitudes and 
beliefs of men in modern market societies, and it is therefore not surprising that the con­
ception of justice they. . . adopt should approximate to the conception . . . dominant 
in those societies' (ibid. 342). Hence, he argues, Rawls fails to develop a general theory 
of social justice; such generality is not possible. 

4. Collectivist views 

4.1. Democratic socialism 

Collectivist writers agree on the importance of equality. They regard resources as avail­
able for collective use, and consequently favour government action; but historically 
they have disagreed about whether socialist goals could be achieved within a market order. 
Some writers advocate a mixed economy which blends private enterprise and state 
intervention; Marxists (discussed in Section 4.2) argue that this is not possible; that 
capitalism is inherently unjust; and that socialism is possible only where the state con­
trols the allocation and distribution of most resources. 

SOCIALIST AIMS vary widely, but three—equality, freedom, and fraternity—are central. 
Equality is a variant of the vertical equity aim discussed in Chapter 1, Section 2.2, and 
fraternity of the social solidarity aim. It is recognized that these aims can clash; and dif­
ferent writers accord them different weight; but together they make up the socialist 
definition of justice. In Miller's terms, the dominant themes are rights and needs, with 
deserts assigned a smaller role. 

There is a measure of agreement (Tawney 1953,1964; Crosland 1956) that the cru­
cial element of justice is equality, which to socialists is an active concept. Equality of oppor­
tunity on its own maybe insufficient (Tawney 1964; Laski 1967: ch. 4; Hattersley 1987), 
since substantial inequality of outcome may persist. Positive equalizing measures are 
needed, though not necessarily complete equality of outcome (see Daniel 1997). 

Such emphasis on equality bears closely on Miller's concept of need. Weale points out 
that 'in some political arguments . . . the assumption is made that to distribute accord­
ing to need is to satisfy the claims of equality' (1978: 67), but suggests (ch. 5) that the 
relationship is rather more complicated. For present purposes we need note only that 
equality and meeting need are closely related concepts, though not logically equivalent. 

The socialist concept of freedom is broad. It embraces the free exercise of individual 
choice (which is possible only if there is no poverty and no substantial inequality of wealth 
and power), and extends from legal and political relations to economic security. Thus 
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individuals should have some power in relation to their conditions of work, including 
stability of employment, and should not be subject to the arbitrary power of others. In 
sharp contrast with libertarian views, socialists regard government action as an essen­
tial and active component of freedom. 

The third major value is fraternity. To a socialist this means cooperation and altruism 
rather than competition and self-interest. Altruism (e.g. Titmuss 1970) is a recurring theme. 

SOCIALIST CRITICISM OF THE FREE MARKET starts with the motive given to individuals to pursue 
personal advantage rather than the general good, and denies the libertarian assertion that 
the former brings about the latter. Secondly, the market is regarded as undemocratic, 
inasmuch as some decisions with widespread effects are taken by a small power elite, and 
others are left to the arbitrary distributional effects of market forces. Thirdly, the mar­
ket is unjust because it distributes rewards which are unrelated to individual need or merit, 
and because the costs of economic change are distributed arbitrarily. Fourthly, the 
free market is not self-regulating; in particular, left to itself, it is unable to maintain full 
employment. Lastly, the market has not been able to abolish poverty, let alone inequal­
ity. In sum, 

production is carried on wastefully and without adequate plan. The commodities and services 
necessary to the life of the community are never so distributed as to relate to need or to produce 
a result which maximises their social utility. We build picture palaces when we need houses. 
We spend on battleships what is wanted for schools. . .. We have, in fact, both the wrong com­
modities produced, and those produced distributed without regard to social urgency. (Laski 
1967: 175)9 

Socialists have generally been in broad agreement over aims, but have parted company 
over the best way of achieving them. Though the distinction is far from watertight, it 
is useful for exposition to contrast the 'fundamentalists' (largely Marxists), who reject 
capitalism, with what—at least since the collapse of Communism in Central and 
Eastern Europe and the former Soviet Union—has become the mainstream, which 
holds that the ills of society can be corrected within a broadly capitalist framework. 

DEMOCRATIC SOCIALISM. Mainstream writers see two great changes in the capitalist system: 
first, government today has a large role to play in economic life as well as in other areas; 
secondly, the classic entrepreneur has largely disappeared, the ownership of modern cor­
porations being both diffuse and largely separate from the people who manage them. It 
is argued in consequence (see the quote by Crosland at the head of the chapter) that cap­
italism has been 'tamed', and that the resulting mixed economy, with an active role for 
government in the distribution of goods, income, and power, is fully compatible with 
socialist objectives. 

Latterly, at least in the UK, democratic socialism appears to have moved closer to 
liberalism, with more worry about the trade-off between efficiency and distributional 

9 Having read this paragraph, it is instructive to reread the diametrically opposite quote from Hayek (1976:70-1) in 
Section 2, on the virtues of the market. The two were on excellent personal terms. 
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objectives, and hence less crisp adherence to older definitions of equality. Daniel (1997) 
puts it bluntly. 

The current academic and political climate has come a long way from the ambitions of George 
Bernard Shaw, and even those set out in Labour's 1974 Manifesto which called for'a fundamen­
tal and irreversible shift in the balance of power and wealth . . . far greater economic equality— 
in income, wealth and living standards .. . and an increase in social equality . . . [through] full 
employment, housing, education and social benefit'. 

It is an illustration of how attitudes to equality have changed that this declaration seems 
absurdly extreme, (pp. 23-4) 

There is not enough political will to see through an aggressive direct attack on money inequal­
ities . . . It seems clear that the focus will be on redistributing opportunities, not income—an empha­
sis on preventive medicine, through boosting skills, not invasive surgery, through higher taxes. 
(p. 25) 

4.2. Marxists 

This is not a Marxist book and I am no Marxist writer, so this section seeks only to 
sketch out as much Marxist thought as is necessary to contrast it with other theories (see 
George and Wilding 1994: ch. 5, and the Further Reading). In considering the Marxist 
view of capitalism, we need to turn our minds to three things: the contrast between 
the Marxist approach and that of conventional economic analysis; its analysis of the 
exploitation of labour; and its view of the role of government in supporting capitalism. 

THE MARXIST APPROACH differs substantially from that of the classical political economists 
such as Adam Smith (1776) and Ricardo (1817), for whom the production of commod­
ities was largely independent of the society in question. This approach has continued 
to dominate economic thinking. It is argued that conventional economic theory is 
applicable to the USA, to the UK, to Sweden, and to the former Communist countries; 
and such economic analysis is seen as almost entirely separate from political and social 
arrangements. Thus to Sweezy (1942:5),'economic theorising is primarily a process of 
constructing and interrelating concepts from which all specifically social content has been 
drained off'. A key part of Marx's thought, in contrast, is that the economic, political, and 
social structure of a society is determined largely by its dominant mode of production. It 
is argued that the capitalist mode of production will result not only in a particular form 
of economic organization, but also (and inevitably) in a particular and inequitable 
structure of social class and political power. 

THE EXPLOITATION OF LABOUR UNDER CAPITALISM is a central tenet of Marxist thought. 
Conventional economic theory sees individuals as selling their labour services (more 
or less) freely in a (more or less) competitive market; the wage is established when the 
demand for labour equals its supply, which, under competitive conditions, results in 
a wage rate equal to the marginal product of labour. Capital, similarly, receives its 
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marginal product, which, under competitive conditions and in the long run, is equal to 
the 'normal' rate of profit plus any premium for risk. Under certain conditions10 these 
payments to factors exhaust the product leaving no surplus; thus, it is argued, there is 
no exploitation. In a Marxist analysis of the labour market this apparently free exchange 
of labour services (called labour power) for the wage is seen as a key feature of the capi­
talist mode of production. But for most people the sale of their labour power is their only 
means of subsistence, since other methods (e.g. the cultivation of common land) are 
largely blocked. Thus, 'in the capitalist mode of production the worker is forced to sell 
his/her labour power because he/she has no substantial savings or independent access 
to the means of production . . . Hence the relations of production are enforced through 
the institution of the labour market' (Ginsburg 1979:21, emphasis added). Because of 
this compulsion, the capitalist can extract surplus value from the labour he employs. 

Marx's argument is complex, but in essence exploitation arose because the capitalist 
was obliged to pay only a weekly wage sufficient to support the worker and his family 
at around subsistence, but could then extract as much output as possible by imposing 
long working hours. The surplus value is the difference between the value of a worker's 
output and his wage and is, according to Marx, much greater than that necessary to 
yield a 'normal' rate of profit. Individuals whose only source of income is the sale of their 
labour thus have less power than the (fewer) people who own wealth or have indepen­
dent access to the means of production. Marx argued that this inequality of power is 
inevitable in a capitalist society, and consequently the more powerful few are able to ex­
ploit labour by extracting its surplus value, hence enjoying a disproportionate share of 
output. 

Because of its exploitative nature, Marx's attitude to capitalism 'was one of total 
rejection rather than reform and much of his intellectual effort went into proving that 
the capitalist system was both unworkable and inhuman' (Mishra 1981:69). The heart 
of the argument is that the capitalist mode of production causes conflict between one 
class (the large, poor, exploited working class) and another (the small ruling class, 
which derives power from wealth and/or political influence), and that conflict between 
these classes is inherent and inevitable. 

THE ROLE OF GOVERNMENT IN A CAPITALIST SOCIETY. Given this position, it is necessary to ask why 
capitalism has survived despite the numerical superiority of the working class. The first 
reason, according to Marxists, relates to economic power, which is concentrated in a 
small number of hands. The second is the distribution of political power. The ruling class 
dominates government decisions, Marxists argue, both because of its economic power 
and because members of the economic elite share a common education and social class 
with the political elite. Accordingly, government in a capitalist society always favours the 
ruling elite (Miliband 1969: chs. 4-6). Thirdly, there is the power of the ruling class over 
ideas. The arguments are complex and the details controversial (see Strachey 1936; 

10 Euler's theorem states that paying all factors their marginal product will lead to product exhaustion under constant 
returns to scale. This can occur either where the production function exhibits constant returns to scale at all levels of out­
put or at the point of minimum long-run average cost. 
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Miliband 1969: ch. 8). From this prop to capitalism derives the Marxist emphasis on 
'consciousness raising'. 

All three factors constitute the Marxist explanation of the continuance of capitalism 
despite class conflict. But there is disagreement whether the resulting structure sup­
ports capitalists by furthering the interests only of the ruling class, or whether the state, 
rather more broadly, supports the entire capitalist system, with benefits also for the 
working class. Gough (1979: 13-14) criticizes some Marxist writers for ignoring the 
effects of class conflict; he argues that in order to protect the capitalist system in the face 
of working-class pressure, the welfare state has been extended, with gains not only for 
the ruling elite, but also for workers. 

THE MARXIST STATE. The next step is to outline the Marxist definition of a just society and 
the role of government necessary for its achievement. Marxists share the socialist triad 
of liberty, equality, and fraternity, though with some differences in interpretation and 
in their relative weights. Liberty is a much more active concept than the mere absence 
of coercion. It cannot exist where economic or political power is distributed unequally, 
nor where the actions of the state are biased (Laski 1967: ch. 4; Miliband 1969: ch. 7); 
freedom, moreover, includes a substantial measure of equality and economic security. 
To a Marxist, therefore, freedom and equality are two essential and intermingled 
aspects of social justice. This contrasts very sharply with the liberal perspective, in 
which the potential conflict between freedom and equality creates the central problem 
of political economy. 

Equality to a Marxist does not necessarily imply complete equalization. According to 
Laski (1967:157), 'the urgent claims of all must be met before we can meet the particu­
lar needs of some'. Once this basic condition has been met, differences in rewards 
should depend on effort or ability. It can therefore be argued that the Marxist aim is not 
equality but meeting need, which, as we have seen (Weale 1978), is a related but logic­
ally distinct objective. In Miller's terms, the Marxist definition of justice is based largely 
on needs, with rights somewhat secondary and with a small place for deserts. 

Finally, we turn to the methods advocated by Marxists for the achievement of these 
aims. It is clear that their view of society, particularly the emphasis on economic equal­
ity and analysis of class conflict, implies a highly active role for government. They stress 
the importance of nationalizing the means of production, both because profits though 
produced socially generally accrue to a few large shareholders, and because private 
ownership of productive resources is incompatible with the Marxist definition of free­
dom. Though not a panacea, nationalization is regarded as essential to the achievement 
of Marxist aims, including industrial democracy, which is seen as a necessary concomi­
tant of political democracy. An additional purpose is to ensure that industry is run for 
social rather than private benefit. 

A Marxist society, therefore, would combine public ownership and government 
planning with wide-scale participation by workers in decisions affecting their lives. 
Libertarians argue that there is too much planning in the welfare state, Marxists that there 
is not enough—planning, they argue, far from reducing individual freedom, enhances 
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it. It is logical that each side should reach the conclusion it does—planning reduces 
freedom defined by libertarians as the absence of coercion, but (if successful) enhances 
freedom defined by socialists to include some guarantee of economic security. 

5. Implications for the role of the state 

5.1. Theoretical issues 

This section compares the theories, and discusses their implications for policy gener­
ally (Section 5.2) and the welfare state in particular (Section 5.3). 

CRITICISMS OF LIBERALISM BY LIBERTARIANS centre largely on the definition of individual free­
dom. The liberal concept includes economic security, so that social justice embraces needs 
as well as rights and deserts. Libertarians criticize the inclusion of needs (at any rate above 
subsistence) because the resulting institutions (e.g. taxation) reduce efficiency, abridge 
natural rights (Nozick), and are part of a slippery slope towards totalitarianism (Hayek). 
Several counter-arguments are possible. The first concerns Hayek's argument that it is 
not possible to define social justice. As we shall see in Chapter 6, many concepts, includ­
ing poverty and inequality, are hard, if not impossible, to define; but this does not imply 
that no such phenomenon exists. Defenders of Rawls would argue, in addition, that the 
priority of the liberty principle is explicit protection against the Hayekian slippery 
slope; and also that redistribution does not violate individual rights where it was agreed 
behind the veil of ignorance, as part of the social contract. 

CRITICISMS OF LIBERALISM BY COLLECTIVISTS arise, first, because of the greater collectivist emphasis 
on needs. Additionally, collectivists adopt a broader definition of freedom. As a case in 
point, Daniels (1975) criticizes Rawls's liberty principle, because it underestimates the 
effect of economic inequality on political liberties; as a result, the two principles maybe 
incompatible. Marxists also criticize liberal theories because they leave out class conflict. 

CRITICISMS OF LIBERTARIANISM. There is no opposition by liberals to markets per se. But they 
attack the libertarian emphasis on free markets, which can distribute resources unjustly 
by failing to meet individual need. More specifically, Hayek (1976:64-5) has a view of 
markets as a game with winners and losers; but it can be argued that it is a game with­
out rules, like a boxing tournament in which participants are not divided into different 
classes by weight. To liberals this violates the assumption of equal power on which, inter 
alia, the advantages of a market system depend (see Chapter 4, Section 3.2). Collec­
tivists criticize the libertarian definition of freedom as too narrow, and regard equality 
and economic security as inseparable aspects of freedom (contrast Hayek 1944: ch. 9, 
and Laski 1967:520). In addition, Marxists reject the market system entirely. 
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CRITICISMS OF COLLECTIVISM. Natural-rights libertarians, in consequence, entirely reject col-
lectivist views, since attempts to redistribute resources equally or in accordance with need 
are seen as violations of individual freedom. Empirical libertarians and liberals criticize 
collectivism not because it includes meeting need as an objective, but because it gives it 
pride of place. 

A different line of criticism is that collectivism (particularly when combined with cen­
tral planning and state ownership) is inefficient—as shown, for instance, by the growth 
slowdown after 1960 in the countries of Central and Eastern Europe and the former Soviet 
Union (see Estrin 1994; World Bank 1996: ch. 1). The major purpose of the late 1980s 
revolution throughout the region was to replace central planning by a market system, 
with the objectives of improved efficiency and increased individual freedom. It is 
important, however, not to misinterpret these events. It can be argued that collectivism 
defined, as by Marxists, in terms of its methods (e.g. state ownership and control) has been 
discredited. Democratic socialism, however, is defined in terms of its aims—for exam­
ple, the pursuit of more or less egalitarian goals. This form of socialism, which blurs into 
a liberal analysis, remains firmly on the agenda. 

5.2. Policy implications 

PRIVATE PROPERTY is inviolate only to natural-rights libertarians like Nozick (1974: ch. 7), 
for whom justice in holdings implies total freedom for the individual to allocate as she 
chooses those resources which she has justly acquired. To Marxists, resources are avail­
able collectively to be distributed according to need; hence their emphasis on public 
ownership, and the view that 'property is theft' (see Laski 1967: chs. 5 and 9). 

To liberals, private property and public ownership are a pragmatic matter, and gov­
ernment should be free to adopt whichever mix of the two is most helpful in achieving 
its aims. Rawls maintains that his two principles are compatible with either private or 
public ownership of resources, or with a mixed economy. Empirical libertarians accord 
private property a major but not overriding role; and democratic socialists allow it a more 
important role than formerly. 

TAXATION to Nozick means that an individual will work (say) three days a week for him­
self, and two days compulsorily for the government; to Nozick, therefore, it is taxation, 
not private property, which is a form of theft. It is, however, mistaken to attribute this 
view to all libertarians. The necessity of taxation was always acknowledged by the clas­
sical liberals (Robbins 1978: ch. 2), albeit with some reluctance because of the consequent 
interference with liberty. The modern inheritors of this position such as Hayek and 
Friedman and the New Right concede the necessity of some taxation for the provision 
of public goods (narrowly defined) and for poverty relief (generally at subsistence). 

To collectivist writers (Tawney 1964: 135-6) taxation for any social purpose is 
entirely legitimate. Liberals, also, regard taxation as an appropriate means towards 
policy objectives, though they are concerned about its disincentive effects particularly 
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on labour supply and capital formation, and more generally with selecting an optimal 
trade-off between efficiency and social justice (Atkinson and Stiglitz 1980: lectures 
12-14). 

REDISTRIBUTION. Distributive justice is not a problem for everyone. To Marxists, resources 
are available for collective allocation on the basis of need, which is given clear priority. 
Natural-rights libertarians like Nozick concentrate entirely on rights and deserts. 
Resources are produced by individuals, who thereby acquire the right to allocate them; 
the question of societal allocation does not arise. Distributive justice is therefore 
removed entirely from the agenda. 

Other groups have difficulties with distribution precisely because they are concerned 
with both desert and need. Empirical libertarians may oppose progressive taxation; 
but they do not take an absolute line against redistribution, accepting public action to 
relieve destitution. Utilitarians favour redistributive activity which increases total wel­
fare, but are concerned about the trade-off with efficiency. Rawls, too, is not a complete 
egalitarian, since privilege is acceptable where it improves the position of the least well 
off. For general discussion, see Brittan (1995: ch. 12). 

PUBLIC PRODUCTION raises similar arguments. Libertarians countenance provision by the 
state of at most a limited class of public goods such as law and order, and even those 
only if no method of private supply can be found (Hayek 1960: 223; Friedman 1962: 
ch. 2). In complete opposition, Marxists regard it as a function of the state to supply all 
basic goods and services, and to distribute them in accordance with individual need. 
To liberals the issue of public versus market production and allocation is a pragmatic 
question of which method is more effective—the subject of most of this book. 

5.3. Attitudes towards the welfare state 

The welfare state is a complicated set of institutions, so it is not surprising that attitudes 
towards it are complicated (for detailed discussion, see George and Wilding 1994). 

NATURAL-RIGHTS LIBERTARIANS like Nozick regard a welfare state of any sort as an anathema, 
seeing its pursuit of the spurious (or immoral) goal of equality as an unacceptable vio­
lation of individual liberty. 

EMPIRICAL LIBERTARIANS such as Hayek and Friedman require careful discussion. The distinction 
between an institutional welfare state, which pursues substantially redistributive goals, 
and a residual welfare state was discussed in Chapter 2, Section 7.1. The former is 
strongly opposed by all libertarians. It is seen as a coercive agency which stifles freedom 
and individualism and courts the risk of totalitarianism through the amalgamation of 
economic and political power under central planning, in contrast with their separation 
in a market system. It also creates inefficiency because at a zero or subsidized price 
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demand is excessive, because government monopoly is insulated from competition, 
and because of the distortionary effects of the taxation necessary to finance it. 

A residual welfare state has much more limited aims. It is recognized that a free soci­
ety based on private property and competitive markets is likely to distribute income 
unequally. Limited state activity may therefore be appropriate to relieve destitution and 
to provide certain public goods. Empirical libertarians consider this rather austere wel­
fare state as essential to their conception of a civilized society. It is therefore not incon­
sistent when they attack existing social arrangements in the strongest terms (see Hayek 
1960, and the quote from Friedman at the head of this chapter), but support more lim­
ited welfare institutions (see Friedman 1962: chs. 6,12;Willetts 1992: ch. 10; George and 
Wilding 1994: ch. 2). 

LIBERALS AND DEMOCRATIC SOCIALISTS tend unambiguously to support the welfare state 
(George and Wilding 1994: chs. 3,4). To Beveridge (1944: 254) it was necessary'to use 
the powers of the State, sofar as maybe necessary without any limit whatsoever, in order 
to avoid the five giant evils'.11 Writers like Gilmour (1992) argue that the welfare state is 
not just an outcome of working-class pressure nor a creation of the post-war Labour 
government but an all-party creation deeply rooted in British history. 

For most socialist writers, however, the welfare state is not a complete solution to 
society's ills, but only a step along the way. 

For [Democratic Socialists], the welfare state is a significant staging post in the transition from 
laissez-faire capitalism to socialism . . . They have always understood and accepted that this 
transition . . . would be both gradual and slow for they have consistently rejected any other form 
of transition but the parliamentary process. .. . Social policy plays a very special role in this 
transition . . . (George and Wilding 1994: 74) 

It is not surprising that liberals and socialists share some common ground. Robson 
(1976:17), citing Hobhouse, writes: 

The liberal. .. stands for emancipation, and is the inheritor of a long tradition of those who have 
fought for liberty, who have struggled against government and its laws or against society because 
they crushed human development. . . The socialist stands for solidarity of society, for mutual 
responsibility and the duty of the strong to aid the weak . . . On this analysis the ideals of the lib­
eral and socialist were seen as complementary rather than conflicting. 

MARXISTS disagree among themselves (George and Wilding 1994: ch. 5). Is the welfare state 
only an instrument of capitalist oppression, or does it also represent a progressive out­
come of working-class pressure? Under the first view, the welfare state is at best irrele­
vant, a 'ransom' paid by the dominant class, and an institution dealing with symptoms 
rather than causes of economic and social problems; at worst, the welfare state is actively 
malign, in that it has sustained the capitalist system. 'Social control... has to do with 

1' Want, disease, ignorance, squalor, and idleness—see the discussion in Chapter 1, Section 1.1. 
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the maintenance of order and the reduction of social conflict and tension. From the view­
point of the ruling classes this often means reducing the workers' hostility towards the 
capitalist regime . . . ' (Mishra 1981:82). This, according to some Marxists, is the major 
purpose of the welfare state. 

Other Marxist writers see the welfare state as serving the interests of the capitalist class 
and those of workers. A central insight (Gintis and Bowles 1982) is the contradictory 
position of the welfare state in a modern capitalist economy; the former is based on 
rights (e.g. of citizenship) and needs, the latter recognizes claims on resources based 
on deserts (e.g. through the ownership of property). Thus Gough (1979) sees the state 
not as a neutral umpire, nor as acting merely in the interests of the capitalist class (as opposed 
to the capitalist system), but as responding to pressure: from the working class to meet 
needs and extend rights; and from capital to foster capital accumulation. 

The welfare state thus has contradictory functions. 'It simultaneously embodies tend­
encies to enhance social welfare, to develop the powers of individuals, to exert social 
control over the blind play of market forces; and tendencies to repress and control 
people, to adapt them to the requirements of the capitalist economy' (Gough 1979:12). 

As a result it is not surprising that some Marxists have ambivalent attitudes. Is the wel­
fare state an 'agency of repression, or a system for enlarging human needs and mitigat­
ing the rigours of the free-market economy? An aid to capitalist accumulation and 
profits or a "social wage" to be defended and enlarged like the money in your pay packet? 
Capitalist fraud or working-class victory?' (ibid. 11). 

Whether the welfare state contributes to justice is clearly a matter of perspective, and 
hence susceptible of no definitive answer. Miller (1976: 343-4) admits that 'readers 
with a yearning for Rawlsian "moral geometry" may. . . find this [conclusion] disap­
pointing. Can there be no . . . arguments of universal validity that hold good across 
social and historical barriers? This is indeed a pleasant prospect, but since there 
seems little hope of it being realised, I conclude that we shall have to make do with more 
modest results.' 

It is, nevertheless, instructive to conclude with a few words on who can usefully 
talk with whom, and about what. It is not possible to enter debate with natural-rights 
defenders of free markets and the nightwatchman state, save by disputing their values, 
nor with Marxists, to whom the evils of the market system are axiomatic. But dialogue 
is possible between empirical libertarians, liberals, and democratic socialists. Writers such 
as Hayek and Friedman share common roots in nineteenth-century classical liberalism 
with the largely utilitarian arguments of this book. Their position rests less on an ethi­
cal than on a theoretical and empirical view about the institutions likely to maximize total 
utility. The distinction is vital. The issues dividing a liberal defence of the welfare state 
from the views of empirical libertarians are not moral but largely factual. The main 
thrust of the argument is that technical problems with markets as both a theoretical 
and an empirical matter are much more pervasive than Hayek and Friedman allow. 
These are the grounds of the debate; the theoretical heart of the argument is the subject 
of Chapter 4. 
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FURTHER READING 

For more detailed discussion of the ideas in this chapter and their application to the welfare 
state, see George and Wilding (1994). 

Libertarian ideas are set out by Nozick (1974) (a natural-rights defence), Hayek (1944,1960, 
1976), Friedman (1962), and Friedman and Friedman (1980). For an appreciation of Hayek, see 
Brittan (1995: ch. 6). The intellectual roots of these ideas are discussed by Robbins (1978). 

The liberal approach is analysed by Barry (1973) and Miller (1976). On utilitarianism, see, 
for instance, Sen (1973). On the impossibility of a Paretian liberal, see Sen (1982), Sen and 
Williams (1982), and for a summary of the main arguments, Brittan (1995: ch. 3). For an intro­
duction to Rawls (1972), see Gorovitz (1975) (one of the best teaching articles I have read, and 
one to which readers are most warmly referred). For more detailed commentary, see the con­
tributions in Daniels (1975), and Sen (1992: ch. 5); for liberal critiques, Barry (1973) and Miller 
(1976); and for cogent libertarian criticism, Nisbet (1974). McCreadie (1976) offers an interest­
ing application to the UK National Health Service. 

A simple introduction to socialist thought (and also to the other theories of society) is by 
George and Wilding (1994), and discussion in greater depth by Crosland (1956), Tawney (1964) 
(a defence of equality), Laski (1967), and Miliband (1969). 

The classic exposition of Marxist economic theory is Sweezy (1942). See also Mandel (1976), 
J. Harrison (1978), and Desai (1979). Marxist attitudes to the welfare state are discussed by 
Ginsburg (1979), Gough (1979), and Mishra (1981). 

On arguments about equality, see the essays in Franklin (1997) (a defence of equality) and Letwin 
(1983) (a libertarian critique of egalitarianism). 

Gender aspects of the welfare state are discussed by George and Wilding (1994: ch. 7), 
Sainsbury (1994), and Anne Phillips (1997). 
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Appendix: Non-technical summary of Chapter 3 

1. Chapter 3 discusses various theories of society—libertarianism, utilitarianism, Rawlsian 
arguments, and socialism. In practice the theories blur into each other like the colours of the rain­
bow, but it is useful for exposition to talk about them as separate entities. 

Libertarian theories 

2. To libertarians (Section 2), as their name implies, the primary aim of institutions is individ­
ual liberty, and the best method of achieving its economic dimension is through the operation 
of private markets. Natural-rights libertarians like Nozick (1974) defend a minimal (or 'night-
watchman') state on ethical grounds; empirical libertarians such as Hayek and Friedman out of 
a belief that such a regime will maximize total welfare. For natural-rights libertarians the state 
has no legitimate distributional role at all; to empirical libertarians its distributional activities are 
strictly circumscribed. 

3. Hayek argues in addition that the pursuit of social justice is not only fruitless because there is 
no such thing, but also dangerous because it will destroy the market order which is both efficient 
and the only guarantee of personal freedom. According to Hayek (1976), a given circumstance is 
just or unjust only if it has been caused by the action/inaction of a named individual or individ­
uals. The outcome of impersonal forces ('Nature') can be good or bad, but never just or unjust. 
The market is seen as an impersonal force, akin to an economic game with winners and losers, 
and so the market-determined distribution of goods can be neither just nor unjust. The notion 
of social justice therefore has no meaning. Its quest, however, is dangerous according to Hayek, 
because once governments start to interfere with the market-determined distribution a process 
is set in motion which progressively approaches totalitarianism. 

Liberal theories 

4. Liberal theories (Section 3)—e.g. utilitarianism and Rawlsian thinking—contrast with 
libertarian views first by allowing the state a greater distributional role, and secondly through a 
weaker presumption that the free market is necessarily the best means of production and distri­
bution. The treatment of property rights is not an end in itself, as with libertarians, but a means 
towards the achievement of stated policy aims. In certain circumstances this can justify a mixed 
economy. 

5. The utilitarian aim is to distribute goods so as to maximize the total utility of society's mem­
bers (Section 3.1). Where individuals have identical marginal utility of income functions, this occurs 
when income is shared equally (Figure 3.1). Utilitarianism thus enables statements to be about 
the optimal distribution of goods (which in certain circumstances can be egalitarian), and so legit­
imates a redistributive role of the state. 

6. This approach is criticized by Rawls and others because it can justify harm to the least well-
off individual or group, if this raises total utility. 
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7. Rawls, in contrast, makes justice the primary aim of policy (Section 3.2) (for a very clear 
introduction, see Gorovitz 1975). Rawls defines social justice in terms of two principles, the first 
dealing with the distribution of liberty, the second with that of other goods. Taken together they 
imply that all goods (interpreted broadly to include liberty and opportunity) should be dis­
tributed equally unless an unequal distribution is to the advantage of the least well-off individ­
ual or group. No policy should be undertaken, according to Rawls, unless it benefits also (though 
not necessarily only) the least well-off. Again, there is a legitimate, and generally egalitarian, 
redistributive role for the state. 

8. The theories of utilitarians and Rawls can have different policy implications. Suppose a given 
policy change makes at least one person better off without making anyone worse off. This is a Pareto 
improvement (see Chapter 4, Section 2.1); hence utilitarians would regard the policy as desirable, 
even if the individual thus benefited were rich. Rawls's principles of justice would oppose the pol­
icy unless it were also to the advantage of the least well-off. Thus an efficient answer in a Paretian 
sense is not always just in a Rawlsian sense (see Chapter 4, Section 2.2). 

Socialist theories 

9. The main socialist aims are equality, freedom, and fraternity. These values can conflict, and 
different writers accord them different weight. But there is general agreement about the impor­
tance of equality, which is closely related (though not logically equivalent) to the further social­
ist aim of meeting need. 

10. Despite agreement about their aims, and in their diagnosis of the failings of the free market, 
socialists are divided over how best to achieve them, most fundamentally over the role, if any, of 
the market system. 

11. Democratic socialists (Section 4.1) argue that institutional changes, not least the enlarged 
role of government in economic life, have greatly reduced the evils of capitalism and made it 
possible to harness the market system to socialist goals. Adherents of this view accept a role for 
private property and the market mechanism, though modified in both cases by state inter­
vention—i.e. like liberals they feel that their aims are likely to be best achieved by some sort of 
mixed economy. 

12. Other socialists, e.g. Marxists (Section 4.2), argue that private ownership and the market 
system are inherently in conflict with socialist aims. In particular they regard the market as 
exploitative and therefore incompatible with equality. Marxists therefore reject capitalism out­
right, whether or not it makes up part of a mixed economy, and give the state a primary role in 
production and allocation, as well as in distribution and redistribution. 

Attitudes towards the welfare state 

13. The appropriate role of the state depends crucially on the underlying theory of society 
(Sections 5.1 and 5.2), as also do attitudes towards the welfare state (Section 5.3). 

14. Natural-rights libertarians reject all but minimal intervention and are unambiguously hos­
tile to the welfare state, which they regard as a coercive agency which stifles freedom and indi­
vidualism, and encourages waste and inefficiency in pursuit of the spurious and dangerous goal 
of social justice. 
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15. Empirical libertarians have a broadly similar attitude towards a large-scale welfare state 
with substantial redistributive goals. They do, however, recognize that a free society based on pri­
vate property and competitive markets is likely to distribute income unequally, and are therefore 
prepared to support an austere welfare state whose primary aim is the relief of destitution. 

16. The main support for the welfare state comes from liberals and democratic socialists, in the 
latter case unreservedly, because it is seen as an equalizing force. For liberals its existence is a con­
tingent question: they support the institutions of the welfare state where (and only where) they 
contribute more than alternative arrangements to the achievement of society's aims. In such 
cases their support is unreserved. 

17. Marxists are generally hostile to the welfare state, though with some controversy. 'Hardline' 
commentators regard it as an actively malign agency which serves only (or mainly) as an instru­
ment of social control, to protect the continued existence of the capitalist system. Other writers 
argue that, though the welfare state is indeed a 'ransom' paid by the dominant class, it also rep­
resents a genuine improvement in working-class conditions. 

18. Finally, who can talk with whom, and about what? No debate is possible between liberals 
and natural-rights libertarians, on the one hand, or between liberals and Marxists, on the other. 
Debate is, however, possible between liberals and libertarians such as Hayek and Friedman, who 
argue less from a moral position than from an empirical view about the institutions likely to max­
imize total utility. The main thrust of this book is that technical problems with markets, as both 
a theoretical and an empirical matter, are much more pervasive than Hayek and Friedman allow. 
In other words, the issues which separate a liberal defence of the welfare state from the views of 
empirical libertarians are at least as much factual as ideological. 
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CHAPTER 4 

Economic theory 1: 
State intervention 

Every individual... generally . . . neither intends to promote the public interest, 
nor knows by how much he is promoting it. By preferring the support of domestic 
to that of foreign industry he intends only his own security; and by directing that 
industry in such a manner as its produce may be of the greatest value, he intends 
only his own gain, and he is in this, as in many other cases, led by an invisible hand 
to promote an end which was no part of his intention. Adam Smith, 1776 

[The] market needs a place, and the market needs to be kept in its place. It must be 
given enough scope to accomplish the many things it does well. It limits the power 
of bureaucracy . . . responds reliably to the signals transmitted by consumers and 
producers . . . Most important, the prizes in the market place provide the incentives 
for work effort and productive contribution . . . For such reasons I cheered the 
market; but I could not give it more than two cheers. The tyranny of the dollar 
yardstick restrained my enthusiasm. Arthur Okun, 1975 

I see the critical failing in the standard neoclassical model to be in its assumptions 
concerning information . . . however, while it is the informational assumptions 
underlying the standard theory which are perhaps its Achilles heel, its failures go 
well beyond that: The assumptions concerning completeness of markets, com­
petitiveness of markets, and the absence of innovation are three that I stress. 

Joseph E.Stiglitz, 1994 

1. The formal structure of the problem 

We now change gear and move from the world of political philosophy to economic the­
ory.1 The main aim is to develop a framework which (a) explains and (b) justifies (or fails 

1 Non-technical readers can find the gist of the argument in the Appendix at the end of the chapter. 
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to justify) the fact that the state produces and/or allocates some goods such as health care 
and education, but leaves others like food for the most part to the private market. The 
main issues concern economic efficiency and social justice. Section 1 sets out the formal 
structure of the problem. Section 2 shows that the efficiency aim is common to all the­
ories of society, but that redistributive goals depend crucially on which definition of social 
justice is chosen. The next step (Section 3) is to consider the conditions in which the 
market will allocate efficiently, and appropriate forms of intervention where those 
conditions fail. The pursuit of social justice (Section 4) raises such questions as: why 
does redistribution occur; should it be voluntary; should it be in cash or in kind; and 
what role (if any) should the state adopt to bring about equality of access, opportunity, 
or outcome? One set of counter-arguments to government intervention comes from the 
'government-failure' analysis, discussed briefly in Section 5. As a precursor to policy 
discussion in later chapters, Section 6 sets out the logic of privatization. Section 7 pulls 
together the major threads running through Chapters 3 and 4 by discussing the appro­
priate boundary between the market and the state, summarizing the main theoretical 
argument of the book, and establishing the areas of debate with its opponents, particu­
larly libertarian writers such as Hayek and Friedman. 

The conventional starting point for economic theory is the social-welfare-
maximization problem. The aim of policy is to maximize social welfare subject to the 
three basic constraints of tastes, technology, and resources, i.e. 

Maximize: W = W( U\ UB) (4.1) 

Subject to: UA = UA(X\ YA) 1 (4.2) 
UB = UB(XB, YB) j T a s t e s (4.3) 

X = X(K\L*) 1 (4.4) 
Y=Y(K\n } T e c h n o l ° g y (4.5) 

KX + KY=K 1 (4.6) 
IS + V = l {^sources ( 4 J ) 

The aim in equation (4.1) is to maximize social welfare, W, as a function of the util­
ities of individuals A and B, UA and UB (thus the problem is a joint maximization of efficien­
cy and social justice). The utilities of individuals A and B are constrained by their 
consumption of goods X and Y (equations (4.2) and (4.3)); consumption is con­
strained by equations (4.4) and (4.5), which show the production functions for X and 
Y in terms of the inputs of capital, K, and labour, I ; the inputs used to produce X and Y 
are constrained by the total availability of capital and labour, K and L (equations (4.6) 
and (4.7)). 

The problem as formulated relates to a first-best economy. This implies one of two 
situations: either there is no impediment to efficiency, and also an optimal distribution 
of endowments; or government can counter problems of inefficiency or maldistribu­
tion with first-best policies (e.g. through lump-sum taxation). An important theorem 
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discussed in Section 3 establishes the (first-best) assumptions under which a competi­
tive market will allocate resources efficiently. Where these conditions hold, the state has 
no role except possibly a distributional one. 

The conditions, however, are stringent, as is the assumption that lump-sum taxation 
is feasible. A second-best economy faces additional constraints: imperfect information is 
a recurring theme, e.g. if UA is not well-defined with respect to XA. As a result, unrestricted 
markets may be inefficient or inequitable, and intervention may improve matters. 
Externalities are another problem. If UA depends on XB we have a consumption exter­
nality which constitutes a constraint additional to those in equations (4.2) to (4.7). This 
may justify intervention in various forms. We return to these issues in Sections 3 and 4.2 

2. Why economic efficiency is one of the aims of policy 

2.1. The concept of economic efficiency 

Since the concept of efficiency3 is fundamental to the whole book, this brief introduc­
tion is included in the main body of the chapter rather than relegated to the Appendix. 
Technical readers should proceed directly to Section 2.2. 

Economic efficiency4 is about making the best use of limited resources given people's 
tastes. It involves the choice of an output bundle 

X* = (X P X 2 , . . . ,XJ (4.8) 

(where X, is the output of the zth good) with the property that any deviations from these 
quantities will make at least one person worse off. The intuition is shown in a partial equi­
librium framework in Figure 4.1: the optimal quantity of any good, ceteris paribus, is 
that at which the value placed by society on the marginal unit equals its marginal social 
cost.5 

For a general equilibrium three conditions must hold simultaneously.6 

1. Productive efficiency means that activity should be organized to obtain the max­
imum output from given inputs. This is what engineers mean when they talk about 
efficiency. It is about building a hospital to a specified standard with as few workers as 
possible standing around waiting for something to do. It is also about the choice of 

2 For a compendious survey of the literature on first- and second-best analysis within the social-welfare-maximiza­
tion framework, see Atkinson and Stiglitz (1980: lectures 11-14). 

3 Non-technical readers should consult (in ascending order of difficulty) the relevant chapters (see the following foot­
notes) in Le Grand etal. (1992), Baumol and Blinder (1997: ch. 3), Stiglitz (1993k chs. 2,4), Estrin and Laidler (1995: 
ch.30),orVarian(1996:ch.l). 

4 Referred to synonymously as Pareto efficiency, Pareto optimality, allocative efficiency, or external efficiency. 
5 See Le Grand etal. (1992: ch. 1) or Stiglitz (1993k chs. 7,13). 
6 See, in ascending order of formality, Estrin and Laidler (1995: ch. 30), Varian (1996: chs. 28,29), or Varian (1992: 

chs. 17,18). 

70 

4. State intervention 

Benefit/ 
cost 

X* 

Fig. 4.1. Pareto optimal output: The simple case 
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technique, taking the prices of inputs into account. The transformation curve Y0X0 in 
Figure 4.2 shows the maximum quantities of the two goods that can be produced with 
available resources. Productive efficiency means that production is at a point on— 
rather than inside—the transformation curve. Thus all points on the transformation curve 
conform with productive efficiency. 

This, however, is not enough for allocative efficiency, which requires two additional 
conditions to hold. 

2. Efficiency in product mix means that the optimal combination of goods should be 
produced given existing production technology and consumer tastes. The fact that it 
is possible to build a hospital cheaply is not per se justification for building it. The 
resources involved could perhaps give the local population greater satisfaction if used 
to build a school; or the land could be used as a park, and the money saved by not build­
ing a hospital used to reduce taxes. 

Formally, production is not at any point on the transformation curve in Figure 4.2, 
but at the specific point a, at which the ratio of marginal production costs (i.e. the slope 
of the transformation curve) is equal to the ratio of marginal rates of substitution in con­
sumption (i.e. the slope of the'social' indifference curve, I-I). 

3. Efficiency in consumption means that consumers should allocate their income in a 
way which maximizes their utility, given their incomes and the prices of the goods they 
buy—in formal terms, the marginal rate of substitution must be equal for all individuals. 

The meaning of the third condition is analysed further in the Edgeworth box in 
Figure 4.3. The size of the box shows the total output to be divided between individuals 
A and B, OAX* of good X and OAY* of good Y, where the quantities X* and Y* are those 
in Figure 4.2 (hence fulfilling efficiency in production and in product mix). The output 
allocated to A is measured from the origin 0A, and that to B from OB; at point g the two 
individuals share output equally. The contract curve, represented by the line OAOB, 
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X2 X* X,X0 GoodX 

Fig. 4.2. A simple general equilibrium representation of Pareto optimal output 
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shows those combinations of X and Y at which the marginal rate of substitution 
between the two goods is the same for both individuals. Any movement away from the 
contract curve makes at least one person worse off. Hence any point on the contract curve 
constitutes an efficient allocation. 

Thus in Figure 4.2, point c is neither productively nor allocatively efficient. Point b, 
like all other points on the transformation curve, conforms with productive efficiency. 
Only point a conforms with both productive and allocative efficiency. Thus allocative 
efficiency conforms simultaneously with all these requirements. It will depend on 
external conditions (more resources are devoted to hotels on the Mediterranean than in 
Murmansk); it will depend on tastes (the French spend more on food than the English; 
the English spend more on gardens than the Germans; Hungarians consume more 
paprika than anyone else); it will depend on the age of the population (more resources 
are spent on schools in a country with many children); it will depend on income levels 
(private ownership of cars and personal computers is more widespread in better-off 
countries). The argument in favour of markets, discussed in detail in Section 3, is that 
they can automatically achieve this efficient result. 

The concept of a Pareto improvement is important for the analysis which follows. 
Suppose the initial allocation is shown by point c in Figure 4.3; then individual A on indif­
ference curve A4 is 'poor' and B on indifference curve Bl2 'rich'. If trade moves the allo­
cation to point d, then B is better off (he has moved to the higher indifference curve Bl4) 
and A is no worse off; this is a Pareto improvement. Similarly, a move to the allocation 
shown by e makes A better off without harming B; and a move to an intermediate allo­
cation like/benefits both parties. Thus any move from the distribution shown by c to 
any distribution on the contract curve between d and e, including points d and e them­
selves, increases efficiency and constitutes a Pareto improvement.7 The next question is 
which of these allocations is socially optimal. 

2.2. The relevance of efficiency to different 
theories of society 

The relationship between efficiency and social welfare is shown in Figure 4.3.8 We have 
seen that a move from point c to a point like e is a Pareto improvement. The next step is 
to show that this is not just a utilitarian result. In each case two questions are considered: 
(a) given an initial suboptimal allocation, what constitutes a welfare improvement; and 
(b) what is the optimal distribution of goods, i.e. what allocation is both efficient and 
socially just? Two results are established: economic efficiency, in the sense of a movement 
to an appropriate subset of the contract curve, is an important aim under all the 

7 For an amusing and informative example taken from a prisoner-of-war camp, see Radford (1945). 
8 The issue can be approached also via a utility-possibility frontier, which can be derived as a simple transformation 

of the contract curve in Figure 4.3; see Estrin and Laidler (1995: ch. 32), and, for fuller treatment, Atkinson and Stiglitz 
(1980: lecture 11.2). 
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definitions of social justice discussed in Chapter 3; and in a first-best economy no dis­
tribution can be socially just unless it is also efficient. 

These, however, can be murky waters. Pareto efficiency incorporates two value 
judgements: social welfare is increased if one person is made better off and nobody 
worse off, and individuals are the best judge of their own welfare. As discussed in 
Chapter 3, Section 3.1, these assumptions can be problematic. Thus 'Pareto-type 
definitions... are not uncontested... for they incorporate values that are less 
innocuous that might be at first apparent' (Le Grand 1996: 152; see also Le Grand 
1991a: ch. 3). This section (and Barr 1985, from which it largely derives) abstract from 
these problems. 

THE FIXED-FACTOR CASE assumes an Edgeworth box of given size, and also that the conditions 
for efficiency in production and in product mix hold. This is equivalent to discussing a 
first-best solution. 

Libertarianism.9 Welfare is increased by any Pareto improvement, which to writers like 
Nozick is the only source of welfare gain. Thus a movement from c in Figure 4.3 to 
any point on the contract curve between points d and e (including the end points) 
increases welfare. 

Natural-rights libertarians have little to say about the optimal distribution of goods. 
If the initial distribution is at c, then any point on the contract curve between d and e is 
optimal, provided that c accords with Nozick's idea of justice in holdings, and that the 
movement from c to the contract curve is the result of individual utility maximization 
through voluntary trading in a competitive market system. More generally, depending 
on the initial distribution, any point on the contract curve can be an optimum. 
Empirical libertarians such as Hayek and Friedman support this conclusion, save that 
they accept redistributive activity up to (but not beyond) a guarantee of subsistence— 
that is, they would have nothing to say about movements along the contract curve 
between points b and /, if these show subsistence for individuals A and B, respectively. 

Utilitarians aim to maximize total utility. Again, any Pareto improvement, such as a 
move from c to the contract curve between (and including) points d and e, will increase 
welfare. 

Is any point on the contract curve superior to any other, i.e. do movements along the 
contract curve raise welfare? The utilitarian answer, which is often misunderstood, 
depends on whether utility is ordinally or cardinally measurable. When utility is cardin­
ally measurable and A and B have identical marginal utility of income functions (as in 
Figure 3.1), welfare is maximized by starting from an equal distribution of goods, 
shown by point gin Figure 4.3. From this egalitarian endowment, Pareto improvement 
is possible; under the stated assumptions total utility will be highest at point k. Indi­
viduals A and B are on indifference curves A10 and Bl0, respectively; each enjoys ten units 
of utility (because utility is cardinally measurable); and (because marginal utility of 

9 The libertarian theory of society is discussed in Chapter 3, Section 2. Utilitarianism, Rawls, and socialism are dis­
cussed in Chapter 3, Sections 3.1,3.2, and 4, respectively, and in the Appendix to Chapter 3. 
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income declines) total utility is lower at all other points on the contract curve. In these 
circumstances a move along the contract curve from a point like e towards k constitutes 
a utilitarian welfare improvement. 

This egalitarian outcome, however, depends on A and B having identical marginal util­
ity of income functions. If A is a gloomy guy and B is a cheerful chappie, social welfare 
is maximized at a point like d, and with roles reversed at a point like /. The same logic 
applies when utility is measurable only ordinally, but here, though we know that the opti­
mum distribution is at a point like k (or d or /), we cannot say which point because we 
cannot compare the utility of the two individuals. Note that the latter conclusion is fun­
damentally different from the libertarian argument that there is no ethical difference 
between points on the curve like d, fc, and /. 

Rawls's aim is to distribute resources in accordance with social justice. Starting again 
from point c, a movement to e is a Rawlsian improvement (RI) because it benefits the 
less advantaged individual A. But a movement from c to d, though a Pareto improvement 
(PI), is not RI because it violates Rawls's principle that matters are to be arranged to the 
benefit of the least advantaged. A movement from c to a point between d and e is RI (and 
PI), because it benefits A at least to some extent. In addition, a movement from c to 
points between (and including) e and k, though it is not PI (since individual B is made 
worse off), is RI because it benefits the less-advantaged A. Hence a movement from c to 
the contract curve between d and e, including points d and e, is PI; RI excludes point d10 

and includes points between e and k. The conclusion is that, if we are off the contract curve 
at a point like c, there will always be a subset of the contract curve which is RI. Thus, 
in a first-best economy all Rawlsian socially just distributions lie on the contract curve. 

According to Rawls, goods should be distributed equally, unless any other distribu­
tion benefits the least well off. Hence the just distribution is generally point g, and the 
optimum outcome point k—that is, a single, known, and (generally) egalitarian point. 
Any movement along the contract curve towards k is an unambiguous improvement. 

Socialism. Under one interpretation resources should be shared equally. A movement 
from c to e raises the welfare of (poor) individual A, thereby reducing relative inequal­
ity. Such a move is a socialist improvement (SI). But a movement from c to d helps only 
(rich) individual B. If output is fixed (i.e. ruling out the case where B uses the extra 
resources to bring about economic growth to the advantage of A), this increases relative 
inequality and is therefore not SI. A movement from c to an intermediate point like/is 
arguable. I shall define (though others may disagree) SI to refer to any movement which 
increases individual A's relative share of output, thereby reducing inequality. Suppose/ 
is the point on the contract curve at which A's relative share is the same as at c. We can 
then interpret as SI a movement from c to any point on the contract curve between (and 
including) e and k, and arguably also to any point between e and/( excluding point/itself). 
SI is thus a subset ofRI, and all first-best solutions which are just in a socialist sense lie 
on the contract curve; and, like Rawls, socialists will favour any movement along the 
contract curve towards k. 

10 Unless the lexical extension to the difference principle applies (see Chapter 3, note 5). 
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RELAXING THE FIXED-FACTOR-SUPPLY ASSUMPTION complicates matters because of the resulting 
need, in the absence of lump-sum taxation, to analyse policies in a second-best eco­
nomy. It is a standard proposition (Atkinson and Stiglitz 1980: 343) that lump-sum 
transfers, being based on characteristics exogenous to the taxpayer, can bring about 
any desired distribution of income or goods without efficiency loss. Taxes related to 
income, however (including any indirect tax whose payment rises with income), are not 
lump sum, and generally cause inefficiency, inter alia through their effect on individu­
al labour supply. But attempts to achieve social justice (such as a movement from e to k 
in Figure 4.3) involve redistribution; hence taxation must inevitably be income related. 
As a result, any practicable system of taxation may cause inefficiency in production 
and/or product mix. Thus there may be a trade-off between efficiency and equity. 

This trade-off is analysed formally in the optimal taxation literature11 in terms of 
the social-welfare-maximization framework set out in Section 1. The distribution 
which jointly optimizes efficiency and social justice depends on two sets of factors: the 
efficiency costs of redistribution (mainly a technical matter depending, inter alia, on the 
compensated elasticity of factor supply); and the relative weights attached to efficiency 
and equity (primarily an ideological matter). 

When account is taken of the efficiency impact of redistribution, it may not be possible, 
for instance, to move from point c to point e. The only feasible possibilities might be: 

• a movement to a point like b, which is efficient and leaves total production unaffected, 
but which, in most theories of society, is less just than the distribution shown by c\ 
or 

• a movement to a distribution less unequal than b. In this case redistributive taxa­
tion will cause efficiency losses, generally by reducing output (i.e. attempts to move 
from c towards e will shrink the size of the box in Figure 4.3). 

In the face of this trade-off there will be different views about the desirability of an 
increase in efficiency, which will not be seen as a welfare gain if its equity cost is 'too' high. 
To some libertarians equity has a zero weight; a movement from c to b will therefore increase 
both efficiency and welfare. To utilitarians the weight given to social justice is an open 
question. A given efficiency gain may or may not increase welfare; and the utilitarian opti­
mum will not necessarily be efficient (i.e. utilitarians are prepared to sacrifice some 
efficiency in the interests of greater justice). Rawlsians and socialists give social justice 
more weight, and will therefore generally accept a higher efficiency cost to achieve a just 
distribution. Note, however, that no theory of society gives social justice complete pri­
ority. Even a Marxist would resist the pursuit of distributional objectives if the resulting 
efficiency costs reduced output to zero. 

CONCLUSIONS focus particularly on the relationship between efficiency and social welfare. 
The overall conclusion is that the analysis of this chapter is general in its application. 

" See, in ascending order of formality, Stiglitz (1988: ch. 20), Cullis and Jones (1998: chs. 15,16), and Atkinson and 
Stiglitz (1980: lectures 11,12). 
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Conclusion 1: the meaning of efficiency: an increase in efficiency (e.g. a movement from 
point c to a point on the contract curve) has the same meaning in all theories of society. 

Conclusion 2: welfare improvements: welfare is increased under all the theories of 
society by a movement from a point like c to an appropriate subset of the contract curve. 
Additionally, a movement from c to a point between e and/(excluding/) is SI and RI 
and PI. Efficiency gains of this sort raise social welfare under all the theories of society dis­
cussed in Chapter 3. Where such a movement is feasible, this conclusion is valid whether 
factor supply is fixed or variable.12 

Conclusion 3: the optimal distribution in a first-best economy: for any of the theories 
of society discussed earlier all first-best socially just distributions are also Pareto efficient. 
Efficiency in this case is a necessary condition for social justice. 

Conclusion 4: the optimal distribution in a second-best economy: in this case an 
increase in efficiency may be possible only at the expense of social justice. Whether 
such an efficiency gain raises social welfare depends on the relative weights accorded 
efficiency and equity, weights which will generally vary with different theories of soci­
ety. Thus, the second-best optimum distribution may be a point which is not Pareto 
efficient. 

3. Intervention for reasons of efficiency 

3.1. Types of intervention 

Discussion so far has concerned the aims of policy. The next step is to consider methods. 
This section discusses the circumstances in which market allocation is efficient and, if 
it is not, the types of intervention which might be justified. The analysis here (and for 
most of the book) looks mainly at static efficiency, though in later chapters issues of eco­
nomic growth (i.e. dynamic efficiency) are discussed where relevant. 

The state can intervene in four ways: regulation, finance, and public production, 
which all involve direct interference in the market mechanism; and income transfers, which 
may have indirect effects. 

REGULATION. The state interferes with the free market through large numbers of regulations. 
Some (e.g. those concerning alcohol sales or shop-opening hours) have more to do with 
social values than economics. But many are directly relevant to the efficient or equitable 
operation of markets, especially where knowledge is imperfect. Regulation of quality 
is concerned mainly with the supply side—for example, hygiene laws relating to the 

12 As discussed earlier, this does not imply that the definition of efficiency is value free. The assertion here is weaker: 
that a subset of Pareto improvements, though not value free, is consistent with all the theories of society discussed in 
Chapter 3. 
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production and sale of food and pharmaceutical drugs; laws forbidding unqualified 
people to practise medicine; and consumer protection legislation generally. Regulation 
of quantity more often affects individual demand—for example, the requirement to 
attend school, mandatory automobile insurance, and compulsory social-insurance 
contributions. Examples of price regulation include minimum wages and rent control. 

FINANCE involves subsidies (or taxes) applied to the prices of specific commodities or 
affecting the incomes of individuals. Price subsidies affect economic activity by chang­
ing the slope of the budget constraint facing individuals and firms. They can be partial 
(e.g. for public transport or local-authority housing) or total (e.g. free pharmaceutical 
drugs for the elderly in the UK, and under medicare in the USA). Similarly, prices can 
be affected by a variety of taxes (e.g. on pollution or congestion). Income subsidies raise 
different issues which are discussed shortly. 

PRODUCTION. Though regulation and finance modify market outcomes, they leave the 
basic mechanism intact. Alternatively, the state can take over the supply side by producing 
goods and services itself; in such cases the state owns the capital inputs (e.g. school 
buildings and equipment) and employs the necessary labour (e.g. teachers). Other 
(more or less pure) examples are national defence and (in the UK) most health care. It 
is important to be clear that finance and production are entirely separate forms of inter­
vention, both conceptually and in practice. The distinction is of considerable relevance 
to privatization, discussed in Section 6. 

INCOME TRANSFERS can be tied to specific types of expenditure (e.g. education vouchers or 
housing benefit) or untied (e.g. social-security benefits). First-best transfers take the form 
of a lump sum, and therefore affect economic activity by changing the incomes of 
the individuals, with no extra-market effect on product or factor prices. As we saw in Section 
2.2, however, redistributive transfers in practice are not of this sort, and so cannot be 
regarded in efficiency terms as wholly neutral. 

3.2. The assumptions under which markets are efficient 

This section is in some respects the theoretical heart of the book. The so-called invis­
ible hand theorem asserts that the market clearing set of outputs, XM, will automatically 
be the efficient output bundle X* in equation (4.8) if and only if a number of assump­
tions hold. These (henceforth collectively called the standard assumptions) concern 
perfect competition, complete markets, the absence of market failures, and, crucially, 
perfect information. Where all the assumptions hold there is no justification for inter­
vention on efficiency grounds, but if one or more fails the resulting market equilibrium 
may be inefficient, and state intervention in one of the forms described above may be 
appropriate. 
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PERFECT COMPETITION 

Perfect competition must hold in product and factor markets, and also (and importantly) 
in capital markets. The assumption has two essential features: economic agents must be 
price-takers; and they must have equal power. 

PRICE-TAKING implies a large number of individuals and firms, with no entry barriers 
in any market. The assumption can fail—for example, in the presence of monopoly, 
monopsony, or oligopoly—and appropriate intervention can increase efficiency. It is a 
standard proposition (Hirshleifer 1980: 348 etseq.) that a monopolist can be given an 
incentive to produce the efficient output either through the imposition of a maximum 
price (i.e. regulation) or via an appropriate price subsidy (with or without the addition 
of a lump-sum tax). Where imperfect competition takes the form of oligopoly, other forms 
of regulation maybe appropriate (e.g. the Monopolies and Mergers Commission in the 
UK and anti-trust legislation in the USA). 

EQUAL POWER is not violated if some individuals have higher incomes than others and so 
have more 'dollar votes'. In all other respects agents must have equal power—there can 
be no discrimination. The assumption is frequently breached, and hard to correct. In some 
areas (e.g. safety legislation in factories) the state intervenes through regulation. Others, 
such as having friends in high places (which socialists regard as a major cause of 
inequality), have no easy solution; nor does outright discrimination—for example, by 
race or sex. Legislation (i.e. regulation) in these areas has met with only limited success. 

COMPLETE MARKETS 

Complete markets would provide all goods and services for which individuals are pre­
pared to pay a price which covers their production costs. This is not always the case. 
The market will generally fail completely to supply public goods (discussed shortly). 
Missing markets arise, secondly, because certain risks are uninsurable (Chapter 5). 
Thirdly, capital markets may in some circumstances fail to provide loans (student loans 
are discussed in Chapter 13). Fourthly, there may be no futures market—that is, it may 
not be possible to make a contract now to buy or sell a commodity on given terms at some 
time in the future. Finally, a commodity may not be supplied because a complementary 
market is absent. This is a particular problem if large-scale activities need to be coordin­
ated—for example, in the case of urban renewal projects. Where there are missing mar­
kets, state intervention (often, though not always, in the form of public production) will 
generally be necessary if the commodity is to be supplied. 

NO MARKET FAILURES 

This assumption can be violated in three major ways: public goods, external effects, and 
increasing returns to scale, discussed in more detail in the Appendix. 
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PURE PUBLIC GOODS exhibit three technical characteristics, non-rivalness in consumption, 
non-excludability, and non-rejectability, which together imply that the market is likely 
to produce inefficiently, if at all. Once a public good is produced, non-excludability 
makes it impossible to prevent people from using it, hence it is not possible to levy 
charges (this is the free-rider problem); in such cases the market may fail entirely. Non-
rivalness implies that the marginal cost of an extra user (though not of an extra unit of 
output) is zero. The efficient price should therefore be based on individual marginal val­
uations of the good—that is, on perfect price discrimination; where this is not possible, 
the market is likely to be inefficient. If a public good is to be provided at all, the appro­
priate form of intervention is generally public production.^ 

EXTERNAL EFFECTS are a closely related phenomenon. They arise when an act of agent A im­
poses costs or confers benefits on agent B for which no compensation from A to B, or 
payment from B to A, takes place. Formally, a technological externality arises when A's 
utility function or production function is interrelated with B's. It is a standard proposi­
tion14 that, in the presence of an external cost, the market clearing output will generally 
exceed the efficient output, and vice versa for an external benefit. The market itself can 
sometimes solve the problem, (a) through merger of the relevant parties (Meade 1952) 
or {b) where property rights are well defined, through negotiation between the parties 
concerned (Coase 1960). The latter, however, is not always possible—for instance, 
where property rights are not enforceable (air pollution) or where transactions costs are 
high because large numbers of people are involved (traffic congestion). In such cases, 
intervention may be warranted through either (c) regulation or (d) an appropriate 
Pigovian tax or subsidy. The choice of method depends on a complex of factors. 
Taxation/subsidy is the usual solution if the intention is marginally to change levels of 
consumption or production. But regulation may be useful where the aim is to enforce 
at least a minimum level of some activity (compulsory automobile insurance), or to restrict 
it below some maximum (mandatory pollution controls) or where measurement prob­
lems prevent assessment of the appropriate tax/subsidy.15 

INCREASING RETURNS TO SCALE at all levels of output imply that average cost will exceed 
marginal cost, as in Figure 4.4. The consequent long-run losses will drive competitive 
firms from the industry, which will either become monopolized or (if even a mono­
polist makes losses) will cease to exist at all. Intervention can take one of two forms. 

13 See, in ascending order of difficulty, Baumol and Blinder (1997: ch. 13), Estrin and Laidler (1995: ch. 31), Stiglitz 
(1993k ch. 7), Stiglitz (1988: ch. 5), Musgrave and Musgrave (1989: chs. 4,5), or Varian (1996: ch. 34). The classic expo­
sition of the theory of public goods is Samuelson (1954). 

14 On the welfare effects of externalities, see, in ascending order of difficulty, Le Grand etal. (1992: ch. 2), Baumol and 
Blinder (1997: ch. 13), Stiglitz (1988: ch. 8), Estrin and Laidler (1995: ch. 31), Varian (1996: ch. 31), and Varian (1992: 
ch.24). 

15 For discussion in the context of environmental issues, see Stiglitz (1988: ch. 8), Stephen Smith (1992), and the var­
ious contributions in the special issue 'Public Finance and the Environment', International Tax and Public Finance, 2/2 
(Aug. 1995). 
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The industry could remain private, buttressed by an appropriate lump-sum subsidy 
(AC0- P0)X0 in Figure 4.4;16 or it could be nationalized and similarly subsidized. The 
appropriate intervention, therefore, is subsidy or public production or both. 

PERFECT INFORMATION 

The analysis of imperfect competition and market failures has two noteworthy fea­
tures: for the most part it has a long pedigree in the economic literature; and it justifies 
regulation and subsidy but (with the exception of public goods) gives no efficiency 
argument for public production. Two conclusions follow (for fuller discussion, see Barr 
1992: section III (A)): when applied to the welfare state, these traditional arguments give 
little justification, at least in utilitarian terms, for large-scale, publicly organized welfare-
state services; and, to the extent that they support such institutions at all, they justify only 
a residual welfare state.17 

A more recent body of theory focuses on the extent to which consumers and firms are 
well informed. Simple theory assumes that consumers know what goods are available 
and their nature. The assumption can fail because economic agents may have imperfect 
knowledge of the quality of goods or their prices. The literature thus has two strands. The 
first analyses the effects of imperfect information about quality: consumers might be badly 
informed (e.g. about the quality of an automobile), so might producers (e.g. about the 
riskiness of an applicant for insurance). The resulting literature investigates such topics 

16 Though the taxation necessary to finance the subsidy would itself be distortionary unless levied on a lump-sum basis. 
17 Chapter 2, Section 7.1 explains the distinction between a residual and an institutional welfare state. 
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as 'lemons' and signalling. The second strand, imperfect information about prices, 
embraces search theory and reservation wages.18 

As emerges in much of the rest of the book, this literature, particularly the first 
strand, provides the analytical key to the economic explanation of the welfare state.19 

Complete information requires at least three types of knowledge: about the quality of 
the product, about prices, and about the future. 

QUALITY. The assumption that economic agents have perfect knowledge about the nature 
of the product (including factor inputs) implies that individuals have well-defined 
indifference maps, and firms, similarly, well-defined isoquants. This is plausible for 
some goods (e.g. food), but less so for others. When the assumption fails, the market itself 
may solve the problem by supplying the information necessary for rational decisions. 
When I buy a house I do not know whether it is structurally sound, but I can buy the infor­
mation by hiring the services of a surveyor. More generally, information is avail­
able from a large number of consumer publications. In such cases intervention is 
unnecessary. 

Other types of information failure may justify regulation. Consumers usually have 
sufficient knowledge about the characteristics of food to choose a reasonably balanced 
diet, but may be imperfectly informed about the conditions in which the food was pre­
pared. The state therefore intervenes with hygiene laws (i.e. regulation), whose effect is 
to improve consumer information, thereby increasing efficiency. 

Where the information failure is small, regulation may suffice. Where information is 
seriously deficient, however, market outcomes may be less efficient than some sort of 
administrative solution. Markets are generally more efficient: 

(a) the better is consumer information, 

(b) the more cheaply and effectively it can be improved (e.g. computer magazines), 

(c) the easier it is for consumers to understand available information, 

(d) the lower are the costs of choosing badly, and 

(e) the more diverse are consumer tastes. 

Commodities which conform well with these criteria are food and such consumer 
durables as hi-fi, personal computers, and automobiles. As discussed later, health care 
conforms less well: consumer information is often poor; people generally require indi­
vidual information, so that the process will not be cheap (violating (b)); much of the infor­
mation is highly technical (violating (c)); and the costs of mistaken choice can be high 
(violating (d)). In these circumstances, there may be a justification for public production 
and allocation. 

18 The quality literature has its roots in classic articles by Arrow (1963) and Akerlof (1970). See Stiglitz (1987), Phlips 
(1988: ch. 2), and Hirshleifer and Riley (1992) for surveys and, for fuller discussion, Stiglitz (1989). For a survey of the 
literature on imperfect price information, see Mortensen (1986) and Phlips (1988: ch. 3). 

19 It has also led to major advances in other areas, as suggested in the quote by Stiglitz at the head of the chapter. See 
the references in the previous note. 
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PRICE. Rational choice requires also that agents are perfectly informed about prices—that 
is, that they face a well-defined budget constraint. This is plausible for commodities like 
clothes, less so for things like car repairs. Where the assumption fails, the market, again, 
may supply the necessary information—for example, a house or a piece of jewellery can 
be professionally valued. In such cases the services of the valuer improve knowledge about 
prices, and so increase efficiency. Where the market does not resolve the problem, state 
intervention via regulation maybe necessary—for instance, a requirement to issue price 
lists. 

It should be noted that rational choice depends on both indifference/isoquant map 
and budget constraint; hence perfect information is needed about the nature of the 
product and about prices—neither on its own is sufficient. The two together have a 
critical efficiency role: it is conventionally argued, not least by writers such as Hayek 
and Friedman, that the advantages of competition are the maximization of consumer 
choice and the minimization of cost. Without perfect information, however, agents are 
unable to exercise their consumer sovereignty rationally; nor can they tell whether 
competitive cost reductions are associated with an unacceptable reduction in quality. An 
important conclusion follows—that the efficiency advantages of perfect competition are 
contingent on perfect information. 

THE FUTURE. Intertemporal utility maximization requires perfect information also about 
the future. I know that I will need food this week and again next week, and shop accord­
ingly; but I do not know how much furniture I will consume over the next ten years nor 
how many cars, because I do not know whether my house will catch fire or my car be 
involved in an accident. In such cases, the market solution is to offer insurance, which 
gives me certainty, since any losses I suffer will be made good by the insurance com­
pany. However, as discussed in Chapter 5, technical problems (due largely to information 
failures in insurance markets) can make private insurance inefficient or impossible. In 
these circumstances public funding might be appropriate. 

3.3. Policy implications 

LESSONS FROM ECONOMIC THEORY. It is important to be clear about what has been said, and 
what not said, about the size of the public sector. As a theoretical proposition, the mar­
ket allocates efficiently when all the necessary assumptions hold. In such cases intervention 
on efficiency grounds is neither necessary nor desirable. Where one or more of the 
assumptions fails, it is necessary in each case to ask three questions: 

• Can the market solve the problem itself? 

• If not, which type of intervention—regulation, finance, or public production—or 
mix of interventions might improve efficiency? 

• Would intervention be cost effective? 
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As a practical matter, the necessary conditions rarely apply fully; it is generally 
sufficient that they are broadly true. Competition may operate with a relatively small 
number of suppliers and minor forms of consumer ignorance can often be ignored. 
Nevertheless, the market's efficiency advantages are tempered by the possibility of 
market failure and, completely separately, by the fact that it can lead to inequitable out­
comes. 

A second lesson is that a prima-facie case for intervention—because one or more 
assumptions fails significantly—translates into a case for action only if intervention 
can improve on an imperfect market outcome. Intervention, in short, must be cost 
effective. This is more likely the more effective is government. Government failure is dis­
cussed in Section 5. 

Thirdly, the size of the public sector depends also on demand. If there are only two 
goods, food (produced privately) and education (produced publicly), the optimal size 
of the public sector will depend on preferences over food and education, and will vary 
over time and across countries. Thus the size of the public sector has a political as well 
as a technical dimension. 

MARKET SUCCESS. Food, by and large, conforms with the standard assumptions. People 
generally have sufficient information to buy a balanced diet; food prices are known, not 
least because food is bought frequently; and most people know roughly how much they 
will need over a given period. Food production and (especially) distribution are com­
petitive; and there are no major market failures. A possible violation is ignorance about 
the conditions under which food is produced and about its ingredients. The state there­
fore intervenes with hygiene regulations; it may also require packaging to display ingre­
dients and a'sell-by' date. Since such regulation can readily be understood, it enhances 
consumer information, leaving the private market to operate efficiently. Even where 
there are reservations about the effectiveness of hygiene regulations, consumer choice 
and market allocation are more efficient than any alternative, not least because of the enor­
mous diversity of consumer tastes. It is not surprising that there are no serious advocates 
of a national food service. 

Clothing, too, mostly conforms with the assumptions. It can, however, be argued that 
people are less well informed about the quality of clothing than about food. Yet there is 
less regulation about the quality of clothing, not least because the costs of mistaken choice 
are generally much lower than with food. The exceptions—for example, safety clothing 
and crash helmets—for precisely that reason are regulated. Except for these latter cases, 
it can be argued that, even where an assumption fails, intervention is not cost effective. 

Consumer goods such as televisions, washing machines, kitchen appliances, and 
personal computers fit into the same pattern. The market supplies much information 
through consumer magazines, newspaper articles, and consumer programmes on 
radio and television; and aggrieved individuals can seek legal redress. Minor consumer 
ignorance is ignored where the costs of mistaken choice are small. Where the potential 
costs of poor quality are larger (e.g. electrical appliances which might catch fire), the appro­
priate form of intervention is regulation. 
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Cars raise two sets of issues. On the production side the arguments are similar to 
those for smaller consumer goods, a key feature being the extent of consumer informa­
tion about quality. In particular, consumers cannot easily check that a car's brakes and 
steering are safe and its tyres well designed. Given the high costs of mistaken choice, reg­
ulation of such safety features is stringent and continually evolving. So far as the use of 
cars is concerned, regulation mainly addresses the external costs my driving imposes on 
others if I drive unsafely (e.g. drink-drive laws), or operate a car in unsafe mechanical 
condition (worn tyres). 

MARKET FAILURE. Since much of the rest of the book discusses areas where—to a greater 
or lesser extent—markets fail, this section takes only one illustration, health care (dis­
cussed in detail in Chapter 12). With health care, consumer information can be highly 
imperfect, since much medical treatment is complex and technical. In addition, know­
ledge of prices is scant. Nobody knows how much health care they will need and, as shown 
in Chapters 5 and 12, there are major technical (again, largely information) problems 
with private medical insurance. It is also argued that health care is not competitive. 
Finally, some medical care can generate externalities. What type of intervention is then 
appropriate? Information failures and the lack of competition justify regulation; the 
externality, coupled with major insurance problems, may justify public funding; and a 
strong (though not overriding) argument for public production and allocation arises out 
of serious problems with both consumer information and private insurance. 

These arguments, though applied in this book to the components of the welfare state, 
are completely general, and it is instructive to apply them to past or present public 
enterprises well outside the welfare state, such as railways, electricity, telephones, steel, 
coal and airlines, and to reform in Central and Eastern Europe and the former Soviet Union. 

4. Intervention for reasons of social justice 

Different definitions of social justice (or equity) were discussed in Chapter 3. The main 
questions in this section are different—namely: why does redistribution occur; should 
it be in cash or kind; and is there enough redistribution? 

4.1. Why does redistribution occur? 

COERCED REDISTRIBUTION. According to writers such as Downs (1957) and Tullock (1970),20 

the 'poor', acting as individuals or as part of a coalition, use their voting power to 
enforce redistribution from the 'rich'. Downs assumes that politicians seek office for 
reasons of income, status, and power, and therefore choose policies which maximize the 

20 See also Buchanan and Tullock (1962), and, for a non-technical introduction, Tullock (1976). 
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votes they receive at the next election; and that citizens vote for the party whose programme 
promises them the highest expected utility. Since the income distribution in most 
countries contains relatively few people with high incomes and many with lower 
incomes, governments maximize votes by redistributing from the rich, thereby gaining 
the (many more) votes of those with lower incomes. 

The logic of the argument is that the system will redistribute towards equality. That 
equality is not reached is attributed to three countervailing pressures: fear of the 
efficiency losses of high taxation; the fact that the rich generally have more power; and 
the fact that the poor might want some inequality to remain, in the hope that they 
might some day themselves be rich. 

Tullock discusses how different income groups might form voting coalitions, noting 
in particular that any coalition of at least 51 per cent of the electorate must contain not 
only the very poor but also many in the middle-income group. His theory therefore 
offers an explanation of the commonly observed phenomenon (Le Grand 1982) that pub­
lic expenditure on the poor is often lower than on the middle-income group (which tends, 
for example, to make more intensive use of the educational system). There is a direct rela­
tionship between these arguments and the government-failure analysis discussed in 
Section 5. 

VOLUNTARY REDISTRIBUTION. According to Downs (1957) and Tullock (1970), redistribution 
is motivated by selfishness and enforced by political coercion. Hochman and Rodgers 
(1969), in contrast, recognize the possibility of altruistic motives. Their theory seeks to 
explain both voluntary giving, and the fact that people with high incomes may vote for 
political parties which propose to tax them more heavily to finance redistributive poli­
cies. At the heart of this approach lies the notion that individual welfares are interdependent. 

The simplest explanation of voluntary redistribution is based on a particular type of 
externality. Assume a two-person world with representative 'rich' and 'poor' individuals, 
R and P. If R is concerned with P's utility as well as his own, both may gain by a gift from 
R to P. Where redistribution makes some people better off without making anyone 
worse off, transfers from rich to poor may be justified on quasi-efficiency grounds.21 

Formal analysis. In the simplest case R and P each has a utility function which is 
dependent only on his own income. Thus 

UR=f(YR) (4.9) 

and 

Up=f(Yp) (4.10) 

where UR and Up are the utilities of the rich and the poor man, respectively, and YR and 
Yp their incomes. But now suppose that R's utility depends not only on his own income, 
but also on P's. Then, 

21 For a fuller exposition, see Hochman and Rodgers (1969). A similar approach treats the size distribution of income 
as a public good; see Thurow (1971). 
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UR=f(YR,Yp),f>0,f>0 (4.11) 

where/ and/2 are the partial derivatives of UR with respect to YR and Yp, respectively. 
There is an externality since ceteris paribus R's utility rises with P's income.22 In this sit­
uation redistribution from rich to poor can be rational: it will raise P's utility (because 
his income goes up) and also R's utility (because of the increase in P's income) so long 
as 

dUR dUR
 n 

>0 (4.12) 
dY? dYR { ] 

where the first term shows the increase in R's utility as a result of the increase in P's 
income, and the second the reduction in R's utility because of the reduction in his own 
income. Voluntary redistribution from R to P will be rational so long as the first term 
exceeds the second. 

Criticisms of voluntarism. This approach leaves no distributional role for the state 
through compulsory taxation unless voluntarism can be shown to be suboptimal. Two 
such arguments have been proposed. The first concerns the problem of free-riders, 
which can arise when the model is extended from the two-person case to the n-person. 
Suppose that it is not the income of specific individual poor people which affects the util­
ity of the rich, but the overall distribution, which then displays all the characteristics of 
a public good. 

Each individual in society faces the same income distribution. No one can be deprived of the benefits 
flowing from any particular income distribution. My consumption of whatever benefits occur is 
not rival with your consumption. In short, the income distribution meets all the tests of a pure 
public good. Exclusion is impossible; consumption is non-rival; each individual must consume 
the same quantity. The same problems also occur. Each individual has a vested interest in disguis­
ing his preferences concerning his desired income to avoid paying his optimal share of the necessary 
transfer payments. (Thurow 1971: 328-9, emphasis added) 

Hence, Tt can be argued that private charity is insufficient because the benefits from it 
accrue to people other than those who make the gifts . . . [We] might. . . be willing to 
contribute to the relief of poverty, provided everyone else did' (Friedman 1962: 191, 
emphasis in original). 

The extent of free-riding depends on the nature of the externality. If what matters to 
the rich is the income of the poor, it may be rational for them to vote for redistributive 
taxation, which is compulsory and so avoids free-riding. I shall refer to this as 'volun­
tary compulsion'. Since it is, up to a point, imposed by the rich upon themselves, this is 
a very different argument from the 'coercion via the ballot box' of Downs and Tullock. 
If, however, the rich derive utility from the act of giving, free-riding is less of a problem.23 

22 In formal terms we are relaxing the assumption that the social-welfare function is additive—see Chapter 6, Section 
1.2. 

23 For precisely this reason, many charitable organizations now attempt to reduce free-riding by assigning a specific, 
named family to the giver. Attempts have been made to defend voluntarism against the free-rider argument. See Sugden 
(1983b), Andreoni (1989,1990), and, for a survey, Jones and Posnett (1993). 
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A second and completely separate criticism of voluntarism is that, if redistribution 
were only that which the rich volunteered, it might be suboptimal even in the absence 
of free-riders. Suppose the initial situation is shown by point d in Figure 4.3, and the social 
welfare maximizing distribution by point k (as for Rawls or a socialist). The rich might 
be prepared through voluntarism to move the distribution from d to/, or through com­
pulsory taxation to e. But if the income externality is 'exhausted' at e then a movement 
to k, though possibly raising total utility, would reduce the utility of the rich. In such a 
case voluntary transfers would be insufficient to bring about the egalitarian distribution 
advocated, for example, by Rawls. 

It follows, in conclusion, that voluntary redistribution alone will be suboptimal 
unless one believes both that free-riding is not a problem and that the optimal amount 
of redistribution is that which the rich wish to volunteer. 

4.2. Should redistribution be in cash or kind? 

What, if any, are the arguments for redistribution in kind (i.e. transferring commod­
ities directly to the poor at zero or non-market prices)? 

ECONOMIC ARGUMENTS. The efficiency case for overriding consumer sovereignty has two legs. 

• Where consumer information is poor and an agent's decisions likely to be better, the 
consumption decision might be more efficient if made on the individual's behalf 
by an agent. This is the efficiency case for 'merit goods', discussed below, where 
individual preferences are overridden—for example, parents cannot choose not to 
send their children to school. 

• Even where it might be desirable to override preferences, it is possible only where the 
individual cannot subvert the agent's choices. This requires that (a) the commod­
ity is not easily tradeable (otherwise the individual could sell the good and use the 
money to finance a different consumption mix), (b) the commodity is not easily fun­
gible in family income (otherwise, if given free food, I could buy whisky with the 
money I would otherwise have spent on food), and (c) it not easy to reject the good. 

There are two additional reasons why policy-makers might wish to override con­
sumer sovereignty. First, individuals may have unequal power, leading to horizontal 
inequity. In some societies a daughter's income is transferred to her husband's family 
whereas a son's income stays in his parents' household. Parents may therefore give 
daughters less education or feed them less well. In such circumstances, the freedom of 
parents might partly be overridden—for instance, through school-feeding programmes. 
Secondly, consumer sovereignty might be overridden in extreme cases of supply-side 
disruption (food rations in wartime). The problem is less that market allocation is 
inefficient, than that it is more inequitable than policy-makers regard as tolerable. 

This suggests that, in strict economic terms, the use of in-kind transfers for distributional 
purposes is very circumscribed unless they are also justified on efficiency grounds. 
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POLITICAL ECONOMY ARGUMENTS. The counter-argument suggests that it may sometimes be 
politically easier to redistribute in kind. 

Formal analysis. In equation (4.11), the utility of the rich person depends both on his 
own income, and that of the poor man. But suppose the externality is caused not by P's 
income but by his consumption. Then, 

UR=f(YR,Cp) (4.13) 

where Cp is P's consumption. However, not all increases in Cp will raise the utility of the 
rich—consumption of alcohol by the poor might not do so. It is necessary to disaggre­
gate so that, 

CP = GP + BP (4.14) 

where Gp is 'good' consumption by the poor (children's clothing, basic food), and Bp is 
'bad' consumption (whisky, welfare Cadillacs), where 'good' and 'bad' are defined by the 
rich. 

From equations (4.13) and (4.14) we have 

U*=f(Y*tG
p,B*) f^Oj^Oj^O (4.15) 

where/p/2 and/3 are the partial derivatives of L7R with respect to YK, Gp and Bp, respec­
tively. R's utility increases with his own income, and with 'good' consumption by P, but 
decreases with P's 'bad' consumption. In this situation, transfers of'good' consumption 
take place as long as 

duR ai/R 

3GP 37R >0 (4.16) 

where the first term shows the increase in R's utility resulting from the increase in P's 'good' 
consumption, and the second is the decrease in R's utility because of the decrease in his 
own income. 

Merit goods. School education is compulsory, irrespective of the wishes of parents or 
children. As discussed above, if the standard assumptions hold, there is no efficiency 
justification for merit goods. Figure 4.5 shows how their existence can be explained in 
political economy terms by a consumption externality. Suppose individual P initially faces 
the budget constraint YPYP and maximizes utility by choosing point a. Now compare a 
cash transfer with a compulsory in-kind transfer. Suppose that the cash transfer shifts 
P's budget constraint outward to YXYX so that he maximizes utility at point b. 
Alternatively, a compulsory transfer of Y2-Yp units of education shifts P's budget con­
straint to Y2Y2, and utility is maximized at c. Given the choice, a rational poor person will 
favour the in-kind transfer, since c is on a higher indifference curve than b. 

Now consider matters from the viewpoint of individual R. It is clear that the in-kind 
transfer is more costly (i.e. measuring along the horizontal axis, the in-kind transfer con­
sists of Y2-Yp units of education, whereas the cash transfer buys only Yx-Yp units). 
However, though R gives up more income to finance the in-kind transfer, he might give 
up less utility. In the presence of a consumption externality, an income transfer can 
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Fig. 4.5. Redistribution in cash and kind 

reduce the utility of the rich both per se and because it might be used by the poor to finance 
'bad' consumption. Transfers in kind, though costing more in financial terms, have the 
advantage, from R's point of view, that they are entirely 'good' consumption. If f2 in 
equation (4.15) is large and positive, and/3 large and negative, then R too might prefer 
the in-kind transfer. 

In this case social welfare might be higher with in-kind transfers, despite the absence 
of any efficiency reasons for public production or allocation, simply because both rich 
and poor prefer it that way. 

4.3. Horizontal equity 

Discussion thus far has concentrated mainly on vertical equity—that is, the redistribu­
tion of income or consumption from rich to poor. Social justice also involves horizon­
tal equity, which concerns goals like minimum standards for certain goods and services, 
or equal access to them, and equality of opportunity.24 

MINIMUM STANDARDS are a form of regulation, and can therefore be justified only by the fail­
ure of one or more of the standard assumptions. This can occur in three ways. Where 
agents have imperfect information, they are generally unable to make rational choices; 
a case can be made on this basis for minimum standards concerning food hygiene, 

24 For the place of horizontal equity in the social-welfare-maximization framework of Section 1, see King (1983). 
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schools, and hospitals. Secondly, if agents have unequal power, they might not be able 
to enforce their decisions; this justifies, for example, regulations about safety standards 
at work. Finally, there may be externalities. If my house has inadequate sewage disposal, 
the resulting public-health hazard is an argument for appropriate building codes.25 

If the standard assumptions hold, however, consumers are able to make rational 
choices, and to enforce them, provided that they have sufficient income to do so. In such 
cases, concern with the quality of consumption should manifest itself in income trans­
fers rather than minimum standards, except, possibly, in the presence of consumption 
externalities. The latter, however, is a dangerous argument, since minimum standards 
imposed on the poor 'for their own good' (i.e. 'good' consumption) may end up harm­
ing the poor if pitched at a higher level than is justified in efficiency terms (see Chapter 
14, Section 5.2 for the case of housing standards). 

EQUAL ACCESS. Where the standard assumptions hold, the only cause of unequal access is 
shortage of income. But action to ensure equal access may be justified in particular by 
imperfect information or unequal power.26 A case in point is 'know-how', inequality of 
which is a major cause of inequality generally. Know-how includes understanding the 
value of education; knowing your entitlements under the National Health Service; 
knowing your legal rights; and also, more generally, your social and professional con­
tacts. In the face of such inequality the state can intervene through regulation (e.g. 
legislation against discrimination); through subsidy (e.g. legal aid for people with low 
incomes); or through public production (e.g. the provision of compulsory, free educa­
tion, which is supposed to be of an equal standard for all). 

EQUALITY OF OPPORTUNITY is closely related to equal access. We return to the issue in Chapter 
6, Section 3.1. 

4.4. Is there enough redistribution? 

We saw in Section 2.2 that social justice is concerned with movements along the contract 
curve towards the optimal distribution. What is that distribution; and have we achieved 
it? 

Libertarians27 see the optimal distribution as the result of competitive market forces 
on legally acquired endowments. They support the relief of destitution through volun­
tary charity, which writers like Nozick regard as the only legitimate method, all redis-
tributive taxation being coercive. It follows from earlier discussion that, if the free-rider 
problem is non-trivial, voluntary giving will be suboptimal even in libertarian terms. 

25 In the light of these theoretical arguments it is noteworthy that much early social legislation in Britain was concerned 
with factory conditions and public health—see Chapter 2, Section 1.2. 

26 For a powerful theoretical analysis of how the failure of the equal-power assumption leads to discrimination 
against women, see Apps (1981) and Apps and Rees (1996). 

27 See note 9. 
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Empirical libertarians such as Hayek and Friedman allow taxation to bring incomes up 
to subsistence if voluntary giving fails to do so, not least because of the free-rider prob­
lem, which Friedman explicitly accepts (see the quote in Section 4.1). However, as 
discussed in the next section, most libertarians argue that benefits are too high, and 
therefore that we have too much redistribution (for fuller discussion, see Brittan 1995: 
ch. 12). 

Utilitarians are unsure which distribution maximizes social welfare because of the 
impossibility of measuring utility cardinally. They are therefore unclear whether there 
has been too much redistribution or not enough. 

Rawls argues unequivocally that goods should be distributed equally unless any 
other distribution is to the advantage of the least well off. This is not the actual situa­
tion, and therefore there has been too little redistribution. Rawls disagrees with the 
Downs-Tullock argument that democratic politics have resulted in excessive redistri­
bution, arguing that voting and other political activity in practice takes place outside the 
veil of ignorance. Negotiation is therefore hindered by special pleading, particularly 
because the rich generally have greater power. The resulting distribution is nowhere 
near the Rawlsian optimum. Socialists, too, are clear that their goal of equality has not 
been reached. 

5. Public choice and government failure 

THE ARGUMENT. Inman (1987) and Mueller (1989) survey the public-choice literature, of 
which this section is a very brief account (see also the Further Reading). There are four 
explanations of the extent of and growth in government activity. The role of government 
(a) in dealing with market failures and (b) as redistributor of income and wealth has been 
the major focus of this chapter and the previous one. The literature analyses in addition 
(c) the response of government to the electorate in the form of coalitions of voters or 
through pressure groups, and (d) the role of bureaucrats. The government-failure 
arguments point to the latter two as important distorting influences. The essence of the 
argument is that government actions are based on self-interest rather than on maximizing 
social welfare. 

The influence of the electorate operates in various ways. The coercion-via-the-
ballot-box arguments were discussed in Section 4. Writers such as Buchanan and 
Tullock (1962) and Tullock (1970, 1971) argue that most transfers from the rich are 
captured by the middle class through their electoral power as median voters or acting as 
interest groups. Other arguments stress the broader role of interest groups on redistributive 
transfers (e.g. the poverty lobby). Interest groups use their lobbying power to bring 
about redistribution also through regulation. It is argued that regulators are frequently 
'captured' by those whom they are supposed to regulate (Stigler 1971; Posner 1975; 
Pelzmann 1976). According to this view, regulation (e.g. of the medical profession) is an 
entry barrier which allows the extraction of monopoly rent. 
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Distortions can arise also within government. Public agencies may partly be run for 
the benefit of the bureaucrats who run them (Niskanen, 1971). Such 'organizational 
slack', it is argued, occurs because politicians cannot fully monitor the actions of utility-
maximizing officials. 

For one or more of these reasons, it is argued, the size of the public sector may be 
inefficiently large; or its composition maybe distorted to meet the needs of the bureau­
cracy, powerful interest groups, voters in marginal constituencies, etc. 

ASSESSMENT. These insights, however, should not be overstated. Even within a strict util­
itarian framework, as discussed in Section 4, writers such as Friedman (1962) and 
Hochman and Rodgers (1969) explain tax-financed redistribution in ways which do not 
rely on electoral coercion. Interest groups may enhance efficiency (Becker 1983,1985). 
Regulation may result in monopoly rents (e.g. doctors in some countries) but, as discussed 
in Section 3.2, it also serves to protect imperfectly informed consumers (e.g. regulation 
of medical training). 

The power of bureaucrats can be overstated and their motivation misunderstood 
(Dunleavy 1985). Organizational slack should not be exaggerated: it is reduced by com­
petition between agencies; it can be exploited only where the true benefits and costs of 
the agency are hard to measure; increases or enlarged departments can be monitored; 
voters maybe able to vote with their feet against high local taxation (Tiebout 1956); and 
bureaucratic utility maximization can just as easily lead to less government (Treasury 
officials under Margaret Thatcher won favour by cutting expenditure). In addition, 
organizational slack may be more pronounced where the state regulates private activ­
ity than with public production: as discussed in Chapter 12, Section 4.1, countries 
where private, fee-for-service medical care is publicly funded find it more difficult to 
contain costs than those with public production. 

Nor do the government-failure arguments necessarily apply equally everywhere. 
Tullock's (1971) claim that benefits go disproportionately to the middle class may be more 
true of the USA than elsewhere. In Germany and Sweden, for instance, the lowest-
income quintile in the mid-1980s received net transfers of about 10 per cent of GDP. 

The borderline between the market and the state is discussed further in Section 7.1. 

6. From theory towards policy: The issue of privatization 

THE CONCEPT OF PRIVATIZATION is by no means simple. A good can be financed publicly or 
privately, and it can be produced in either sector; thus there are four cases. Food is gen­
erally financed and produced in the private sector (Box 1 of Figure 4.6); at the other 
extreme, most school education is produced publicly and paid out of tax revenues (Box 
4). Two intermediate cases are frequently overlooked. Public transport is produced in 
the public sector but financed by charges on the private sector (Box 2). Other goods are 
produced privately but sold to the public sector, including many inputs to the National 
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Health Service—for example, drugs, blankets. Those who favour privatization often 
mean a movement from Box 4 to Box 1. But it can be any movement up and/or to the 
left in Figure 4.6. 

This analysis, unfortunately, is too oversimplified to be of much use. Markets in 
reality are virtually never purely private: food is subject to regulation about quality, 
and its price is distorted inter alia by agricultural subsidies; and it maybe purchased out 
of transfer income (social-security benefits), or provided without charge (free school 
meals). Nor are there many pure cases of free public provision—for example, charges 
are levied under the National Health Service for prescriptions and dentistry. 

To clarify the situation, even keeping matters as simple as possible, it is necessary to 
distinguish not only (a) in which sector production takes place and (b) which sector 
finances it, but also the influence of regulation on decisions about production and 
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consumption, in particular on (c) the total quantity produced of any good and (d) how 
much each individual consumer will receive. These are illustrated in Table 4.1, though 
the analysis is still far from exhaustive. The first part shows different examples of private 
production. Row 1 (which corresponds to Box 1 in Figure 4.6) shows the pure private 
case—for example, food purchased out of non-transfer income. Production is private, 
and total supply determined by producers; individuals decide how much to consume, 
and pay for it themselves. Row 2 is identical except that individual consumption is 
financed by the state. The simplest case is food purchased out of transfer income; other 
examples are food stamps, Medicare, and Medicaid in the USA. Row 3 illustrates a pri­
vate market subject to regulation. In row 3(a) the individual-consumption decision is 
made by the state (mandatory automobile insurance); in row 3(b) the state puts a 
ceiling on total production, though allocation to individuals remains private (very 
roughly the case of health care in Canada). Row 4 illustrates private production 
modified by both regulation and finance (i.e. roughly Box 3 in Figure 4.6). In row 4(a) 
production decisions are wholly private (e.g. education vouchers). Row 4(b) shows the 
case where allocation and finance are wholly public, but production itself takes place in 
the private sector (National Health Service inputs such as blankets and X-ray machines, 
certain types of military equipment). 

The second half of the table looks at public production. In row 5(a) output is produced 
in the public sector but allocated and financed privately (public transport); in row 5(b) 
supply is determined publicly, but demand decisions and finance are private (pay beds 
in Health Service hospitals). These cases approximate Box 2 in Figure 4.6. Row 6 
illustrates public production and allocation with private finance—for example, social 
insurance. Row 7 illustrates public production and finance, though the individual 
consumption decision is private—for example, secondary education after minimum 
school-leaving age. The case of pure public production is shown in row 8 (i.e. Box 4 in 
Figure 4.6); examples include (as approximations) compulsory school education, the 
National Health Service, and national defence. 

We can now see what privatization means. Libertarians favour private production 
under column (1), producer and consumer sovereignty under columns (2) and (3), and 
private finance under column (4). They would therefore choose row 1 or, failing that, 
the private market underwritten by income transfers, shown in row 2. Privatization can 
therefore be seen as an upward movement in the table from a lower line to a higher. 

THE ISSUES. How, then, should specific proposals for privatization be analysed? It 
was argued in Section 3 that where the standard assumptions all hold there are no 
efficiency grounds for intervention, and distributional objectives are generally best 
approached through income transfers. 

The issues raised by the privatization debate (see the Further Reading) fall naturally 
into this framework. It is necessary to consider the extent to which any activity conforms 
with the standard assumptions. And in this context information problems assume 
considerable importance. Because of technological change over the century, the optimal 
scale of many types of industry is large; and in any large organization information 
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(i.e. management) problems are likely to arise whether the industry is public or private. 
It is, therefore, not surprising that 'the fundamental problems concerned with the con­
trol of public utilities are very similar, irrespective of whether they are in the public or 
private sectors' (Webb 1984:99). 

Whatever the answers about privatization, the technical dimension of the analysis 
should not be obscured by ideology,28 an observation which leads naturally to the final 
part of the chapter. 

7. Conclusion: Economic and political theory 

7.1. Drawing the borderlines between 
government and markets 

This section brings together the analysis of Chapters 3 and 4. The efficiency arguments 
for intervention were set out in Section 3, and the government failure counter-arguments 
in Section 5. The important contribution of the public-choice literature is the idea that 
analysis of government should treat its activities as endogenous. It does not, however, 
follow that the social-welfare outcome of the political market place is necessarily in­
ferior to that of conventional markets. Markets can be efficient or inefficient; so can 
governments. Thus market failure is a counterpoint to government failure. 

Inman's (1987) survey concluded: 

Markets fail. They fail for the fundamental reason that the institution of market trading cannot 
enforce cooperative behavior on self-seeking, utility-maximizing agents, and cooperative behav­
ior between agents is often required for beneficial trading. In each instance of market failure 
. . . agents were asked to reveal information about their benefits or costs from trades with no 
guarantee that that information would not be used against them. Without that guarantee, infor­
mation is concealed, trades collapse, and the market institution fails, (p. 672) 

While democratic processes do not generally guarantee an efficient allocation of social 
resources, we cannot go the next step and conclude that collectively-decided allocations . . . are in­
ferior to individually-decided market allocations, (p. 727, emphasis added) 

neither the institution of markets, or voluntary trading, nor the institution of government, or 
collectively decided and enforced trading, stands as the unarguably preferred means for allocat­
ing societal resources. Each institution has its strengths and its weaknesses, (p. 753, emphasis 
in original) 

The 'New Right' properly criticizes a naive predisposition towards state intervention 
at the slightest sign of problems in private markets; but to argue that public-sector 

28 As an example of how ideology can bias logic, note the tendency for proponents of free markets to regard 'man­
agers' as 'good' and 'administrators' as 'bad' ('bureaucrats' being a term of abuse for everyone). In many respects, how­
ever, managers, administrators, and bureaucrats all do broadly the same job and face similar problems. Calling them by 
different names with differing emotive connotations does little to advance the argument. 
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inefficiency automatically implies that private markets raise social welfare is to make the 
same mistake. Decisions about the borderline between market and state involve judge­
ment, so that different interpretations are possible. Le Grand (1987 b), with echoes of Tullock 
(1971) (though from a very different perspective), argues that the UK welfare state has 
been 'captured' by the middle class, and goes on to suggest that this is a matter for 
ambivalence. It is 'bad' because the welfare state's major benefits should go to the poor; 
but it is 'good' because it keeps the articulate middle class as consumers of the welfare 
state, thus creating pressure to maintain standards. The arguments above suggest that 
we should not be ambivalent: as subsequent chapters explain, many parts of the welfare 
state are a response to pervasive technical problems in private markets, and therefore 
serve not only the distributional and other objectives listed in Chapter 1, Section 2.2 
(poverty relief, vertical and horizontal equity, dignity and social solidarity), but also 
efficiency objectives such as income-smoothing and the protection of accustomed 
living standards in the face of uninsurable risks and capital-market imperfections. As 
such, the welfare state exists quite properly both for lower-income groups and for the 
middle class. In the Wilensky and Lebeaux (1965) sense discussed in Chapter 2, Section 
7.1, there is an efficiency case for a universal welfare state. 

7.2. Achieving policy aims: A liberal view 

The vital distinction between the aims of policy and the methods available to achieve them 
should by now be clear. Aims include social justice and economic efficiency: the 
definition of social justice will vary with different theories of society (Chapter 3); eco­
nomic efficiency has broadly the same meaning in all theories of society (Section 2). 
Methods embrace income transfers and direct intervention in the market through reg­
ulation, finance, and public production. The resulting form of economic organization, 
at one extreme, is the free market (with or without redistribution) and, at the other, cen­
tral planning and public production of all basic goods and services (with or without 
charges). In between are different types of mixed economy involving both private 
markets (with or without intervention in the form of regulation and finance) and public 
production. 

The central argument of this book is that the proper place of ideology is in the choice 
of aims, particularly in the definition of social justice and in its trade-off with eco­
nomic efficiency; but, once these aims have been agreed, the choice of method should be 
regarded as a technical issue rather than an ideological one. Whether a particular good 
or service is provided publicly or privately should depend on which method more 
nearly achieves the chosen policy objectives. The issue of market versus state provision 
is thus a contingent matter rather than an item of dogma, and in that sense this book is 
firmly in the liberal tradition.29 

29 For a classic defence of the mixed economy on broadly similar grounds, see Okun (1975). 
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How, then, should we choose between different methods? The analysis of Section 3 
suggests: 

Proposition 1: efficiency. Where one or more of the standard assumptions fails, state 
intervention in the form of regulation, finance, or public production may increase eco­
nomic efficiency. If none of the assumptions fails, efficiency is generally best achieved 
without intervention. 

Proposition 2: social justice. Setting political-economy arguments (Section 4.2) to one 
side: 

(a) Only efficiency arguments can justify intervention other than cash redistribution. 
If no efficiency justification exists, social justice is likely to be served best by 
income transfers. 

(b) But if analysis suggests that efficiency will be furthered by public production and 
allocation of any good or service, then social justice can be enhanced by in-kind 
transfers (e.g. redistribution via free education or health care). 

There are three possible exceptions to Proposition 2. The first is political-economy argu­
ments, which may support transfers in kind even where there are no efficiency grounds 
for public production or allocation. The second concerns the role of giving. There is no 
technical argument against having a market for babies. But most societies rule this out 
on ethical grounds. It is argued, for instance, that health care might more appropri­
ately be regarded as a gift than a purchase, and Titmuss (1970) makes a cogent argument 
for blood to be treated in this way. 

The optimal taxation literature (see the Further Reading) offers the third exception. 
The taxation necessary to finance income transfers may reduce labour supply; if so, a given 
distributional objective maybe possible at lower efficiency cost by subsidizing the prices 
of goods consumed by the poor. The result requires (a) that such goods are consumed 
only (or mainly) by the poor, and (b) that their consumption is not strongly complementary 
to leisure. 

From a purely theoretical viewpoint, this suggests that the two propositions can be 
criticized for their 'piecemeal' approach—that is, for discussing conformity with the 
standard assumptions in a given area while implicitly assuming that they hold in all 
other areas. This ignores second-best considerations (Lipsey and Lancaster 1956). 
Several defences are possible. First, in a limited number of cases the approach is the­
oretically valid (Davis and Whinston 1965). Secondly, the measurement problems 
involved in applying the approach to policy are intractable, so that'the rules of first-best 
optimality, coupled with the caveat of second-best... constitute part of the fund of 
guidelines from which good, if not perfect, policy might be formulated' (Winch 1971). 
Thirdly, none of the areas covered by the welfare state conforms closely with the two con­
ditions at the end of the previous paragraph. 

Finally, I want to nail a wholly fallacious line of argument. In one form it runs, 'we must 
have a National Health Service because otherwise the poor could not afford adequate 
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health care'—an argument which does the cause of its proponents little service. The 
fallacy is that if inability to pay were the only difficulty, there would not be a market-
allocation problem but an income-distribution problem, which could be solved by in­
come transfers, as currently with food. The justification for the National Health Service, 
as argued in Chapter 12, lies not in Proposition 2(a) (which applies to food) but in 
Proposition 2 (b). 

Even more woolly is the assertion that 'we must have a National Health Service 
because everybody has a right to health care'. The fallacy lies in the word 'because'. It can 
equally be argued that everybody has a right to good nutrition, yet there are few advo­
cates of a national food service. The statement confuses aims with methods. There is wide 
acceptance of the value judgement that people have a right to adequate nutrition and 
health care. These are aims; but the existence of these rights does not, per se, have any 
implications for the best method of achieving them. As we shall see, there are good 
reasons why the UK has a National Health Service but not a national food service— 
entitlement to food and health care, however, is not one of them. 

7.3. The debate with libertarians 

Propositions 1 and 2 would meet with general agreement from liberals and demo­
cratic socialists. Marxists would reject them for the reasons discussed in Chapter 3, 
Section 5. They accept the idea of social justice, but argue that too little has been done 
to achieve it. The efficiency arguments embodied in Proposition 1 are in large measure 
rejected because the market system, though possibly in some respects efficient, is the fun­
damental cause of the failure to achieve social justice. 

The debate with empirical libertarians such as Hayek and Friedman is in many 
ways the most interesting and, given current policy concerns, the most relevant. The 
less interesting part of the argument is ideological. Libertarians reject almost in their 
entirety the social-justice arguments of Section 4, and in consequence reject Propo­
sition 2. Hayek argues (Chapter 3, Section 2) that there is no such thing as social justice, 
and that its quest risks eventual totalitarianism. Libertarians argue— largely for the 
government-failure reasons set out in Section 5—that there is too much redistribution, 
and that redistribution in kind is even more dangerous than transfers in cash. Taken as 
an ideological view, little counter-argument is possible, save to assert a different set of 
values. 

The debate over efficiency is much more important. As we saw in Chapter 3, Section 
2, empirical libertarians are the direct descendants of Classical liberalism (compare the 
views in Friedman (1962: ch. 2) on the role of the state with those of Adam Smith 
quoted at the head of Chapter 1). Writers such as Hayek and Friedman therefore admit 
a limited role for the state in the presence of market failures, and both accept a very 
restricted welfare state. Beyond this, however, both would resist the efficiency argu­
ments of Section 3. State intervention, it is argued, is often the cause of imperfect informa­
tion rather than its result (e.g., if there were a competitive market for health care, people 
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would acquire better information, in part because market institutions would arise to 
supply it). They support intervention to break monopolies or near-monopolies in 
product and (particularly) factor markets, and argue that domestic monopolies of 
tradeable goods need not be a problem if there are no barriers to foreign trade. As a result 
they argue that state intervention is excessive. 

In sum, libertarians such as Hayek and Friedman accept the analytical framework 
of Section 3, but interpret facts differently. To that extent the debate is empirical. But it 
is also (and importantly) theoretical. What is not in dispute is the aim of maximizing 
social welfare, nor the existence of imperfections in the form of monopolies, external­
ities, public goods, and increasing returns to scale. The critical difference, as suggested 
in Section 3, is that the analysis of Hayek and Friedman takes little account of informa­
tion problems. These afflict consumers of increasingly complex products, and man­
agers of increasingly large-scale enterprises, and they include technical—again largely 
information—problems in insurance markets (Chapter 5). The existence of informa­
tion problems, more than any other theoretical consideration, suggests that a properly 
designed welfare state is much more than an instrument of social justice. It also has a major 
efficiency role. 

FURTHER READING 

The most comprehensive treatment of the subject matter of this chapter is Atkinson and Stiglitz 
(1980; lectures 11-18), Stiglitz (1989,1993a), or, at a less technical level, Stiglitz (1988: chs. 3,4). 
For a gentler introduction to the economic theory of markets and welfare economics, see Le 
Grandma/. (1992: chs. 1,2), Stiglitz (1993b: chs. 2,4,7,13), Baumol and Blinder (1997) (elementary); 
Estrin and Laidler (1995: chs. 27-30) or Varian (1996) (intermediate, non-mathematical); and 
Varian (1992: chs. 17,18,21,22,24) (more advanced). Barr( 1994a) covers similar theoretical ground 
at a non-technical level with particular reference to the former-Communist countries of Central 
and Eastern Europe and the former Soviet Union. For a lucid, non-technical discussion of 
efficiency, equity, and their trade-off, see Okun (1975) (a classic, strongly recommended defence 
of the mixed economy) and Le Grand (1991a: ch. 3) and, for a wide-ranging set of essays, Brittan 
(1995). References to the literature on information problems are given in the Further Reading at 
the end of Chapter 5. 

For a simple introduction to the theory of externalities, see Le Grand et al. (1992: ch. 2) and 
Stiglitz (1993b: ch. 7); and, for fuller discussion of market failures, Stiglitz (1988: chs. 4,5,8) and 
Johansson (1991: ch. 5). A complete technical account of the optimal taxation literature and the 
trade-off between efficiency and equity is given by Atkinson and Stiglitz (1980: lectures 11-18); 
for less technical discussion, see Stiglitz (1988: ch. 20) or Cullis and Jones (1998: chs. 15,16). 

Different definitions of equity are discussed in Chapter 3; for an excellent brief summary, see 
also Le Grand (1984). A non-technical introduction to the theory of coerced redistribution 
through the ballot box is given by Tullock (1976), and in more complete form by Downs (1957) 
and Tullock (1970). The theory of voluntary (Pareto optimal) redistribution is developed by 
Hochman and Rodgers (1969); see also Thurow (1971). For general discussion of the economics 
of charity, see Sugden (1983b) (a simple introduction), and for a more complete treatment 
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Sugden (1982,1984) and the discussion in Collard (1983) and Sugden (1983a). The literature on 
the economics of charity is surveyed by Jones and Posnett (1993) and the references therein. 

The large literature on public choice is surveyed by Inman (1987), Dunleavy (1991), Horn (1996), 
and J. Stevens (1993). For broader perspectives, see Mueller (1997), and for shorter summaries, 
Estrin and Laidler (1995: chs. 33-5), Stiglitz (1988: ch. 6), and Johansson (1991: ch. 6). 

For argument about privatization in the context of the welfare state, and public enterprise gen­
erally, see the contributions in Le Grand and Robinson (1984). For more general discussion, see 
Stiglitz (1988: chs. 7,11,13), Vickers and Yarrow (1988),Boardman and Vining (1989),Galal (1994), 
and Megginson etal. (1994). On privatization in Russia, see Boycko et al. (1995), and, in the for­
mer Communist countries more generally, World Bank (1996: ch. 3). Le Grand and Estrin 
(1989) discuss the relationship between the market system and the achievement of socialist 
objectives. 
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Appendix: Non-technical summary of Chapter 4 

1. Chapter 4 sets out the economic theory of state intervention, with particular emphasis on why 
intervention might foster efficiency and/or social justice (also referred to as equity). 

The efficiency objective 

2. The meaning of economic efficiency. Efficiency is concerned with making the best use of lim­
ited resources given people's tastes and available technology. A key underlying concept is that of 
resource scarcity—that is, if resources (labour, capital, raw materials, land) are used for one pur­
pose they cannot be used for another (this is what economists mean by opportunity cost). Since 
those resources are limited, it follows that output is limited. Thus it is not possible to satisfy 
everyone's demands completely: policy should seek to satisfy people as much as possible—that 
is, should seek to use limited resources as effectively as possible. This is precisely what eco­
nomic efficiency is about. As discussed in section 2.1, the efficient (or Pareto optimal) output 
of any good is the quantity which maximizes the excess of benefits over costs. This is the output 
X* in Figure 4.1 at which the value placed by society on the marginal unit of output equals its 
marginal social cost (see Le Grand etal. 1992:9-14). 

3. A Pareto improvement (i.e. an increase in efficiency) takes place if any change in production 
or distribution makes one person better off without making anyone else worse off. 

4. Efficiency and ideology. Section 2.2 shows that an increase in efficiency can raise welfare under 
any of the theories of society discussed in Chapter 3. The aim of efficiency is therefore common 
to all these ideologies, though the weight attached to it will vary when its achievement conflicts 
with distributional goals. 

Intervention for reasons of efficiency 

5. The state can intervene in four ways (Section 3.1). 

• Regulation mainly concerns the quality of supply (e.g. hygiene laws relating to food, mini­
mum building standards) and regulation of individual demand (e.g. the legal requirement 
to attend school, compulsory membership of national insurance). 

• Finance can involve subsidies (or taxes) which change the price of specific commodities. 
Subsidies can be partial (e.g. local-authority housing) or total (e.g. free drugs under the 
National Health Service). 

• Public production covers national defence, education, and (in the UK) most health care. 

These three types of intervention all involve direct interference in the market mechanism. 

• Income transfers do not do so directly, but enable recipients to buy goods of their choice at 
market prices—for example, elderly people receive a retirement pension with which they buy 
food. 

6. The invisible-hand theorem asserts that markets are automatically efficient if and only if a 
number of assumptions hold (Section 3.2). These conditions (collectively called the standard 
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assumptions) are discussed in paragraphs 7-16 below, which, together with paragraphs 22-6, 
summarize the theoretical heart of the book. The conditions relate to perfect information, perfect 
competition, and the absence of market failures. 

7. Perfect information implies, first, that consumers and firms should be well informed about the 
nature of the product, and also about prices. This is plausible for some goods (e.g. food and 
clothing), less so for others (e.g. health care). Where the assumption fails, several solutions are 
possible: the market itself may develop institutions to supply information (e.g. professional val­
uers, consumer magazines); or the state may respond with regulations (e.g. hygiene laws in the 
case of food); where information problems are serious the market might be so inefficient that pub­
lic production might be a better answer. 

8. Individuals need perfect information also about the future, so as to make rational choices over 
time. This is broadly true of food (since I know that I will need to eat tomorrow, next week, next 
month); it is not true with motor cars, because I do not know whether my car will be involved in 
an accident. The market can frequently cope with this sort of uncertainty through the mech­
anism of insurance (the main topic of Chapter 5). But private insurance can be inefficient or 
impossible, largely because of information problems in insurance markets. Thus some risks 
(e.g. unemployment) are not insurable. In such cases public funding may increase efficiency. 

9. Perfect competition must apply in all input and output markets and also to capital markets (i.e. 
access to borrowing). Two conditions must hold: individuals must be price-takers; and they 
must have equal power. 

10. Price-taking implies free entry and exit into/from an industry with a large number of con­
sumers and firms, none of whom individually is able to influence market prices. Where the 
assumption fails (e.g. in the case of a monopoly), intervention generally involves regulation (e.g. 
a price ceiling) or an appropriate mix of taxation and subsidy. 

11. Equal power is violated by any difference (apart from differences in individual incomes) in 
the ability of individuals to choose their consumption. The assumption rules out all forms of dis­
crimination; where it fails, solutions (to the extent that they exist) are usually based on regulation. 

12. Market failures arise in three forms: public goods, external effects, and increasing returns to 
scale. 

13. Public goods in their pure form exhibit three technical characteristics: non-rivalness in 
consumption; non-excludability; and non-rejectability. Private (i.e. 'normal') goods are rival in 
consumption in the sense that if I buy a cheese sandwich there will be one sandwich less avail­
able for everyone else; excludability means that I can be prevented from consuming the cheese 
sandwich until I have paid for it; and rejectability implies that I do not have to eat it unless I wish 
to. Not all goods display these characteristics, the classic example being national defence. If the 
Royal Air Force is circling over the UK, the arrival of an additional person does not reduce the 
amount of defence available to everyone else (non-rivalness in consumption); nor is it possible 
to exclude the new arrival by saying that the bombs will be allowed to fall on him until he has paid 
his taxes (non-excludability); nor is the individual able to reject the defence on the grounds of 
pacifist beliefs (non-rejectability). Similar considerations apply wholly or in part to roads, pub­
lic parks, and television broadcast signals. 

14. In discussing public goods, an important distinction should be noted. For a private good the 
marginal cost associated with an extra unit of output and the marginal cost of an extra user are 
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one and the same thing—if it costs £1 to produce an extra cheese sandwich, it also costs £1 to pro­
vide for an extra cheese-sandwich-consumer. But this identity does not hold for public goods— 
the marginal cost of, for example, an extra hour's broadcasting is positive and generally large, whereas 
the marginal cost of an extra viewer is zero. This has important implications. If a public good is 
provided at all, non-excludability makes it impossible to charge for it (this is the free-rider prob­
lem); in such cases the market will generally fail entirely. Non-rivalness implies that the marginal 
cost of an extra user (though not of an extra unit of output) is zero, and therefore the efficient 
price should be based not on costs, but on the value placed by each individual on an extra unit of 
consumption. Since this is impractical, the market is likely to produce an inefficient output. 
Thus the market is either inefficient or fails altogether; if the good is to be provided at all, it will 
generally have to be publicly produced. 

15. External effects arise when an act of individual A imposes costs or confers benefits on indi­
vidual B, for which no compensation from A to B or payment from B to A takes place, or, more 
formally, when A's utility or production function is interrelated with B's. The effect of external­
ities is to create a divergence between private and social costs and benefits. As a result, the mar­
ket output in the presence of an external cost will generally exceed the efficient output, X* in Figure 
4.1, and vice versa for an external benefit. On occasion the market can resolve this inefficiency 
itself. Coase (1960) shows that, where the law assigns unambiguous and enforceable property rights, 
the externality problem may be solved by negotiation between the parties concerned. But this is 
not always possible—for instance, where property rights are not enforceable (air pollution) or 
where large numbers of people are involved (traffic congestion). In this case intervention maybe 
justified either through regulation (e.g. mandatory filtering equipment) or via an appropriate tax 
(sometimes referred to as a Pigovian tax) on the activity generating the external cost (see Le 
Grand etal. 1992: ch. 2; Stiglitz 1993fr: ch. 7). 

16. Increasing returns to scale arise when doubling all inputs leads to more than twice the out­
put. If a production function exhibits increasing returns to scale at all levels of output, average 
cost will always exceed marginal cost, as in Figure 4.4. It follows that at an output of XQ the 
marginal cost price P0 is less than average cost, AC0. Hence competitive pricing results in an 
inherent loss, shown by the shaded area. If firms in a competitive industry make long-run losses, 
they will leave the industry, which will either become monopolized or, if even a monopolist is 
unable to make a profit, cease to exist. The result, therefore, is a suboptimal output or a failure by 
the market to produce at all. Two solutions are possible: paying firms a lump-sum subsidy equal 
to the loss associated with competitive pricing; or nationalizing the industry and paying an iden­
tical subsidy. The appropriate intervention is therefore subsidy or public production, or both. 

17. The market will allocate efficiently only when all the assumptions in paragraphs 7-16 hold, 
in which case no intervention on efficiency grounds is necessary. Where one or more of the 
assumptions fails, it is necessary in each case to consider which type of intervention (regulation, 
finance, or public production) is most likely to improve efficiency. 

Intervention for reasons of social justice 

18. Section 4.1 sets out two broad explanations of why redistribution occurs. To libertarians it 
is enforced on the rich by the voting power of the poor. Utilitarians argue that the rich may 
choose out of altruistic motives to vote for political parties which propose to tax them more 
heavily to finance redistributive policies. 
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19. In certain circumstances there may be political-economy arguments for direct in-kind 
transfers—for instance, of education. The formal analysis (based on the idea of a consumption 
externality) is shown by the voting model in Section 4.2. Suppose the utility30 of a representative 
rich individual, R, rises with his own consumption, and also with the consumption of a repre­
sentative poor man, P. In particular, suppose that R's utility rises with 'good' consumption by P 
(e.g. education), but falls with P's 'bad' consumption (e.g. whisky), where 'good' and 'bad' are defined 
by R. In this circumstance it might be rational for R to offer P an education costing (say) £1,000, 
but to offer a cash transfer of only £200 (since P might spend the latter in part on 'bad' consumption). 
Faced with these offers, P might prefer the in-kind transfer to the lower cash sum (see Figure 4.5)— 
that is, both rich and poor might vote for compulsory in-kind transfers. 

Privatization 

20. The term 'privatization' is more complicated than many of its users realize (Section 6). As a 
first approximation, commodities like food are produced and financed privately whereas, at the 
opposite extreme, most education is produced in the public sector and paid for out of tax rev­
enues. But intermediate cases are possible (Figure 4.6). Some goods are publicly produced, but 
are financed by user charges (e.g. public transport); others are paid from tax revenues but pro­
duced in the private sector (e.g. drugs supplied free under the National Health Service). 

21. Matters become considerably more complicated when regulation is included. It is then nec­
essary to distinguish not only the sector in which (a) production and (b) finance take place, but 
also who decides (c) how much in total of any good will be produced and (d) how much each indi­
vidual consumer will receive. Some of these cases are set out in Table 4.1. 

Achieving the aims of policy 

22. Section 7 draws together the main arguments of Chapters 3 and 4 by repeating the distinc­
tion between the aims of policy and the methods available to achieve them. Aims embrace social 
justice and economic efficiency; methods include income transfers and direct interference in the 
market through regulation, subsidy, or public production. 

23. The central argument of this book is that the proper place of ideology is in the choice of 
aims, particularly the definition of social justice and its trade-off with economic efficiency; but, 
once these aims have been agreed, the choice of method should be regarded as a technical issue, 
not an ideological one. Whether a commodity like health care is produced publicly or privately 
should be decided on the basis of which method more nearly achieves previously agreed aims. A 
rationale for choosing between the different methods is given in Section 7.2 in the form of two 
propositions. 

24. Proposition 1: efficiency. Where one or more of the standard assumptions fails, state intervention 
in the form of regulation, finance, or public production may increase economic efficiency. If 
none of the assumptions fails, the efficiency aim is generally achieved best by the market with no 
intervention. 

30 See the Glossary. 
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25. Proposition 2: social justice. Subject to minor qualifications it is possible to argue: 

(a) Only efficiency arguments can justify intervention other than cash redistribution. If no 
such efficiency justification exists, the interests of social justice are best served by income 
transfers. 

(b) But if there exist arguments which suggest that efficiency will be furthered by public pro­
duction and allocation of any good or service, then social justice can be enhanced by in-
kind transfers (e.g. redistribution in the form of free education or health care). 

26. The two propositions make the issue of market versus state production and allocation a 
contingent matter, placing this book firmly in the liberal tradition (as defined in Chapter 3, 
Section 1). The debate between this book and libertarian writers such as Hayek and Friedman is 
set out in Section 7.3. 
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CHAPTER 5 

Economic theory 2: 
Insurance 

Insurance, n. An ingenious modern game of chance in which the player is permitted 
to enjoy the comfortable conviction that he is beating the man who keeps the table. 

(Ambrose Bierce, 1842-1914) 

1. Introduction 

The term 'insurance'1 is used by different people to mean different things. 

• as a device which offers individuals protection against risk, or 

• as an actuarial mechanism (equation 5.12), normally organized in the private 
sector. 

The first defines insurance in terms of its objective, the second in terms of a method by 
which that objective might be pursued. Even where institutions are not insurance in the 
second sense, they might still be regarded as insurance in that they offer protection 
against risk. 

It is possible to insure against many common mishaps such as burglary, death, or car 
accidents, against losses caused by bad weather, and for holiday deposits lost through ill­
ness. It is even possible to buy life insurance for one's dog or cat. On the face of it this is 
curious, since insurance companies usually make a profit: thus a representative individual 
receives less in benefit in the long run than he pays in contributions. 

This gives rise to two questions: why do people insure voluntarily; and under what con­
ditions will the private market provide insurance? These questions concerning, respec­
tively, the demand and supply sides of the insurance market are discussed in Sections 2 
and 3. Section 4 considers the circumstances in which a market equilibrium will exist, 

Non-technical readers can find the gist of the argument in the Appendix at the end of the chapter. 
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and will be efficient. Many of the problems discussed are examples of a more general class 
of information problem (see the Further Reading). The parallels will be noted as we 
proceed. 

2. The demand for insurance 

2.1. Individual demand 

Why might a rational individual choose to insure when the expected pay-out is less than 
his premium payments? The answer, if he is risk averse, is that uncertainty per se causes 
disutility; hence certainty is a commodity yielding positive marginal utility, for which 
he will pay a positive price. The formal argument starts with the definition of a risk-averse 
individual as someone with diminishing marginal utility of income, as shown in Figure 
5.1.2 Suppose there is a 'bad' outcome, yXi yielding utility U(yx), and a 'good' outcome, 
y2, yielding utility U(y2), occurring with probabilities p, andp2, respectively. The indi­
vidual's expected income and expected utility are: 

Expected income: E(y) =y=plyl +p2y2- (5.1) 

Expected utility: E(U) = U=plU(yl) +p2U{y2). (5.2) 

If p! = p2 = 0.5, expected income, y, is midway between yx and y2 (if y, = £100, and 
y2 = £1,000, theny = £550); and expected utility, 17, is midway between U(yx) and U(y2). 

It is important to realize that a risk-averse individual can obtain the utility U in two 
entirely different ways. 

• It could be obtained as the expected utility from an uncertain income of yx ory2. Note 
that the individual never receives y; each year she receives either yx ory2 with corre­
sponding utilities U(yx) and U(y2); the expected (or average) outcome isy. 

• Alternatively, she could obtain U from a certain income y*> as shown directly by 
the utility function in Figure 5.1. When a person insures, what she is buying is 
certainty. 

A rational individual will be indifferent between (a) an expected income y arising from 
uncertain outcomes yx andy2 and (b) a lower income y *, with certainty. The value of cer­
tainty is thus 

V = y-y* (5.3) 

and a rational individual will pay a net price, 0, so long as: 

0 < V. (5.4) 

2 For an introduction, see Estrin and Laidler (1995: ch. 8), Varian (1996: ch. 12), and the Further Reading. 
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Utility of 
income 

U(y) 

y] y* y y2 income 

Fig. 5.1. The demand for insurance by a rational risk-averse individual 

Table 5.1. Gross and net insurance premiums, and net income in 
good and bad years (£) 

Income, insurance premium, and benefit Good year Bad year 

1. Income 
2. Insurance premium 
3. Insurance benefit 
4. Net Income ( (1) - (2)+ (3)) 
5. Net Premium ((2)-(4)) 

1,000 
550 

450 
100 

100 
550 
900 
450 
100 

The net price of insurance, 0, should be carefully distinguished from the gross pre­
mium. The difference is shown in Table 5.1, where the insurance company charges an 
annual premium of £550, and compensates for up to £900 of lost income. In a'good'year 
the individual has an income of £1,000, and pays a gross premium of £550, leaving a net 
income of £450. In a'bad'year her income is £100; she pays a premium of £550 but receives 
compensation of £900. Thus the effect of insurance is to guarantee a net income of 
£450. 

The net premium, 0, is the difference between the gross premium and the average pay­
out. The latter is the individual's expected loss 

E(L)=pL (5.5) 
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defined as the size of the loss, I, times the probability, p, that it will occur. Thus the net 
price of insurance is 

0 = n - pL (5.6) 

where K is the gross premium. In the example, the individual's expected loss is £450; so 
£450 of the gross premium can be regarded as a form of saving to cover her own losses 
in the long run. The net price of insurance is £ 100, which the individual will pay so long 
as it does not exceed the value to her of certainty, V, in equation (5.3). We return to the 
calculation of insurance premiums in Section 3.1. 

2.2. The nature of the product: 
Insurance as a mechanism for pooling risk 

The twin intellectual bases of insurance are the law of large numbers and gains from trade. 
Under the former, individuals may face uncertainty, but society can face approximate 
certainty—for example, I do not know whether I will die this year, but the death rate for 
men aged 40 to 60 is known and stable. It is the relative certainty about the aggregate 
probability resulting from the law of large numbers which opens up to individuals the 
possibility of exploiting gains from trade by agreeing to pool risks. 

Suppose each individual's income is a random variable y with mean, ji, and var­
iance, var(y); there are N such individuals with incomes yv y2,..., yN, respectively. We 
assume: 

• All individuals face the same probability distribution of outcomes. 

• y, jU, and var(y) for each individual are independent of those for every other 
individual. 

In the absence of insurance, the variance (i.e. risk) facing the fth individual is var(y,). 
Now suppose all N individuals put their income into a pool agreeing that each will 
receive 

y = — (ri + y2 + • • • + yN)- (5.7) 

This pooling is a form of insurance. The variance for society is 

var(y, + y2 + . . . + yN) = Nvar(y) 

since all incomes are independent and have the same variance. But the variance for the 
individual is smaller. He receives the average income,/ in equation (5.7) and 
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var(y) = var 
VN N '" N y 

= N var 

var(y) 

L 

—> 0, as N —> oo. 
N (5.8) 

What equation (5.8) shows is that, if AT identically distributed and independent 
incomes are pooled, the variance of average income (and hence the risk to the individ­
ual) tends to zero as N tends to infinity. By 'trading' (i.e. pooling), individuals can 
acquire certainty. 

2.3. An example: Annuities 

Annuities (i.e. an annual income stream) are another form of pooling. An individual could 
buy a pension of £y per year for a lump sum A, where A is the present value of the pen­
sion stream for the rest of her life, n years, and r is the rate of interest.3 Thus 

y y y 
A = y + -z— + — - — + . . . + . (c q\ 

7 1 + r (1 + r)2 (1 + r)""1 p ' y j 

More generally, the capital cost of a given income stream is 

A=f(y,n,r). (5.10) 
Consider someone with £50,000 accumulated in pension contributions over his 

working life. He could finance his retirement (twelve years on average, for a 65 year old 
man in the UK) by consuming this lump sum at a rate of, say, £5,000 per year; but he there­
by risks outliving his savings. He can avoid this uncertainty by exchanging £50,000 plus 
an uncertain lifespan for a pension of £y, with certainty and for life. He is, in effect, mak­
ing a bet with the insurance company: if he hands over the lump sum and immediately 
drops dead he loses, but if he lives to 98, he wins. This arrangement is exactly analogous 
to income-pooling. All retired persons put their lump sums into a pool and draw the aver­
age income; those who live longer draw more than those who die younger, but the fund 
can pay for the long-lived because it is based on average life expectancy. 

How large is the annuity? Equation (5.10) can be rewritten as 
y = g(A,n,r) (5.11) 

which shows that the annual payment, £y, for a given lump sum, A, depends on the 
insurance company's view of n (the applicant's life expectancy) and r (its expected 
interest rate). 

3 See Cullis and Jones (1998: ch. 6) or Stiglitz (1988: ch. 10). 
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LIFE EXPECTANCY. The insurance company will pay a lower annual income the longer it 
expects to pay benefit. In principle, this depends on four broad factors. 

Age. The younger a person, the longer, on average, he has to live and the smaller the 
annuity in respect of a given lump sum. 

Sex. On average women live longer than men. Other things being equal, a woman will 
therefore receive a smaller annuity than a man. In practice, many pension schemes 
pool across men and women, not least for the equity reasons discussed in Chapter 9, 
Section 4.2. 

Health. With annuities, it is the long-lived who are 'bad' risks. But it is easier to detect 
health problems than to prove their absence, hence companies usually pool across 
health for annuities. There is no such pooling for life insurance, where it is the short-lived, 
often with detectable health problems, who are bad risks. 

Marital status. Where an annuity is payable also to a surviving spouse, the age differ­
ence between husband and wife becomes relevant. If I retire at 65, and my wife is con­
siderably younger, she is likely to outlive me by many years, in which case the payout period, 
n, is longer, and the annuity correspondingly smaller. However, where a scheme is com­
pulsory (e.g. a pension scheme for school teachers), insurance companies usually pool 
across men aged 65 irrespective of the age of their wives. This is feasible because for the 
group the average age difference is predictable.4 

THE RATE OF INTEREST. If changes in the price level are not to affect the real value of an annu­
ity, it is necessary to base calculations on the real rate of interest (i.e. the excess of the nom­
inal interest rate over the rate of inflation). Suppose an individual has accumulated a lump 
sum of £50,000, and the insurance company expects him to live for 12 years (n = 12) and 
anticipates a real rate of interest of 3 per cent (r = 0.03). The actuarial value of an annu­
ity is obtained by substituting these values into equation (5.11) to obtain a value for y. 
The subject of annuities in the context of pension finance is a major topic in Chapter 9. 

3. The supply side 

3.1. The supply of insurance 

This part of the chapter discusses the price at which the private market will supply 
insurance, and then turns to a number of technical problems.5 

THE ACTUARIAL PREMIUM. Suppose that I insure the contents of my house for £1,000, when 
the probability of being burgled is 1 per cent. From equation (5.5) my expected loss is 

4 The fact that such schemes are compulsory is important, an aspect discussed in more detail in Sections 3.2 and 4.2, 
below. 

5 See, in ascending order of difficulty, Burchardt and Hills (1997: ch. 1), Stiglitz (1988: ch. 12), Culyer (1993), and Rees 
(1989). 
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the insured loss, L, multiplied by the probability, p„ that I will experience the loss. The 
insurance company knows that on average it will have to pay out £10 per year (i.e. 1 per 
cent of £1,000). The actuarial premium for the zth individual, 7T,, is then defined as: 

7r,.= (l+a)p, .I (5.12) 

where p, L is the individual's expected loss, and (1+a) is the loading which the insur­
ance company adds to cover administrative costs (e.g. sending an expert to assess the 
damage) and normal profit. K is the price at which insurance will be supplied in a 
competitive market. 

The actuarial premium in equation (5.12) rests on a number of conditions on the 
probability, p,. Some are strictly technical, others bring us directly back to the issue of 
perfect information. Problems of either sort can make private insurance inefficient or 
impossible. 

INDEPENDENT PROBABILITIES. Private insurance requires, first, that the probability of the 
insured event for any individual is independent of that for anyone else. This condition 
is necessary because insurance depends on the existence in a given period of a pre­
dictable number of winners and losers. If, in the extreme, individual probabilities are 
completely linked, then if one person suffers a loss so does everyone else. Thus actuarial 
insurance can cope with individual shocks but not with common or systemic shocks. 
An important problem under this head (discussed in Chapter 9, Section 3) is inflation, 
which, if it affects any one member of an actuarial pension scheme, will affect all. 

PROBABILITY LESS THAN ONE. The relevant probability must be less than one. If not, equation 
(5.12) simplifies to: 

;r = (l + a)L>L (5.13) 

and the actuarial premium exceeds the insured loss. I might, for example, have to pay a 
premium of £1,500 to insure against potential burglary losses of £1,000. Private insur­
ance will not be offered because there will be no demand for it. In economic terms there 
is no possibility of spreading risk, and hence no gains from trade. 

This problem can arise for the chronically ill, where the probability of ill health is equal 
to one unless insurance is taken out before the condition is diagnosed. Medical insur­
ance usually excludes cover for pre-existing conditions precisely because the probabil­
ity of needing treatment is too high to insure. Advances in genetic screening will create 
major problems: the more and better the information about a person's future health, the 
greater the extent of pre-existing, and hence uninsurable, conditions (see Chapter 12, 
Section 3.1, and, for fuller discussion, Barr 1995). 

We have seen (Chapter 4, Section 3.2) that market efficiency requires perfect infor­
mation on the part of consumers and firms. Firms may face problems in a number of 
ways: employers may not be well informed about the quality of labour, nor lending 
institutions about the degree of riskiness of prospective borrowers. A particular class of 
information problem concerns insurance markets. 
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KNOWN PROBABILITIES. The relevant probability must be known or estimable. Insurance 
addresses risk, but cannot cope with certainty (the previous condition) nor with uncer­
tainty, the issue here. If the insurer does not know the probability, it is not possible to 
calculate a premium from equation (5.12), making private insurance impossible. An impor­
tant example concerns long-term insurance contracts. In the long run a known risk can 
become unknown (i.e. can turn into uncertainty). Thus private insurers are generally unable 
to offer contracts which index pensions against future inflation, inter alia because it is 
not possible to estimate the probability distribution of different levels of future price change 
(Chapter 9, Section 3.1). Similar problems arise for insurance for long-term residential 
care (Chapter 9, Section 3.1). 

Further problems are caused by asymmetric information, where the supplier of in­
surance has less information than the customer. Specifically there should be no adverse 
selection, and no moral hazard. The former arises where the purchaser can conceal from 
the insurer that he is a high risk—for example, it may be possible for people to conceal 
potential ill health from medical insurers. Adverse selection thus arises where there is 
hidden knowledge. Moral hazard arises where there is hidden action—that is, situations 
where (slightly to oversimplify) the customer can costlessly manipulate the probability 
of the insured event. Pregnancy, for example, can be the result of deliberate choice 
(Chapter 12, Section 3.1). Thus the probability cannot be regarded as exogenous, and 
individual medical cover will generally exclude the costs of a normal pregnancy.6 

3.2. Asymmetric information 

Adverse selection and moral hazard are central to efficiency arguments about the wel­
fare state, and so merit further discussion.7 

ADVERSE SELECTION is a manifestation in insurance markets of the more general concept of 
'lemons' (Akerlof 1970). The purchaser of insurance may have a much better idea than 
the supplier that he is a 'lemon' (i.e. a poor risk), and may conceal the fact from the 
insurer in order to choose a policy which would be unattainable if the insurer were 
perfectly informed. 

Akerlof's competitive analysis was extended by Rothschild and Stiglitz (1976) to 
cover strategic behaviour by firms.8 Point A in Figure 5.2 shows the income of an un­
insured individual when working and when unable to work because of illness. Under 
simplifying assumptions (e.g. no administrative costs), a rational individual will insure 

6 But many policies will cover the extra costs of complications because the probability of complications is exogenous. 
7 The literature starts from Arrow (1963), followed by Akerlof (1970), Pauly (1974), Rothschild and Stiglitz (1976), 

and Stiglitz (1983). For an overview, see Stiglitz (1993a). 
8 For further discussion see, in ascending order of difficulty, Atkinson (1989: ch. 7), repr. in Barr and Whynes (1993: 

ch. 2), Culyer (1993), and Rees (1989). 

115 



Concepts 

fully, so that income (net of the insurance premium) will be the same when ill as when 
working, i.e. at a point on the 45-degree line. 

Known probabilities. Suppose that there are two groups of people, low risk with a 
probability of illness pL, and high risk with a probability PH. Suppose, initially, that the 
insurer can distinguish the riskiness of individuals and can therefore match policies to 
individual risk. Thus: 

7tL = (l + a)pLL. (5-14) 

xH = (l + a)pHL. (5-15) 

Low-risk individuals pay a premium nL and can trade from A on favourable terms. They 
give up little income in premiums when working and receive generous benefits when ill. 
They can buy any insurance contract along the line ACL and, under the stated assump­
tions, will choose the contract (i.e. a pair of incomes when at work and ill, respectively) 
shown by point CL. High-risk individuals face the less-favourable terms shown by ACH, 
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and will choose point CH. Where insurers cannot distinguish high- from low-risk appli­
cants, they can respond in several ways. 

Pooling equilibrium. One option is to charge a premium based on average risk: 

7t = (l + a)[epH + (l-6)pL]L (5.16) 

where pH andpL are the (now unobserved) probabilities of high- and low-risk individ­
uals, respectively, and 6 and (1 - 6) the proportions of high- and low-risk individuals 
buying insurance. The locus of potential insurance contracts is illustrated by the line AD 
in Figure 5.2. 

If low risks buy less cover and high risks more at an average premium, n, the result­
ing policies are less efficient than would exist with individually tailored policies, K^ and 
TTH. Consider the contract shown by B. Any contract in the shaded area above B would 
(a) be preferred by the low-risk group, and (b) still be profitable. However, the pooling 
equilibrium (i.e. a common premium for all applicants) at B is not stable—if any com­
pany offered such a contract, another company could bid away the low-risk group by offer­
ing a policy in the shaded area above B. This instability applies to any other contract along 
AD. 

Separating equilibrium. Suppose instead that the insurer tried to offer separate poli­
cies to the two groups. It cannot verify the riskiness of each individual. It might, how­
ever, appeal to self-selection by offering policies which incorporate incentive structures 
such that customers' market behaviour reveals their true probability (see Ravallion and 
Datt 1995 for analysis of such self-selection in different contexts). Thus the policy 
offered to the low-risk group along AD must lie to the left of point E (anywhere to the 
right would attract high-risk applicants). As Figure 5.2 is drawn, however, low-risk 
individuals prefer the pooling contract shown by B to any contract between A and E. The 
problem in this case is that no separating equilibrium exists. Even if it did, it would still 
be inefficient because low-risk individuals cannot buy complete cover. 

Outcomes of adverse selection. Attempts by insurers to recruit good risks and avoid bad 
risks is known as cream-skimming. Paradoxically, however, though insurers fear that 
mainly bad risks will buy cover, the outcome is gaps in coverage for low risks. In the face 
of adverse selection, the market is either inefficient or fails entirely. The ultimate out­
come is sensitive to the assumed behaviour of insurer and insured (see Dasgupta and 
Maskin 1986; Hellwig 1987). A partial solution is to restrict the range of choice the 
insured is allowed—for instance, making membership compulsory to prevent low risks 
opting out of a pooling equilibrium (i.e. seeking to move into the shaded area above point 
B). If preferences are sufficiently similar, the welfare loss from compulsion maybe small. 

MORAL HAZARD. At its strongest, the condition that there should be no moral hazard 
requires that both the probability, p, and the insured loss, I, should be exogenous to the 
individual. Slightly less stringently, moral hazard can be avoided so long as individuals 
can influence p or L only at a cost to themselves greater than the expected gain from so 
doing. Where the assumption fails, customers can affect the carrier's liability without its 
knowledge. 
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Pauly (1974) considers the case of individual expenditure on a preventive activity, z, 
which can reduce the probability of the insured event. From a social point of view, the 
efficient level of z is where its marginal cost is equal to the marginal reduction in insured 
losses. But if losses are fully insured and the insurance company cannot monitor in­
dividual preventive activity, the private incentive is to spend little or nothing on it— 
people, in short, will behave differently if they are insured. At its simplest, my extra 
spending on z reduces my premium by only an infinitely small amount: the main 
beneficiaries are other insured people who now pay slightly lower premiums. As a result 
of this type of externality, Pauly argues, individuals face private incentives to under-invest 
in preventive activities. 

Pauly's analysis is sensitive to one strong assumption—namely, that all losses, includ­
ing non-material losses, are insurable. If that assumption is relaxed, there are several pos­
sible outcomes, of which Pauly's is only one. To show the effects of uninsurable psychic 
losses, it is useful to distinguish four cases.9 

Case 1: Endogenous p„ but only at substantial psychic cost. An example is suicide. 
Here the problem of moral hazard is more apparent than real. It is possible to in­
fluence the probability of dying, but generally only at a high utility cost to the person 
concerned. People do not commit suicide only to make their legatees rich. (It is true 
that someone intending to commit suicide for other reasons might do so; but that is a 
problem of adverse selection, to deal with which most policies exclude cover during 
the first year of the policy). Because individuals cannot insure against the psychic cost 
to themselves of death, insurance is incomplete. Moral hazard in such cases does not cause 
a problem. 

Case 2: Endogenous p„ with no substantial psychic cost. People might drive less care­
fully if they are insured, or buy fewer fire extinguishers, since insurance reduces the cost 
to the insured individual of those unwelcome events. In this case, the Pauly result holds: 
moral hazard does not make insurance impossible but causes inefficiency, since people 
take less care than if they had to bear the full loss themselves. 

Case 3: Endogenous p,, with substantial psychic gains. This is the case of voluntary 
pregnancy or elective health care (e.g. a hair transplant). Here the insured outcome is 
not an undesired exogenous event but a deliberate act of consumer choice. Individuals 
can control at small cost the probability,p,, in equation (5.12), and the insurance com­
pany can calculate neither the expected loss nor the actuarial premium. This is a far cry 
from an insurable risk. Such activities are generally uninsurable for individuals, though 
the problem can sometimes be sidestepped where insurance is compulsory. If, for 
example, all workers in the steel industry are compelled to join a particular scheme, the 
insurer can impose a pooling solution based on the average expected number of births. 
In contrast, if insurance were voluntary, a disproportionate number of intending par­
ents might join, raising issues of adverse selection as well as moral hazard. 

9 For fuller discussion of moral hazard, see Stiglitz (1983), Rees (1989), or Culyer (1993). 
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Case 4: Endogenous L at zero or low cost (the so-called third-party-payment problem). 
Here it is not the probability, p„ which is endogenous but the size of the insured loss. To 
see intuitively what is going on, contrast behaviour in a conventional restaurant with that 
in an 'all-you-can-eat-for-£9.95' restaurant. In the case of medical care, for instance, if 
an insurance company pays all medical costs, neither patient nor doctor is constrained 
by the patient's ability to pay. The marginal private cost of health care is zero for both 
doctor and patient, even though social cost is positive. The results of this form of moral 
hazard are twofold: because of the divergence between private and social costs, con­
sumption of health care (and consequently the insurance payout) is inefficiently large 
(Chapter 12, Section 3.1); and there is an upward bias in insurance premiums. 

Similarly, suppose automobile insurance pays for all car repairs. I then have an incen­
tive both to drive recklessly (p endogenous) and to have my car repaired lavishly (I 
endogenous). The result of this type of moral hazard, once more, is inefficiency in the 
form of over-consumption. 

Thus moral hazard creates incentives to over-consumption on the demand side 
(cases 2 and 3) or supply side (case 4). The problem is fundamental: the more complete 
the cover and the lower the psychic loss from the insured event, the less individuals 
have to bear the consequences of their actions and the less, therefore, the incentive to 
behave as they would if they had to bear their losses themselves. A number of devices try 
to reduce the problem, either through regulation or through incentives. 

• Inspection (a form of regulation) is frequently used for damage claims (e.g. for 
house contents or automobile repairs). The carrier inspects the damage and pays 
benefit only in respect of what it regards as the true insured loss. 

Incentive mechanisms share the cost between the individual and the insurer. 

• Frequent claimants (e.g. accident-prone car drivers) pay higher premiums. 

• Deductibles make the insured person pay the first £X of any claim. 

• With coinsurance the insured person pays x per cent of any claim. 

None of these, however, faces the individual with the full marginal financial cost of 
making good the loss. 

In analytical terms, adverse selection and moral hazard both derive from information 
failure. Neither would arise if the insurer could 'get inside the head' of insured persons 
(i.e. could read their thoughts), hence ruling out both hidden knowledge and hidden 
action. 
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4. The insurance market as a whole: Private and 
social insurance 

4.1. The existence and efficiency of private 
insurance markets 

THE EXISTENCE OF PRIVATE INSURANCE MARKETS requires three conditions. 

1. There must be positive demand. From equation (5.3) this requires that 

V= y-y*>0. 

This condition holds only if some individuals are risk averse. 

2. It must be technically possible to supply insurance—that is, none of the problems 
discussed previously must make private insurance impossible. 

3. It must be possible for insurance to be supplied at a price which the individual is 
prepared to pay—that is, the demand price must exceed or equal the net supply price. 
From equation (5.4) this requires 

Equation (5.6) defines the net premium as the gross premium, n, minus the expected 
benefit, pL: 

(f) = n - pL. 

Hence, from equation (5.12), 

0 = apL. 

Thus, a market for insurance exists only if 

y-y*>apL. (5.17) 

Insurance can be supplied at an acceptable price only where the individual's risk aver­
sion (represented by the difference between/ andy*) is sufficient to cover the insurer's 
administrative costs and normal profit, shown by ocpL. 

SHOULD INSURANCE BE COMPETITIVE? The three conditions hold for the examples of private insur­
ance in Section 1. Consider the case of a head teacher who wants to insure against the 
loss to the parish if it rains on the day of fund-raising event. Since she wants to insure, 
it follows that she is risk averse, hence the demand condition holds. Nor are there tech­
nical problems on the supply side; the probability of rain on a given day is known and 
less than one; there is no adverse selection (since she cannot hide rainfall statistics from 
the insurer) and no moral hazard (since she cannot influence the weather). Finally, 
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administrative costs are low, since it is easy to establish whether or not the weather was 
bad, and so insurance can be provided at a low net price. Thus private insurance is tech­
nically possible. 

Is competitive insurance desirable? It was argued in Chapter 4 that an unrestricted 
private market allocates resources efficiently provided that the standard assumptions 
hold. These conditions apply equally to insurance. Perfect information is relevant to 
people who buy insurance, and to the companies that supply it. Where both sides of 
the market are well informed, competition provides consumers with their desired type 
and mix of policies and ensures that suppliers make no long-run excess profits. In such 
cases—for example, automobile insurance and burglary insurance—competition is 
both possible and desirable. 

The strength of this argument is not diminished by the fact that the necessary condi­
tions do not always hold, creating areas where the case for competitive actuarial insur­
ance is weaker or non-existent. Three types of problem stand out. 

1. Imperfectly informed consumers. With long-term contracts, buyers may not be 
well informed about the details of the cover they will need many years hence (e.g. long-
term residential care insurance); and with technically complex contracts (e.g. pen­
sions) people may not understand the issues fully. In some instances the market may supply 
the necessary information, for example, through insurance brokers. Where information 
problems are serious, however, the benefits from competition are diminished and may 
largely disappear. Competitive insurance is likely to be inefficient; it may also create 
inequities (for example, inappropriately sold pensions policies). These issues are taken 
up in later chapters (see also Burchardt and Hills 1997). 

2. Imperfectly informed insurers. The resulting problems were discussed in detail in 
Section 3. Competitive pressures can create problems in the form of cream-skimming, 
gaps in coverage, and third-party incentives to inefficiently high spending. 

3. Administrative costs.10 From equation (5.12), the higher the administrative load­
ing, a, the less likely that people will buy insurance. As equation (5.17) shows, the effect 
of ais to drive a wedge between people's risk aversion,/ -y *, and the net return,pl, they 
derive from insurance. As a result, risk-averse individuals, whose welfare could be 
increased by insuring, do not buy insurance. 

This outcome is not necessarily inefficient: an individual's risk aversion may be 
slight, and some administrative costs are unavoidable. The administrative costs associ­
ated with individual policies include: 

• marketing costs, e.g. advertising, sending out applications, etc.; 

• processing costs, e.g. the costs of matching premiums to individual risk; 

• reimbursement costs, i.e. the costs of processing individual claims; and 

• forgone economies of scale which a larger company might enjoy. 

10 For fuller discussion, see Culyer (1993:156-7). 
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These costs are efficient (and hence competition is desirable) if they generate signi­
ficant welfare gains by enabling insurers to offer policies which match individual pre­
ferences more accurately. They are inefficient, however, if (a) their costs outweigh the 
welfare gains from individually tailored policies or {b) some other form of organization 
would be cheaper. With badly informed consumers, for example, the welfare gains from 
improved individual choice are likely to be low; thus social insurance, which has no 
marketing costs, low costs (because of standardization) of processing and reimburse­
ment, and economies of scale, may be more efficient. 

Where any of these problems arises, private insurance may be (a) inefficient or (b) 
not supplied at all. The central point of later discussion is that difficulties often arise 
because two sets of needs—those of actuarial insurance and those of social-policy—do 
not match. The solution is not to berate insurers for failing to meet social-policy objec­
tives, still less to ignore social-policy needs because insurance, for technical reasons, 
cannot meet them. What is needed is a bridge between the two sets of objectives. Such 
a bridge may involve regulating or subsidizing private insurance or it may involve public 
funding through social insurance or taxation. These issues arise repeatedly, particularly 
for unemployment insurance (Chapter 8, Section 2.2), the protection of pensions against 
inflation (Chapter 9, Section 3.1) and medical insurance (Chapter 12, Section 3.1). 

PREMIUM DIFFERENTIALS. Earlier discussion of adverse selection poses the question of 
whether efficiency requires that differences in individual probabilities should always result 
in different premiums. Suppose I am burgled more often than my brother. This could 
be because I am unlucky (a random difference), or because I live in London, which has 
a high crime rate, and he lives in the country (a systematic difference). 

To define more precisely what we mean by random and systematic differences, sup­
pose that individual probabilities vary randomly, i.e. 

Pi = P+£i (5.18) 

where p„ the observed probability of the ith individual being burgled, comprises a 'true' 
or average probability, py and a random component, £,. If is truly random, and hence has 
a zero mean, the average probability, p, is simply the mean of the observed probabil­
ities^,, i.e. 

P = ^ I P , - (5-19) 

Now consider two groups of individuals: p n , p 1 2 , . . . ,p1M are the observed probabil­
ities facing the M individuals in group 1, and p2 1 ,p2 2 , . . . ,p2N those of the AT people in 
group 2. From (5.19) we can calculate the average probability for individuals in group 
1, pv and similarly for group 2. We can then argue that, if px = p2 any difference in 
probabilities between individuals in the two groups is random. However, if^i is signi­
ficantly greater than^2, differences in the probabilities are systematic. It is then appro-

122 

5. Insurance 

priate to talk of high- and low-risk individuals, with average probabilities pH (=P i) and 
Pi (= Pz)> respectively. Thus: 

Conclusion 1. The efficient price of insurance should not reflect random differences 
in probabilities. 

Conclusion 2. But where the decision to insure is voluntary, efficiency requires that 
suppliers should seek to discover who is high and who is low risk, and charge premiums 
accordingly, as in equations (5.14) and (5.15). 

In contrast, where insurance is compulsory, it might be possible to pool high and low 
risks and charge everyone the average premium (equation (5.16)), since low-risk peo­
ple cannot choose not to insure. Thus, for example, the 1946 National Insurance Act 
(Chapter 2, Section 5) applied pooling explicitly both to individuals and to risks. All 
employed men of working age paid the same lump-sum contribution to buy entitlement, 
inter alia, to the same unemployment benefit, even though some groups (e.g. doctors) 
were less likely to be unemployed than others (e.g. construction workers). All indi­
viduals paid an average premium (equation (5.16)); and, because contributions were 
compulsory, it was not possible for overcharged low-risk individuals to opt out. 
Analytically, the low-risk group paid an actuarial premium (equation (5.14)) plus an 
unavoidable lump-sum tax, and the high-risk group paid an actuarial premium shown 
by equation (5.15) and received a lump-sum transfer. Thus a system which charges a com­
pulsory average premium irrespective of risk can alleviate problems of adverse selection.'' 
Another example (Chapter 9, Section 4.2) is the pooling of men and women in pension 
schemes, despite the fact that on average women live longer. In contrast, automobile in­
surance is also compulsory, but there is no pooling across groups—people with worse 
accident records generally pay higher premiums. We can therefore add: 

Conclusion 3: if insurance is compulsory, charging all categories of risk the same 
premium causes little inefficiency in insurance markets, though it might cause second­
ary inefficiency in related activities. 

FALLACIOUS EQUITY ARGUMENTS appear in a number of guises. The first is that insurance is 
inequitable because it redistributes from those who do not make claims to those who do. 
This assertion merits little discussion. The whole point of insurance is that people do not 
know whether they will need to claim (i.e. whether the 'good' or the 'bad' outcome will 
occur). A rational risk-averse individual increases her utility by choosing a lower 
income with certainty (y* in Figure 5.1), in preference to a higher expected income,y. 
Insurance can bring about this increase in utility precisely because the individual is a net 
contributor in a 'good' year and a net beneficiary in a 'bad' year. 

A second fallacious argument is that 'private insurance is inequitable because the 
poor cannot afford adequate cover'. This proposition can be attacked in a number of ways. 

" It might, however, cause inefficiency in other ways: standard policies do not allow for differences in preferences; and 
a common structure of premiums for employers might lead to inefficient expansion of risky industries. 
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First, if the only difficulty is that the poor cannot afford cover, the problem is one not of 
market allocation but of income distribution, and can be solved by cash redistribution. 
Secondly, who decides what level of cover is 'adequate'? Public provision on these 
grounds can be justified only where there are efficiency problems with private insurance, 
or if the poor have imperfect information. The arguments developed earlier, in par­
ticular the two propositions in Chapter 4, Section 7.2, apply equally to insurance. 

4.2. Social insurance 

SOCIAL INSURANCE AS A RESPONSE TO INFORMATION FAILURE. Arrow argues that, where markets 
fail, other institutions may arise to mitigate the resulting problems, sometimes through 
public production and sometimes through private institutions using non-competitive 
allocation mechanisms: 'the failure of the market to insure against uncertainties has 
created many social institutions in which the usual assumptions of the market are to some 
extent contradicted' (Arrow 1963:967). In other words, as discussed in the first paragraph 
of this chapter, institutions (public or private) may arise which are insurance in the 
sense of protecting against risk, even if they are not insurance in a narrow actuarial 
sense. 

The Arrow arguments and their subsequent elaboration contrast strongly with those 
of Hayek (1945). Both writers started from the assumption of asymmetric information. 
To Hayek the fact that different people know different things is an argument in favour 
of markets. He argued (analogous to the existence of skill differences) that the market 
makes beneficial use of such differences by allowing gains from trade to be exploited. Arrow 
showed that the market is an inefficient device for mediating certain important classes 
of differences in knowledge between people. Nor is the Arrow view idiosyncratic. The 
Rothschild and Stiglitz (1976) and similar arguments were discussed in Section 3.2. 
Lucas (1987:62), in discussing unemployment, reached an identical conclusion: 

Since . . . with private information, competitively determined arrangements will fall short of 
complete pooling, this class of models also raises the issue of social insurance: pooling arrange­
ments that are not actuarially sound, and hence require support from compulsory taxation. The 
main elements of Kenneth Arrow's analysis of medical insurance are readily transferable to this 
employment context, (emphasis in original) 

Social insurance thus derives from two sources. The need for insurance arises 
because in industrialized countries employment is largely a binary phenomenon (i.e. a 
person is either employed or unemployed) and retirement, similarly, is a discrete event. 
Thus the risks against which social insurance offers protection are to some extent a 
social construct.12 Second, on the supply side, information failures provide both a the­
oretical justification of and an explanation for, a welfare state which is much more than 

12 Atkinson (1 995A: ch. 11) stresses the importance of labour-market institutions. On retirement, see Hannah (1986). 
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a safety net. A central argument in later chapters is that private insurance cannot cover 
contingencies such as unemployment, inflation, and important medical risks. Social 
insurance is one response. 

THE NATURE OF THE BEAST. An important characteristic of most social insurance is that 
membership is compulsory, thus preventing low risks from opting out (though partial 
opting out maybe allowed for some benefits). Compulsion makes possible the three gener­
ic forms of organization described in Chapter 1, Section 2.1, all of which are insurance 
in the sense of offering protection, but which diverge increasingly from insurance in con­
ventional actuarial terms. 

• Social insurance (i.e. benefits based on a contributions record and the occurrence 
of a specified contingency) takes two broad forms. Quasi-actuarial contributions 
are related to the average risk (e.g. the flat-rate weekly contribution of the UK 
scheme between 1948 and 1975); this is a pure pooling equilibrium. Income-related 
contributions break the link with individual risk; the contribution in this case 
looks like an earmarked tax. 

• 'Universal' benefits abandon the attempt to mimic private insurance. Tax-financed 
benefits are awarded on the basis of specified contingencies without a contributions 
or income test (the flat-rate retirement pension in some countries, health care in some 
countries including the UK). 

• Social-assistance benefits are awarded on the basis of specified contingencies and an 
income test. 

Administration can be by the state at central level (as mostly in the UK) or at a lower 
level (as for most programmes in the USA, and for health care in Australia, Canada, and 
Sweden). Alternatively, administration can be hived off to private-sector institutions such 
as friendly societies or trades unions (as with unemployment compensation in Sweden 
and medical care in Germany); in such cases the private sector is acting, in effect, as an 
agent of the state. 

The social-insurance arrangements just described are based on private institutions: 
benefits are conditioned on an implicit or explicit contributions record and on the 
occurrence of a specified event, frequently related to employment status, in that one of 
their major purposes is to replace lost earnings. 

Social insurance, however, differs from private insurance in two important respects. 
First, because membership is generally compulsory, it is possible (though not essential) 
to break the link between premium and individual risk; a pooling solution is therefore 
an option. Secondly, the contract is usually less specific than private insurance, with 
two advantages: protection can be given against risks which the private market cannot 
insure (Chapter 8 argues that unemployment is one); and the risks can change over 
time. Atkinson (1995a: 210) points out that'the set of contingencies over which people 
formed probabilities years ago may have excluded the breakdown of the extended fam­
ily, or the development of modern medicine, simply because they were inconceivable'. 
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Thus social insurance, in sharp contrast with actuarial insurance, can cover not only 
risk but also uncertainty. Social insurance, in various guises, will appear repeatedly in later 
chapters. 

FURTHER READING 

Burchardt and Hills (1997: ch. 1) give an excellent, non-technical introduction to the economics 
of insurance. See also, in ascending order of formality, Stiglitz (1993b: ch. 6), Estrin and Laidler 
(1995: ch. 8), Varian (1996: ch. 12), Rees (1989), or Varian (1992: ch. 11). For discussion in the 
context of cash benefits, see Stiglitz (1988: ch. 12), and in the context of medical insurance 
Culyer (1993). Barr (1995) discusses the implications of genetic screening for insurance. 

On information problems more generally, see Varian (1992: ch. 25) for an overview. For com­
pendious discussion, see Hirschleifer and Riley (1992) and Stiglitz (1993a). The classic articles 
are by Arrow (1963) (who discusses medical insurance), on adverse selection by Akerlof (1970) 
and Rothschild and Stiglitz (1976), and on moral hazard by Pauly (1974) and Stiglitz (1983). For 
surveys of the literature on imperfect information about quality, see Stiglitz (1987: 1993a) and 
Phlips (1988: ch. 3), and on imperfect information about price, Phlips (1988: ch. 2). 
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Appendix: Non-technical summary of Chapter 5 

1. Chapter 5 discusses the demand and supply of insurance, and some problems which can arise 
on the supply side of a private insurance market (for a simple introduction, see Burchardt and 
Hills (1997: ch. 1)). 

2. The term 'insurance' is used by different people to mean different things. Two meanings 
above all should be distinguished. Insurance can be defined (a) as a device which offers individ­
uals protection against risk, and/or (b) as an actuarial mechanism (as defined in equation (5.12), 
below) which the private sector can organize. The first defines insurance in terms of its purpose, 
the second in terms of a method by which that purpose might be pursued. Even where institu­
tions are not insurance in the sense of (b), they might still be regarded as insurance in that they 
offer protection against risk. 

The demand and supply of insurance 

3. Uncertainty reduces the utility of an individual who is risk averse; hence certainty has a pos­
itive value, and a risk-averse individual will be prepared to pay a positive price for it. When I take 
out insurance, the commodity I am buying is certainty (e.g. that if my car is stolen it will be 
replaced). The formal argument is presented in Section 2.1. 

4. The supply of insurance is discussed in Section 3.1. Suppose that the probability, p, of being 
burgled is 1 per cent; and that if I am burgled my loss, I, will be £1,000. On average, therefore, I 
can expect a loss of £1,000 once every 100 years. In annual terms my expected loss isp x L = 1% 
x £ 1,000 = £ 10—that is, the insurance company knows that on average it will have to pay me £ 10 
per year. Formally, an actuarial premium, K, is defined as 

X = (\ + a)pL (5.12) 

where pL is the expected loss of the individual buying insurance, and (1 + a) is the insurance com­
pany's mark-up of a per cent to cover its administrative costs and normal profit, TT is the price at 
which insurance will be supplied in a competitive market. 

Technical problems on the supply side 

5. Private insurance will be inefficient or non-existent unless the probability, p, in equation 
(5.12) meets five conditions (Sections 3.1 and 3.2). First, the probability of a given individual being, 
for example, burgled must be independent of the probability of anyone else being burgled. What 
this means (roughly speaking) is that insurance depends for its financial viability on the existence 
in any year of a predictable number of winners and losers. 

6. Secondly,p must be less than one. If p - 1 it is certain that my car will be stolen; hence there is 
no possibility of spreading risks, and the insurance premium will equal or exceed the cost of a 
new car. This problem can arise for the chronically or congenitally ill, for whom the probability 
of ill health equals one unless insurance is taken out before the condition is diagnosed. 
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7. A third condition is thatp must be known or estimable. If it is not, insurance companies will 
be unable to calculate an actuarial premium, and private insurance will be impossible. This 
problem can arise for policies with a long-time horizon, where risk (which is insurable) turns in 
the long run into uncertainty (which is not). The private market, for example, is generally unable 
to supply insurance against future inflation because the probability of different levels of future 
price increases cannot be estimated. 

8. Fourthly, there must be no adverse selection, which arises when a purchaser is able to conceal 
from the insurance company the fact that he is a poor risk. If the insurance company cannot dis­
tinguish high- and low-risk customers, it will have to charge everyone the same premium, based 
on the average risk. As a result, low-risk individuals will face an inefficiently high premium and 
may choose not to insure even though, at an actuarial premium, it would be efficient for them to 
do so. This problem arises particularly in the case of medical insurance for the elderly. 

9. Finally, there must be no moral hazard. The problem can arise in two ways: first, where the cus­
tomer is able costlessly to manipulate the probability p in equation (5.12) that the insured event 
will occur; and, secondly, where the customer can manipulate the size of the loss, L. The latter 
difficulty is conventionally called the third-party-payment problem. 

10. There are numerous ways in which consumers can manipulate the relevant probability. The 
chances of developing appendicitis are beyond individual control, and so medical insurance for 
this sort of complaint is generally possible. In contrast, the probability of becoming pregnant, 
and visits to one's family doctor, can both be influenced by individual actions and are therefore 
generally not well covered by private medical insurance. Where the problem is serious, the sup­
plier is unable to calculate the actuarial premium, and private insurance maybe impossible. 

11. The third-party-payment problem does not make insurance impossible, but causes over-
consumption. The problem is particularly relevant to health care. If an individual's insurance 
pays all medical costs, then health care is 'free' to the patient. Similarly, on the supply side, the 
doctor knows that the insurance company will pay her charges; she is therefore not constrained 
by the patient's ability to pay. As a result, both doctor and patient can act as though the cost of 
health care were zero. This is inefficient: it causes over-consumption and creates upward pres­
sure on insurance premiums. 

12. The problems discussed in paragraphs 5-11 can cause inefficiency, and may make private insur­
ance impossible. Both difficulties are relevant to unemployment insurance (Chapter 8, Section 
2.2), to the protection of pensions against inflation (Chapter 9, Section 3.1) and to medical 
insurance (Chapter 12, Section 3.1). 
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Problems of definition and 
measurement 

To criticise inequality and to desire equality is n o t . . . to cherish the romantic illu­
sion that men are equal in character and intelligence. It is to hold that, while their 
natural endowments differ profoundly, it is the mark of a civilised society to aim at 
eliminating such inequalities as have their source, not in individual differences, 
but in its own organisation. (R. H. Tawney, 1964) 

Common prosperity cannot and never will mean absolute egalitarianism or that all 
members of society become better off simultaneously at the same speed . . . Such 
thinking would lead to common poverty. 

(People's Republic of China, Central Committee's Decision on 
Reform of the Economic System, 1984) 

1. Measuring welfare 

Measurement problems are a recurring theme.1 They are illustrated here in the con­
text of poverty (Section 2) and inequality (Sections 3 and 4). Two sets of issues are dis­
cussed: how do we define poverty and inequality; and how do we measure them in 
principle and in practice? It is helpful to start by considering the definition and 
measurement of welfare for individuals and for society as a whole. 

1 Non-technical readers may omit Sections 1.2,4.1, and 4.2. The gist of the argument is in the Appendix at the end of 
the chapter. 
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1.1. Individual welfare 

DEFINING INDIVIDUAL INCOME 

WEALTH AND INCOME. The theoretical concept of income is complex and the literature vast 
(see the Further Reading). For present purposes it is possible to simplify matters by con­
sidering income as the flow deriving from a stock of wealth. Individual wealth can arise, 
broadly, in three forms. Physical wealth consists of consumer durables such as houses, 
machines (e.g. cars, television sets), Picassos, and Persian rugs. Financial wealth includes 
shares, government bonds, and bank accounts.2 Human capital is wealth embodied in 
individuals as a result of skill and training, and has two quite separate sources: it is the 
result of past investment in education and training (which is what most people mean 
when they talk about human capital); it also arises from 'natural talent'. The latter 
requires explanation. Obvious examples are Shakespeare and Mozart, whom most of us 
could not emulate, however much training we had. The concept, however, is much 
broader. The talent of a road sweeper, for example, consists mainly of muscle and an 
ability to put up with simple routine; and a major item under this head is the ability to 
walk, dress, wash oneself, etc. (which forms of human capital maybe denied to individ­
uals with serious health problems). 

Each type of wealth yields a flow of income. Physical wealth produces non-money 
income in the form of a flow of services (e.g. housing, or televisual services), but can also 
yield money income (e.g. a house to a landlord, or an automobile to a taxi driver). 
Financial wealth yields money income (e.g. the annual flow of interest from a £ 1,000 bank 
account). Human capital produces income in several forms. Suppose an individual 
divides his time between 'work' and 'leisure'.3 When he is working, his human capital yields 
money income (i.e. wages), and, non-money income like job satisfaction (which can be 
positive or negative); and, when not working, he receives non-money income through 
the enjoyment of leisure (again positive or negative), and also in the form of own pro­
duction (household chores, gardening, etc.). 

FULL INCOME, 7F, consists of the flow of services from all individual wealth, i.e. money 
income, 7M, plus all forms of non-money income, YN: 

YF = YM + Y» (6.1) 

where money income comprises wage and non-wage money income (e.g. dividends 
and interest) ,4 and non-money income includes job satisfaction, the flow of services from 

2 It is legitimate to include both physical and financial wealth for individuals. But, for society as a whole, care is needed 
to avoid double counting, which would arise if, for example, Ford factories and Ford shares were both included in the 
definition of wealth. 

3 The distinction between work and leisure is in many respects suspect (see, e.g., Apps and Rees 1996). But it does no 
harm to retain the distinction for present purposes, and makes the exposition clearer. 

4 This definition leaves unanswered the difficult question of whether, and to what extent, capital gains should be 
included in income. See Prest and Barr (1985: ch. 13, sect. 4). 

130 

6. Problems of definition and measurement 

Income 
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Fig. 6.1. Poor by choice or constraint? 
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physical wealth, the value of own production, and, importantly, the enjoyment of 
leisure. For given prices, full income thus defined is a measure of an individual's oppor­
tunity set. 

The word 'opportunity' is crucial. The opportunity set measures the individual's 
potential consumption, including leisure. In Figure 6.1 the lines eA and eB show the 
earning opportunities of individuals A and B, respectively. A and B are both poor as 
conventionally measured, since their income, shown by points a and b, is below the 
poverty line cd. However, A's full income, including the value of leisure, shown by OA 
is well above the poverty line; B's full income, OB, is not. A is 'poor' because by choice he 
works for only four hours per day; B is poor despite working twenty-two hours per day.5 

By defining full income as the return to all forms of individual wealth it is possible to 
construct a measure of consumption opportunities which makes theoretical sense. 

5 See Atkinson and Stiglitz (1980:260 -1) on the importance of including leisure, and Le Grand (1984) on the central 
importance of choice in assessing individual welfare. 
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Full income is not, however, a complete measure of individual well-being. Even in its 
own terms, it omits important factors. Uncertainty can be a major source of welfare loss. 
Insurance can help but, as discussed in Chapter 5, may be incomplete, not least because 
it is possible to insure against risk but not against uncertainty. Secondly, individual 
welfare depends not only on potential consumption but on factors such as health (Sen 
1985,1995a; Dasgupta 1993: ch. 4). Sen (1985; 1992: ch. 3) extends the argument to define 
well-being in terms of people's 'capabilities', which includes important dimensions of choice 
and freedom. 'Just as the . . . "budget set" in commodity space represents a person's 
freedom to buy commodity bundles, the "capability set" . . . reflects the person's free­
dom to choose from possible livings' (Sen 1992:40). While noting these criticisms, they 
are set to one side in the discussion which follows, since even the more limited concept 
of a consumption opportunity set cannot easily be put into practice. 

THE HAIG-SIMONS DEFINITION. How might full income be translated into practice? The clas­
sic definition of individual income is by Simons (1938:50), also called the Haig-Simons 
definition: 'Personal income may be defined as the algebraic sum of (1) the market 
value of rights exercised in consumption and (2) the change in the value of the store of 
property rights between the beginning and the end of the period.' More simply, 'income 
in a given period is the amount a person could have spent while maintaining his wealth 
intact' (Atkinson 1983:39). The word'could' is important. My income is increased if my 
potential to consume is raised, whether or not I actually choose to consume more. 

The Haig-Simons definition has twofold importance: it indicates how income might 
be measured in practice; and it is comprehensive (and therefore theoretically sound) be­
cause it includes the following types of income which are omitted from conventional 
definitions. 

Non-pecuniary benefits from work. Where fringe benefits are marketable (e.g. a 
chauffeur-driven car), they can be valued fairly easily. But problems arise where benefits 
are non-marketable and/or a mixture of 'work' and 'leisure'. Is a business trip abroad 
work, or leisure in disguise, or a mixture of the two? And how should 'enjoyment' of the 
trip be valued? The measurement of job satisfaction raises obvious problems. All these 
non-pecuniary benefits are part of'rights exercised in consumption', and their market 
value forms part of the Haig-Simons definition. 

Own production includes goods I have produced for myself (e.g. building an exten­
sion to my house) which could in principle be part of market production, and also the 
consumption of unpaid services produced by others within the household sector (e.g. 
cooking, cleaning, child-minding) .6 Both forms of activity give rights over consumption, 
and their market value is properly included in the Haig-Simons definition. Income 
under this head also includes leisure, whose value to an individual is not less than the 
earnings thereby forgone, £X 

Imputed rent is the market value of the services deriving from physical assets, notably 
consumer durables and owner-occupied houses. 

6 In formal terms these two sorts of activity correspond to production for own consumption and production for trade 
within the household sector (see Apps and Rees 1996). 
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Capital gains and losses, according to Haig-Simons, are part of income, since they con­
stitute a change in the value of the store of property rights. An individual with a £1,000 
asset which appreciates over the period to £ 1,100 would be able (assuming no inflation) 
to spend an extra £100 without reducing her wealth. Thus capital gains should be 
included as part of income in the period in which they accrue, whether or not they are real­
ized; and capital losses should be deducted from income as they accrue. 

MEASURING INDIVIDUAL INCOME 

The next step is to consider how a theoretically sound definition of income might in prac­
tice be measured. This raises three sets of problems. 

WHAT DO WE INCLUDE IN INCOME? A version of Haig-Simons which might be workable is the 
sum of wage income, non-wage money income, fringe benefits, imputed rent, and real­
ized capital gains. But this measure deviates from full income as defined in equation 
(6.1) through the omission of job satisfaction, extra-market production, and forgone 
income taken as leisure, and also because capital gains are not measured as they accrue. 
Further problems arise in attributing to individuals the benefits of publicly provided goods 
and services (e.g. education, roads). 

Because non-money income is largely unmeasurable, it is necessary to focus on 
money income. This would not matter if money income were a good proxy for full in­
come, but in practice the proportion of income arising in non-money form varies widely 
and unsystematically across people. Non-observability of parts of full income prevents 
a complete characterization of the individual opportunity set, forcing us to use the 
unreliable yardstick of money income. Full income is useful less as a guide to policy than 
as an explanation of why conventional definitions of poverty and inequality, based on 
money income, have only limited validity as measures of welfare. 

THE INCOME UNIT. What is the relation between household income and individual welfare? 
Part of the story—the comparison of households of different sizes—is discussed in 
Section 3.3. The other part concerns relations within a household. Consider the case of 
a man, a woman, and two children, whose only source of income is £20,000, earned by 
the man. Regarded as a family, four people share an income of £20,000; no one is poor; 
nor is there necessarily substantial inequality. But if the man is regarded as a separate unit, 
the woman and child have no income; they are counted as poor; and there is substantial 
measured inequality. Thus the narrower the definition of the income unit, the greater 
are measured poverty and inequality. 

The heart of the problem is the difficulty of measuring how income is shared. 
Since this is unobservable, policy is frequently based on the observable but not strictly 
relevant fact that two people are married, and thereby infers (rightly or wrongly) that 
income is shared. This is a strong assumption and one which is clearly unsatisfactory. 
The large literature on industrialized (Okin 1989; Sainsbury 1994; Sutherland 1997) and 
poorer countries (Dasgupta 1993: ch. 11) confirms widespread gender inequality. Any 
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measure of income, however complete, will fail to capture important aspects of the dis­
tribution of welfare within households. 

OVER WHAT TIME PERIOD is INCOME MEASURED? Problems arise because income rarely flows 
continuously. Consider a salesman who earns £400 per week in commission but 
receives no wage; during the year he works fifty weeks, earning £20,000, and in the 
remaining two weeks, because of illness, earns nothing. If income is measured over a year 
he is not poor, but on a weekly basis he is poor for two weeks. For some purposes (e.g. 
setting a level for student support) it might be appropriate to use a long-run notion like 
permanent income. On the other hand, if a student with no family support or job 
applied for social assistance during the summer vacation, it would not be very helpful 
to refuse benefit because he had a high expected lifetime income. In cases of immediate 
need, the relevant definition of income is usually short run. 

1.2. Social welfare 

Similar arguments apply at an aggregate level. A comprehensive measure of national 
income would include both money and non-money income. 

'We cannot measure . . . national achievement by the gross national product. For the gross 
national product includes air pollution and advertising for cigarettes, and ambulances to clear 
our highways of carnage . . . It swells with equipment for the police to put down riots in our cities; 
and though it is not diminished by the damage these riots do, still it goes up as slums are rebuilt 
on their ashes . . . And if the gross national product includes all this, there is much that it does 
not comprehend. It does not allow for the health of our families, the quality of their education 
or the joy of their play . . . It allows neither for the justice in our courts, nor for the justice of our 
dealings with each other . . . It measures everything, in short, except that which makes life 
worthwhile.'7 

More formally, the social-welfare function in equation (4.1) is the explicit relation 
between aggregate welfare and the welfare of the individuals who make up society. If U\ 
the utility of the ith individual, depends on his income,/ , then social welfare, W, can be 
expressed as 

W= W(Ul(yl), U2(y2),.. . , U"(y")) (6.2) 

or, more simply, as 

W=W(y\y\...yy"). (6.3) 

T h u s / 1 , . . . , y" measure the welfare of each of then individual members of society; these 
are aggregated into a measure of social welfare through the function W. Social welfare 
functions are categorized in terms of their formal properties (see Cowell 1995:35-41), 

7 Speech by Robert Kennedy in 1967, reported by Newfield (1978: 59-60). 
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an explanation of which is a necessary prelude to the discussion of aggregate inequal­
ity in Section 4. 

PROPERTY 1: NON-DECREASING. Let social welfare in state A be WA = W(y\y2,... , y ' A , . . . , 
yN) and, in state B, WB = W(y\y2,... , y ' B , . . . ,yN). In other words, the distribution in 
states A and B differs only because the zth individual has a higher income in state B than 
in state A. Then a social welfare function is non-decreasing if and only if 

WB>WA i f>/ 'B>y'\ (6.4) 

Non-decreasing implies that, if any individual's income rises, social welfare cannot 
decrease. 

PROPERTY 2: SYMMETRIC. A social-welfare function is symmetric if 

W(y\y\ . . . ,y") = W(y2,y\ . . . ,y») = . . . = W(y",.. . ty\f). (6.5) 

Social welfare depends on the distribution of income, but not on who gets which 
income—that is, social welfare is unchanged if two people 'swap' incomes. This is 
equivalent to assuming that all individuals have identical utility functions. 

PROPERTY 3: ADDITIVE. A social-welfare function is additive if 

n 

W(y\ y\...,y") = Jul(y') = U\yl) + U2(y2) + ... + Un{yn). (6.6) 
;=i 

This is the utilitarian social-welfare function, under which social welfare is the sum of 
the utilities experienced individually by members of society. Additivity implies that a per­
son's utility is a function of his income alone, independent of anyone else's income—a 
strong assumption which rules out the possibility of welfare interdependence discussed 
in Chapter 4, Section 4.1, and which also rests uneasily with the relative definition of 
poverty discussed shortly. 

These three properties taken together have important implications. If a social-welfare 
function is non-decreasing, symmetric, and additive, it has the general form 

W= U(yl) + U(y2) + . . . + U(y") (6.7) 

where: (a) (in contrast with equation (6.6)) L/is the same for each individual (a conse­
quence of symmetry); and (b) U(y') increases withy' (because the social-welfare func­
tion is non-decreasing). 

Equation (6.7) makes it possible to use U(y') as an index of social welfare. If there is 
an increase in the income of the fth individual, the increase in social welfare will be 

[ / ' ( / ) = ™ > 0 . (6.8) 
ay' 

The welfare index U(y') is not an ordinary utility function. It shows the social marginal 
valuation or welfare weight of changes in the z'th person's income. To show why If(y') is 
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the welfare weight, consider a tax/transfer scheme which leads to a series of (small) 
changes in individual incomes, Ay1, Ay 2 , . . . , Ay". The resulting change in social welfare 
is the total differential AW\ and, if the social-welfare function takes the simple form of 
equation (6.7), then 

AW= Jfiy^Af + U(y2)Ay2 + . . . + lf(yn)Ayn (6.9) 

and the terms If(y') act as a system of weights when summing the effects of the scheme 
on social welfare. The next step is to discuss what value the weights might take. This brings 
us to: 

PROPERTY 4: CONCAVE. A social -welfare function is concave if the welfare weight always 
decreases asy' increases—that is, concavity implies diminishing social marginal utility 
of income. A £1 increase in income raises social welfare more if it goes to a poor than to 
a rich man; thus a small redistribution from rich to poor raises social welfare. For some 
purposes it is useful to know how concave a social-welfare function is—that is, how 
rapidly the welfare weight falls as an individual's income rises. Thus: 

PROPERTY 5: CONSTANT RELATIVE INEQUALITY AVERSION. A social-welfare function has constant rel­
ative inequality aversion (or constant elasticity) if the utility index U(y') has the specific 
form 

U(yi) = —!— y-d-0 (6.10) 
l-e 

where £ is a non-negative inequality aversion parameter. The welfare index in equation 
(6.10) has the property that a 1 per cent increase in someone's income reduces her wel­
fare weight by £ per cent whatever her income (i.e. by 1 per cent from £100 to £101 or 
from £10,000 to £10,100). The larger is £, the more rapid the decline in the welfare 
weight as income rises, hence the name 'inequality aversion parameter'. We return to these 
issues in more detail in Section 4.2. 

2. Poverty 

Attempts to define a value-free poverty line (Section 2.1) face a series of largely 
intractable problems. The first concerns the choice of indicator of welfare, specifically (a) 
what indicator of consumption opportunities, and (b) whose income, i.e. the issue of the 
income unit. A second set of issues concerns which concept of poverty should be used. 
A third issue is how should poverty be measured (Section 2.3). 

2.1. Defining poverty 

WHICH INDICATOR OF WELFARE? Individual consumption opportunities should be measured 
in terms of full (i.e. money plus non-money) income. Because this is not possible, it is 
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necessary to turn to more measurable indicators. Three measures are common: actual 
consumption of a specific bundle of goods, total expenditure, and total money income. 
Each has its difficulties, of which the following is the barest of summaries.8 The first 
approach requires a definition of the appropriate consumption bundle, and, when that 
difficult task has been accomplished, leads to a multidimensional (and hence complex) 
definition of poverty. Expenditure is difficult to measure and needs adjustment for 
inefficient spending. 

Money income is a flawed measure of individual welfare.9 Three problems were 
discussed in Section 1.1: the unsystematic relation between money income and full 
income; the definition of the income unit; and the time period over which income is 
measured. None has an unambiguous answer, so any definition of poverty in terms of 
money income is somewhat arbitrary, a point reinforced in Section 3.2. 

All three measures—consumption, expenditure, and income—face an additional 
and major problem. They all look only at ex post magnitudes, totally ignoring the issue 
of choice illustrated by Figure 6.1.1 may eat no meat and have low expenditure and 
income, and so be poor according to all three measures. But if by choice I am a vegetar­
ian ascetic, then my potential living standard may exceed the poverty line. For these and 
other reasons, and notwithstanding a large body of work on measuring individual 
welfare, Ravallion (1996: 1331) concludes that 'even the best . . . measures found in 
practice are incomplete on their own'. 

WHOSE INCOME? This is the issue of the income unit. There are two core issues: income-
sharing within households (Section 1.1), and the treatment of households of different 
size (Section 3.3). Again, there is no wholly satisfactory solution. 

WHAT CONCEPT OF POVERTY? Even if these problems had been solved, major problems 
remain. In particular, should poverty be regarded as an absolute or a relative concept? 
With an absolute definition a person is poor if her money income is too low to keep her 
alive and healthy. Early studies (see the Further Reading) attempted to define poverty 
'objectively' by reference to basic nutritional requirements. There are serious objections 
to this approach. People have different nutritional requirements, so that no universally 
applicable standard is possible; nor is it reasonable to expect people to fill these require­
ments at minimum cost. Philosophically, the idea of an absolute poverty line stems 
from times when it was natural to think in subsistence terms; but this can be argued to 
be out of place, at least in industrial countries, when people live well above subsistence, 
and where the concept of deprivation is applied to emotional and cultural standards as 
well as to physical ones. 

Under a relative definition, with deceptive simplicity, a person is regarded as poor if 
he feels poor. The definition of poverty will vary by time and place according to prevailing 

8 For fuller discussion, see Atkinson (1987b; 1989: ch. 1), Sen (1987), Chaudhuri and Ravallion (1994), and Ravallion 
(1996), and the references therein. 

9 See Townsend (1979); and, for a trenchant critique, Piachaud (1981). See also the Further Reading. 
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living standards; and whether or not a person feels poor will depend in part on what he 
sees around him. It is argued, for example, that the collapse of the Berlin Wall was has­
tened because the citizens of East Berlin could watch West German television and see how 
high Western living standards were in comparison with their own. 

An absolute poverty line will remain fixed at subsistence; with a relative definition it 
will tend to rise with living standards generally. In the latter case it is argued (Townsend 
1979) that a person is poor if he cannot participate in the sorts of activities pursued by 
the generality of the population (this is known as a participation poverty standard). Thus 
a person without access to television is culturally deprived, and increasingly in richer coun­
tries a child is deprived if she does not have access to a computer. A relative poverty line 
has to increase to include such items. 

A different line of argument for real increases in the poverty line is that over time incomes 
rise; hence the demand for inferior goods falls, and they tend to disappear from the 
market. 'The paradox of affluence is that [it] actually creates, as a by-product, a new 
poverty . . . [M]ore people have cars, so that buses carry fewer passengers at higher 
fares, and services are cu t . . . The more people who have central heating, the harder 
and dearer it becomes, as the number of coal merchants dwindles, for the others to buy 
coal' (Sunday Times, 19 Sept. 1982). In such cases it is necessary to raise the poverty line 
so that people can buy the next cheapest substitute (for further discussion, see Sen 
1983). 

Formally, an absolute definition of poverty is more appropriate the greater the extent to 
which the utility of rich and poor depends only on their own incomes, and a relative 
definition is more appropriate the greater are income externalities. Suppose the relevant 
utility functions are 

L/R=/(7R) (6.11) 

Up=f(Yp) (6.12) 

where UR and Up are the utilities of a representative rich and poor person, respectively, 
and YR and Yp their incomes. This is the case implied by an additive social-welfare func­
tion (equation (6.6)), and an absolute definition of poverty might be appropriate. But 
if the utility functions are 

U*=f{YR,Y*)fl>0tf2>0 . (6.13) 

L/p=/(7R ,7p) /1<0,/2>0 (6.14) 

(where/i and/2 are the partial derivatives of utility with respect to YR and 7P, respectively), 
we have an income externality of the type discussed in Chapter 4. Section 4.1, and both 
rich and poor might prefer a poverty line which rose over time. 

The conclusion is that there is no unambiguous definition of poverty, a topic to 
which we return in Section 5. 
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2.2. Poverty and inequality 

Absolute poverty and inequality are separate concepts which should not be confused. 
Absolute poverty refers to a standard of living below some benchmark. The unbroken 
income distribution in Figure 6.2 shows a substantial number of poor people (i.e. the 
area A), a large number of middle incomes, and few high incomes. Inequality is concerned 
not with the absolute living standard of the poor, but with the differences between 
income groups; the dotted distribution shows more inequality (but less absolute 
poverty) than the unbroken one. Various measures of this dispersion are discussed in 
Section 4. 

The difference between poverty and inequality is illustrated more fully in Table 6.1, 
which shows the average income in two societies of the poor (the lowest two-thirds of 
incomes), the rich (the top third), and the average income of rich and poor together. In 
society 1 the poor have an average income of £6,000, which is one-third of the average 
income of the rich, £18,000. In society 2 (which is identical in all respects except 

Table 6.1. Poverty and inequality in two different societies 

Average income Society 1 Society 2 

Average income of the poor 
(2h of population) 

Average income of the rich 
(Vs of population) 

Average income of rich and poor together 

£6,000 
C/3 income of rich) 
£18,000 

£10,000 

£9,000 
('A income of rich) 
£36,000 

£18,000 
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income) the average income of the poor, £9,000, is one-quarter of the average income 
of the rich, £36,000. In society 2 the poor have a higher standard of living than in soci­
ety 1 (i.e. there is less absolute poverty), but are further behind both the average income 
and the standard of living of the rich (i.e. there is more inequality). 

It is instructive to ask which society the poor would choose. Suppose a representative 
poor person has the utility function shown by equation (6.12); his utility depends on his 
own income, and his rational choice is society 2. In contrast, with equation (6.14), his 
utility increases with his own income but decreases as that of the representative rich per­
son rises. If the externality (shown by/;) is sufficiently strong, it will be rational for a poor 
person to choose society 1, in which the difference between rich and poor is smaller. 

The distinction between poverty and inequality is important because it might not 
be possible to reduce both. A supply-side argument is that poverty can be alleviated by 
reducing the taxation of the rich, thereby encouraging economic growth and making pos­
sible further redistribution from rich to poor (i.e. reducing the top rates of tax might change 
society 1 into society 2). The relevance of this argument (whose truth is an empirical ques­
tion) is its implicit assumption that the real enemy is absolute poverty rather than 
inequality—that is, it assumes an individual utility function of the form of equation (6.12). 
In consequence, policy design is concerned with poverty relief (objective 4 in Chapter 
1, Section 2.2), but not with inequality reduction (objective 7). 

Alternatively, policy which aims to 'squeeze the rich until the pips squeak' implicitly 
assumes that inequality rather than poverty is the main enemy—that is, that the utility 
of the poor is shown by equation (6.14). But, if the argument of the previous paragraph 
is true, then any attack on inequality might aggravate absolute poverty through the 
effect of higher taxation in reducing economic growth and hence the size of the tax base 
(i.e. attacking inequality might convert society 2 into society 1). The policy conclusion 
is not that attacks on inequality will increase absolute poverty, but that they might, 
making it important to be clear about the relative weights given to the objectives of 
poverty relief and inequality reduction. 

2.3. Measuring poverty 

EMPIRICAL DEFINITIONS OF THE POVERTY LINE. Policy-makers cannot refuse to establish a pover­
ty line just because there are conceptual problems;10 and it is possible to infer roughly 
what the state thinks by looking at what it does. First, is poverty regarded as absolute or 
relative? With an absolute definition, the major benefits would have about the same real 
value today as in 1948, when the Beveridge arrangements came into effect. In fact, until 
the mid-1980s, benefits kept pace with changes in pre-tax average earnings.11 Thus 
poverty is regarded as a relative concept, and this remains true, notwithstanding a 

10 See Atkinson (1995a: ch. 3) and Ravallion (1996) for the state of play on methodology in the mid-1990s. 
11 Since the real burden of taxation rose substantially over the post-war period, this implies that the real level of 

benefits rose relative to post-tax average earnings. 
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decline in the relative value of the major benefits since 1986.12 The European Commis­
sion uses an explicit relative poverty line of 50 per cent of national average income 
(European Commission 1991). 

Turning to the other issues posed earlier, the definition of the income unit for benefit 
purposes is fairly broad. Couples in the UK pay income tax on an individual basis; in con­
trast, the incomes of individuals living together are usually aggregated for benefit pur­
poses, irrespective of marital status. In comparing families of different sizes, the poverty 
line for much of the post-war period was about 20 per cent of pre-tax average earnings 
for a single person, around 30 per cent for a married couple, and 40-5 per cent for a fam­
ily of four. Thus the implied adult equivalents (see Section 3.3) for a single individual, a 
couple, and a family of four are 100,150, and about 200, respectively. Finally, the time 
period over which income is measured for awarding cash benefits is frequently short. For 
some benefits it is necessary only to show that one has no current income; for others 
evidence of the previous five weeks' income is required. 

These are the state's answers to the various definitional questions (see Barr 1981 for 
the earlier period; Martin Evans 1998 for more recent trends). They are valid to the 
extent that over the years they have acquired the force of social convention; but they should 
not be regarded as having any particular intellectual merit. 

HOW MUCH POVERTY? Since it is not possible to define poverty even for an individual, it is 
not surprising that there are no unambiguous answers about the extent of poverty over­
all. Aggregate poverty measures grapple with three dimensions of the problem: how 
many people are poor (the headcount measure); by how much they fall below the po­
verty line (the poverty-gap measure); and how long are they poor—that is, is poverty 
transient or persistent? 

The poverty headcount. Given a poverty line of £X per week, how many people are poor? 
Even this simple question has no simple answer. Using the number of recipients of 
social assistance gives an underestimate, since not everyone who is eligible for benefit 
receives it.13 Thus the number of poor people in the UK is larger than the number 
receiving income support (5.7 million14 in 1995/6), but without additional information 
we do not know how much greater. As a result, estimates have to be constructed from 
sample surveys 

The headcount, even were an accurate figure to be obtained, has major failings (Sen 
1976). It does not show how far people fall below the poverty line, and thus gives only a 
partial picture. Worse, a transfer of £100 from someone well below the poverty line to 
someone only £50 below reduces poverty as measured by the headcount. 

The poverty gap attempts to remedy these deficiencies. It considers the total shortfall 
from the poverty line, divided by {a) the poverty line or (b) total income. Index (a) gives 

12 The retirement pension for a single person rose in real terms from £24.46 in 1948 to £58.85 in 1995(April 1995 prices); 
it hovered on either side of 20% of average earnings from 1948 till 1986, thereafter declining to 17.5% in 1995 (UK DSS 
1995a: table 5.1). 

13 The issue of these so-called'take-up rates' is discussed in Chapter 10, Section 3. 
14 This figure refers to the number ofrecipients. When account is taken of their dependants, the total number supported 

wholly or in part by income support is about 70% higher. 
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a measure of the average depth of poverty, (b) the relative cost of relieving it. Both 
approaches have been criticized (see Atkinson 1996), not least because a transfer from 
a poor person to a poorer person does not increase measured poverty. 

To address this problem, Foster (1984) proposes a poverty gap which gives greater weight 
to larger shortfalls. He suggests a measure 

PA = {\-Y/P)A (6.15) 

where Y= family income and P - the poverty line. The value A - 0 gives the headcount; 
A - 1 gives an unweighted poverty gap; A = 2 gives a higher weight to greater shortfalls. 

The duration of poverty. If most people dip into poverty only briefly, the problem is 
smaller than if poverty is long term. Yet current household circumstances are uninfor-
mative about longer term prospects. A static analysis (i.e. a snapshot at a single instant) 
gives no information about the (usually very different) characteristics of the persistent­
ly poor and the transient poor, and hence gives no guide to the (usually very different) 
policy measures. There is now a growing literature (Chaudhuri and Ravallion 1994; 
Jarvis and Jenkins 1997; Ravallion etal. 1995) on poverty dynamics, which seeks to dis­
entangle persistent from transient poverty. 

EMPIRICAL EVIDENCE. The fact that a definitive measure of poverty is not possible does 
not mean that empirical work is not useful, merely that care is needed in interpreting 
results. 

Country studies. After 1980, poverty headcounts rose sharply in the UK. Using the 
European Commission poverty line of 50 per cent of average income, poverty increased 
from 4.4 million people in 1979 to 10.4 million ten years later, the latter figure embrac­
ing 19 per cent of the population and 22 per cent of children (Atkinson 1995a: 292). Hills 
(1997:37; see also Martin Evans 1998: fig. 7.14) concludes that the poorest decile lost not 
only in relative terms but absolutely. Much of this poverty is persistent: Atkinson et al. 
(1983) found that nearly half of their sample of poor people came from poor parents 
(see also Atkinson, 1989: chs. 4,5). Over the twenty years from the mid-1970s, the com­
position of the poor changed: the number of pensioners in the bottom quintile of 
income recipients declined, while families with children and households with econom­
ically inactive people increased (Martin Evans 1998). 

Poverty rose also in the USA. The facts are simple (Gottschalk 1997; see also the 
Further Reading): after 1973, growth slowed while inequality increased. Because of 
these trends, combined with a parsimonious benefit structure, the poverty rate 
increased from a low of 11.1 per cent of the population in 1973 to 14.5 per cent in the 
mid-1990s. As in the UK, poverty fell among the elderly and rose for children. In both 
countries, poverty increased partly because of the response by government to econom­
ic and demographic forces (see Chapter 1, Section 3.1). We return to the topic in 
Chapter 10, Section 3.4. 

Comparative studies. Many of the problems of international comparison have been 
addressed over the 1980s by the availability of microdata (i.e. data on individuals) from 
the Luxembourg Income Study (LIS), which covers various countries of the OECD, 
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Central and Eastern Europe, and the former Soviet Union. Microdata have the two 
overriding advantages of comparability and completeness: it is possible to choose 
income units, income definitions, and equivalence scales, facilitating systematic com­
parison; and the data include income from all sources, including private pensions and 
savings. The disadvantage is that such data are available only with a lag. 

Smeeding (1997: table 1; see also Danziger and Jannti, forthcoming) concluded that 
the post-transfer poverty headcount in the early 1990s was highest in the USA, and was 
also high in Australia and the UK. Income poverty was considerably lower in the main­
land Western European countries. Smeeding (1997: table 4) also comments on the 
feminization of poverty, which in virtually all the OECD countries disproportionately 
affected older single women and single-parent families (see also Oppenheim and 
Harkerl996:ch.5). 

Modelling poverty. The approaches discussed so far are broadly descriptive. Targeting 
(Chapter 10, Section 3.1), however, can be helped by more detailed knowledge of the char­
acteristics of the poor—for example, are they disproportionately old, or living in cer­
tain areas. One way of constructing the necessary poverty profiles is to run a regression 
of the poverty measure (e.g. whether the person is in receipt of social assistance) against 
a variety of household characteristics. This approach can be useful in identifying char­
acteristics on which to condition benefits and also to simulate possible changes in anti-
poverty policy. For fuller discussion, see Ravallion (1996). Discussion of empirical 
evidence is resumed in Chapter 10, Section 3.4. 

3. Inequality 1: Individuals and families 

This section discusses equality (as with poverty, no wholly satisfactory definition is 
possible), and then turns to inequality between individuals (Section 3.2) and families 
(Section 3.3). 

3.1. Defining equality and inequality 

DIFFERENT DEFINITIONS OF EQUALITY. The first question is: equality of what? In principle the answer 
is easy—individuals are equal if they face identical opportunity sets—that is, face the same 
full income in Figure 6.1. But full income cannot be measured, so matters in practice 
are more complex. Le Grand (1982: 14-15; 1991a: ch. 5) distinguishes five possible 
definitions. The simplest, equality of final income, implies that individuals are equal if they 
have the same level of money income plus income in kind. But complications arise in 
measuring income in kind. Should there be equality of public expenditure (i.e. spending 
on, say, health care is the same for everybody); or equality of use (e.g. everyone is allo­
cated the same quantity of health care); or equality of cost (e.g. everyone faces the same 
cost of using the National Health Service, which implies that people visiting their 
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doctor should be compensated for any lost earnings); or equality of outcome (e.g. health 
care is allocated so that, as far as possible, everyone enjoys equally good health)? All have 
valid claims as definitions of equality; all are different. 

Similar problems arise when we try to define 'equality of opportunity'. An individu­
al's income according to Atkinson and Stiglitz (1980:267) depends on three sets of fac­
tors: his endowments (e.g. of human capital or inherited wealth); his tastes with respect 
to work and leisure, consumption and saving, risk, etc.; and his luck, since the outcome 
of choices is often stochastic. Thus two individuals with identical tastes and opportunity 
sets may experience very different outcomes—'some people work for a firm that goes 
bankrupt; some people invest early in Rank Xerox' (ibid.). 

EQUALITY OF OPPORTUNITY is best approached in several steps. 
First step: equality of opportunity exists if 

yF = Kforalli i = l , 2 , . . . , N (6.16) 

where YF is full income as defined in equation (6.1), and includes a time dimension. 
Equation (6.16) states that full income should be the same for all N individuals in soci­
ety. The obvious problem is that no account is taken of the stochastic element in indi­
vidual income. Equality of opportunity implies that people should have an equal 
chance—that is, it is an expected value not an absolute value which should be equal. Hence: 

Second step: equal opportunity can be said to exist if 

£(yF) = lCforaUi. (6.17) 

Here equality of opportunity requires only that expected income should be the same for 
all individuals. This is an adequate definition of equality of opportunity in terms of full 
income, which captures all aspects of the individual opportunity set. In practice, how­
ever, measurement problems force us to use money income, which varies not only with 
the individual opportunity set, but also with individual choices (see Figure 6.1); and dif­
ferences in income resulting from different choices need not imply inequality. Hence, 
if Y is money income: 

Third step: equal opportunity exists if 

E(y|C,) = K,forallD,, (6.18) 

Equation (6.18) requires explanation. As discussed in Section 3.2, some characteristics 
may affect money income without causing inequality; these include age, and any differences 
in individual choice which are the result of differences in tastes, and so are referred to as 
C (choice) characteristics. But if money income varies systematically with other char­
acteristics (social class, race, sex, parental money income), we would regard society as 
unequal. These are the D (discrimination) characteristics. Equation (6.18) states that equal­
ity of opportunity exists if the expected value of money income is the same for all indi­
viduals with given C characteristics, but must be invariant to their D characteristics. 

At first glance equation (6.18) seems to offer a workable definition of equality of 
opportunity. But it contains two strategic difficulties. First, using money income as an 
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indicator of welfare raises problems even if we control for age and tastes. Equality of oppor­
tunity must apply both to cash income and to income in kind; yet, as discussed earlier, 
equality of access when discussing distribution in kind can be ambiguous. In addition 
(Section 1.1), any measure of welfare based on material well-being is incomplete; some 
non-material aspects can be analysed in economic terms as violations of the perfect-
information and equal-power assumptions (Chapter 4, Section 3.2), but they stand in 
their own right as independent sources of inequality. 

Secondly, even if full income were measurable, there remains the problem of distin­
guishing a C from a D characteristic. There is broad agreement that social class, race, and 
sex are D characteristics; and it might be argued that laziness and a long-time horizon 
are C characteristics. But what about'natural ability'? If ability is entirely exogenous (i.e. 
'innate'), differences in ability can be regarded as the luck of the draw, giving rise to the 
stochastic element of Y. Society might take no action where people do well (e.g. the state 
does not confiscate the high incomes of gifted musicians or athletes), but may compen­
sate people who do badly (e.g. someone born with a long-term health problem). A 
completely different case arises if ability is at least partly endogenous—for example, 
induced by differences in the quality of education. Ability is then in part a D character­
istic, and positive discrimination might be justified. 

Thus people can be unequal for two very different reasons. If incomes differ because 
of discrimination, 'society' is unfair, and appropriate action might involve changing the 
structure of society (see the quote by Tawney at the head of the chapter). In contrast, inequal­
ity can arise because of random differences in luck (i.e. 'life' can be unfair), captured by 
the stochastic element in equation (6.18), Bad luck may require remedial action, but does 
not imply that society is unfair. 

The last word should go to Okun (1975:76, reprinted in Atkinson, 1980), who summar­
izes the problem with customary eloquence. 

The concept of equality of opportunity is far more elusive than that of equality of income . . . [It] 
is rooted in the notion of a fair race where people are even at the starting line. But... it is hard 
to find the starting line. Differences in natural abilities are generally accepted as relevant charac­
teristics that are being tested in the race rather than as unfair headstarts and handicaps. At the 
other extreme, success that depends on whom you know rather than what you know is a clear case 
of inequality of opportunity. And it seems particularly unfair when the real issue is whom your 
father knows. 

The inheritance of natural abilities is on one side of the line of unequal opportunity, and 
the advantages of a family position are clearly on the other. But much of the territory is 
unsettled. 

3.2. Measuring inequality between individuals 

Inequality between individuals is best approached by considering A and B, with money 
incomes of £20,000 and £10,000, respectively, and asking why they might in fact be 
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equal There are three reasons why differences in money income might have no bearing 
on an individual's opportunity set, and so be irrelevant to issues of equality. 

DIFFERENT CHOICES can cause differences in money incomes in two ways. A and B have dif­
ferent tastes about money income (i.e. different indifference maps in Figure 6.1) if they 
have different leisure preferences. Suppose A likes champagne and foreign travel, and B 
likes walking across the hills with his dog. A (with money-intensive consumption pref­
erences) might choose to work longer hours; and B might work fewer hours (i.e. enjoy 
more leisure) and/or choose work with more job satisfaction (i.e. higher non-money 
income). Both A and B are maximizing their utility, and there is no case for regarding 
them as unequal simply because one has higher money income. Secondly, there can be 
differences in acquired skills (hence different budget constraints in Figure 6.1): suppose 
A has chosen to forgo income early in life in order to acquire skills, while B has not. A's 
higher income is a return to her investment in human capital. Again there is no reason 
to suppose that there is any inequality provided (and the proviso is crucial) that A and 
B had the same opportunity, including access to information, to acquire skills (for fur­
ther discussion, see Le Grand 1984). 

AGE. Suppose A earns twice as much as B because she is 40 years old and highly skilled, 
whereas B is 20 years old and an apprentice. Suppose, further, that when B is 40 he will 
earn as much as A does now. In this case, the difference in money income is simply a life-
cycle effect, and no long-term issue of inequality arises.15 

THE TIME DIMENSION. If A and B have fluctuating incomes, A might earn £20,000 and B 
£10,000 this year, with the positions reversed next year. Taking the two years together, 
there is no inequality. More generally, inequality is greater if a rich person systematic­
ally has rich descendants and a poor person poor ones, an issue directly related to the 
earlier distinction between persistent and transient poverty. 

It is possible also to ask the question in reverse. Suppose A and B each has money income 
of £15,000. That does not necessarily mean that they are equal. They might face differ­
ent price levels; more importantly, A might have a larger family than B and so, it might 
be argued, has a lower standard of living. This raises issues of how to compare families 
of different sizes. 

The conclusion is that money income is a misleading indicator of inequality. This does 
not imply that there is no inequality in society—just that money income is bad at measur­
ing it. 

15 The need to control for age is particularly important in analysing the distribution of wealth. Consider a society where 
everyone has identical earnings, of which 10% are saved to finance retirement. The resulting wealth distribution is highly 
unequal: young people have no wealth (because they have not yet started to save); people aged 98 have very little wealth 
(because they have spent all their savings); and people aged 64 have substantial wealth (because they have been saving 
all their working lives and have yet to start dissaving). 
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3.3. Measuring inequality between families 

If it is not possible to compare the living standards of two individuals, we are likely to 
make even less headway with families of different sizes. Families with the same standard 
of living have 'equivalent' incomes, from which can be derived equivalence scales. 
Suppose a couple with an income of £15,000 have a child; what increase in money 
income is necessary to leave them as well off as before? The issue is important. 
Buhmann etal. (1988) found that different equivalence scales had a significant impact 
on measured inequality. 

The logic of the problem is illustrated by the following arguments. 

• The consumption argument states that, if a couple have a child, per capita income in 
the household falls, and the couple need a higher money income to maintain their 
standard of living. If there are no economies of scale in household formation, a 3-
person family has an adult equivalent of 3; if there are economies of scale (e.g. it costs 
no more to heat a house containing three people than two), it will be (say) 2. In either 
case, larger families require a higher income. The question is—how much higher? 

• The utility argument, along revealed preference lines, asserts that a couple will have 
a child by choice only if it raises their utility. In the extreme, where two people with 
perfect information have a child by choice, their utility is increased, and they can 
maintain a given standard of living with less money income. More generally, the util­
ity associated with a child reduces the additional income necessary to maintain a 
given living standard. This approach might be useful for better-off families,16 but 
the consumption argument might be more appropriate for a low-income family. 

If one person needs one unit of income, a two-person family will need (say) 1.75 
units to achieve the same standard of living, and a three-person family (say) 2.25 units. 
More recent studies17 encapsulate the equivalence scale in a single parameter. Economic 
well-being, or 'adjusted' income, W, is related to gross disposable family income, D, and 
family size, S, where: 

W=D/SE. (6.19) 

The equivalence elasticity, E, varies between 0 and 1. A value of zero implies no adjust­
ment for family size (closer to the utility argument above), a value of one implies per 
capita income (a family of three people will need three times the income to maintain a 
given standard of living). 

Atkinson, Rainwater, and Smeeding (1995) distinguish four approaches to setting a 
value on E, illustrating—yet again—that there is no unambiguously'correct' answer. 

• Statistical scales are developed to count people at or below a given standard of liv­
ing—for example, the scales used by the European Commission or the US Bureau 

16 Some couples are prepared to pay large amounts to adoption agencies or for medical treatment to cure infertility. 
17 See Buhmann et al. (1988), Coulter et al. (1992), Atkinson (1995a: chs. 2,4), and Atkinson et al. (1995: ch. 2). 
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of Labor Statistics to count the low-income population. Atkinson, Rainwater, and 
Smeeding (1995) report a median value for such scales of £ = 0.72—i.e. close to per 
capita. 

• Programme scales are used for defining social assistance and similar benefits for 
families of different sizes. Here the median value of E is 0.59, implying some 
economies of scale in household formation. 

• Consumption scales are based on observed spending patterns. For example, if food 
spending rises proportionately with family size but housing expenditure does not, 
then an increase in family size in effect raises the price of an improved diet relative 
to improved housing; ceteris paribus there will, therefore, be substitution towards 
housing. An implication is that families need not be fully compensated for in­
creases in food costs. The median value of E in this case is 0.57, very close to that 
of the programme scales. 

• Subjective scales attempt to measure the utility associated with different income 
levels—i.e. the utility approach discussed above. Predictably, the median value of 
£, 0.25, is lower than for scales which do not attempt to capture the utility asso­
ciated with a child. 

4. Inequality 2: Aggregate measures 

4.1. The descriptive approach 

This section discusses the measurement of inequality in society as a whole,18 starting with 
simple representations of the income distribution, and proceeding to more complex meas­
ures and a brief review of empirical studies. The aim is to construct a scalar represen­
tation of income differences within a given population. Ideally it would take on values 
between zero (if everyone had the same income) and one (if one person had all the 
income), making it possible to answer questions like: how much inequality is there in 
the UK today; how much more than ten years ago; is it less than in the USA? Any such 
overall measure of inequality rests on two ingredients: 

• What is the unit defined to be equal or unequal—for example, the individual, fam­
ily, or household? Here we talk only of 'individuals' and abstract from issues of 
household size and definition. 

• Inequality of what—for example, income, wealth, power? The literature generally 
looks at 'income', which usually means money income. 

An inequality measure combines knowledge of the'incomes' of'individuals', though we 
shall see that its usefulness is qualified both by conceptual difficulties and measurement 
problems. 

18 SeeCowell (1995: chs. 1,2) or, for broader discussion, Sen (1992). 
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THE FREQUENCY DISTRIBUTION AND ASSOCIATED MEASURES. The simplest starting point is the 
frequency distribution, which shows the number of income recipients at each level 
of income. It can be represented as a continuous function, as in Figure 6.2, or as a his­
togram. The frequency distribution has the advantage of being simple and easy to inter­
pret, especially in the middle-income ranges. But it is weak at the tails; the left-hand tail 
should include negative incomes (e.g. business losses), and the right-hand tail has been 
severely truncated. 

A simple yet dramatic way of representing the income distribution is Pen's parade,19 

in which each person (i.e. income recipient) marches past the onlooker. The parade 
takes an hour and each person's height corresponds to his pre-tax income (a person with 
average income having average height). This representation is vivid; it shows up the tails 
well; and we can see not only the distribution, but also who is where in it. It does not, 
however, lend itself readily to quantification. 

There are several measures of inequality based on the frequency distribution, of 
which this section discusses only the most important. A natural way of trying to capture 
aggregate inequality is by a summary measure of dispersion like the variance 

V = -j^(yt-v)2 (6.20) 
" ,-=1 

where y, is the money income of the zth individual, JJ. is average income, and there are n 
income recipients. The advantage of the variance is twofold: it considers the whole dis­
tribution, and measured inequality is reduced by any redistribution which brings an 
individual's income closer to the mean. Its main disadvantage is its sensitivity to the 
absolute level of income; if all incomes double (or are expressed in dollars at an ex­
change rate of $2 = £ 1), inequality does not change but V quadruples. 

This problem is avoided by the coefficient of variation defined as 

yo.5 

C = , (6.21) 

which is the variance normalized on average income. The advantage of C is its in­
dependence of scale. But it has a number of difficulties, not least that it is neutral to 
the income level at which transfers take place—that is, transferring £100 from an 
individual with an income of £1,000 to one with an income of £500 has the same effect 
on C as a £100 transfer from a person with an income of £1 million to one with 
£999,500. 

If we want to give greater weight to transfers to lower incomes, one procedure is to take 
some transformation such as the logarithm which staggers income levels. The variance 

19 See Pen (1971), reprinted in Atkinson (1980: 47-55), for an entertaining and non-technical description of the 
income distribution. 
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Fig. 6.3. The Lorenz curve 

of the logarithm of income has the added advantage of scale independence.20 For this 
reason the variance of the logarithm of income 

1 " 1 " 
H = - Y (log yt - log /l)2 = - X log 

n Yl ,-_i 

(6.22) 

has been used as an inequality measure. H has the advantages that it is invariant to the 
absolute level of income, is sensitive to income transfers at all income levels, but gives 
greater weight to transfers to lower incomes. There are also disadvantages. The measure 
(in common with V and C) considers only differences of income from the mean; and it 
squares those differences. Both procedures are somewhat arbitrary. In addition, H may 
not be concave at higher income levels—that is, H can rise in the face of some transfers 
from rich to poor.21 

THE LORENZ CURVE was devised explicitly as a representation of inequality. Though the 
approach is old (Lorenz 1905), it is a powerful device, intimately connected with an 
important theorem by Atkinson discussed in Section 4.2. In Figure 6.3 the horizontal axis 
shows the percentage of individuals or households, the vertical axis the percentage of total 

20 If income, say, doubles, this simply adds a constant to all logarithms of income, which cancel when calculating devi­

ations from the mean. 
2' Concavity and other properties of social-welfare functions are discussed in Section 1.2. 
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income. The Lorenz curve is shown by the line OaB. Each point shows the share of total 
income received by the lowest x per cent of individuals; thus point a shows that the bot­
tom 40 per cent of individuals receive 17 per cent of income. 

The Lorenz curve will coincide with the diagonal OB if income is distributed com­
pletely equally (because only then will the lowest 50 per cent of individuals receive 50 
per cent of total income, and so on); and the greater the degree of inequality, the further 
the curve will lie from the diagonal. If the Lorenz curve for the UK lies entirely inside 
that for the Netherlands (as in the historical example in Figure 6.4a), we can say that 
income inequality is lower in the UK; but where the curves cross (as in the historical com­
parison between the UK and West Germany in Figure 6Ab)> an ambiguity arises. Lorenz 
curves thus give only a partial ordering of outcomes.22 

The Gini coefficient is based on the Lorenz curve; diagrammatically it is the ratio of 
the shaded area in Figure 6.3 to the triangle OaB. If incomes are distributed completely 
equally, it will be zero; and, if one person has all the income, it will be unity. Formally, 
the Gini coefficient is defined as half of the arithmetic average of the absolute differences 
between all pairs of incomes, the total then being normalized on mean income: 

1 n n 
G = ̂ II|/'-r|- (6-23) 

Ln H- i=l ;=1 

22 Shorrocks (1983) attempts at least partly to resolve the ambiguity. He constructs a 'generalized Lorenz curve' by scal­
ing up the conventional Lorenz curve by the mean of the income distribution. While the measure is often successful at 
resolving ambiguity, it does so only because of strong assumptions about the weight given to absolute living standards. 
Weakening those assumptions greatly reduces the ambiguity-resolving power of the construct. 
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This can also be written (Sen 1973:31) as 

1 2 
G = 1 + (y1 + ly1 + . . . + nyn) (6.24) 

n n2fi 

foryl>y2>...>y". 

The Gini coefficient has several advantages. It is independent of the absolute level 
of income, avoids the arbitrary squaring procedure of V, C, and H, and compares each 
income not with the mean but with every other income, as equation (6.23) makes clear. 
Its disadvantages are twofold. It gives ambiguous results when Lorenz curves cross. The 
second disadvantage is more subtle, and we return to it later. Formulation (6.24) shows 
that the Gini coefficient is a weighted sum of people's incomes, with the weights deter­
mined solely by the person's rank order in the distribution. Thusy1 (the highest income) 
enters the term in parentheses with a relative weight of 1, y2 (the second highest 
income) with a relative weight of 2, and so on. This is an entirely arbitrary social-
welfare function. 

GENERAL CRITIQUE OF THE DESCRIPTIVE MEASURES. To set the scene for subsequent discussion, 
it is helpful to bring out four sets of criticisms which apply to all the descriptive 
measures.23 

1. They lack generality. V, C, and H all incorporate the arbitrary procedures of 
squaring differences from the mean. 

2. They all incorporate an implicit and arbitrary social-welfare function with 
built-in welfare weights. With V and C a given transfer from a relatively higher 
to a relatively lower income always has the same effect; the implied social-
welfare function values all reductions in inequality equally, even if redistri­
bution is from a millionaire to a semi-millionaire. For H the implied social-
welfare function embodies weights derived from the logarithm function, which 
again might not be one's chosen weights. The social-welfare function under­
lying the Gini coefficient, as equation (6.24) shows, embraces weights based on 
rank order. 

3. The descriptive measures give only a partial ordering of outcomes. This is obvi­
ously true of intersecting Lorenz curves and hence of the Gini coefficient. The 
same problem arises with the other measures. 

4. In addition to these conceptual difficulties, all the measurement problems dis­
cussed earlier in the context of poverty apply equally to measures of inequality. 

23 For trenchant criticism of virtually all summary measures, see Wiles (1974: esp. pp. 7-12). He advocates the ratio 
of the average income of someone in the top 5% of incomes to the corresponding average for the lowest 5% as the least 
bad summary statistic. As discussed in Section 4.3, Smeeding (1997) uses this approach to measure 'social distance.' 
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4.2. Inequality measures based on a 
social-welfare function 

Normative measures start explicitly from a social-welfare function. This section dis­
cusses an important theorem by Atkinson, its implications, and the Atkinson inequal­
ity measure.24 

THE ATKINSON THEOREM on Lorenz ranking is remarkable for its generality. Assume: 

1. States A and B have income distributions given by (y1A,y2A,... ,y"A)and(y1B,/2B, 
. . . ,y"B), respectively. 

2. Total income is the same in states A and B. 

3. W is a social-welfare function which is non-decreasing, symmetric, additive, and 
concave (see Section 1.2). 

Then: the Lorenz curve for B lies wholly inside the Lorenz curve for A if and only if 
WB > WA for every social-welfare function with the four properties listed in assumption 3. 

To amplify, the theorem tells us: 

1. If the Lorenz curve for B lies wholly inside that for A, then: (a) welfare in state B is 
higher than in state A; we can say this without knowing what the social-welfare 
function is; (b) the income distribution is unambiguously more equal in state B; 
(c) the Gini coefficient compares distributions unambiguously; and (d) all the 
conventional summary measures (e.g. V, C, and H) give the same result. 

2. Conversely, if social welfare is higher in state B, then we know that Lorenz curve B 
must lie strictly inside Lorenz curve A. 

3. As a corollary, if Lorenz curves cross: (a) we cannot say whether inequality is 
greater in state A or B; (b) the Gini coefficient gives an ambiguous comparison; and 
(c) different inequality measures give different results. 

These conclusions link the (descriptive) Lorenz curve to the explicitly normative world 
of the social-welfare function. But the result is still not sufficient, both because not all 
Lorenz curves are non-intersecting, and because we still want a numerical measure of 
inequality. Atkinson (1970) approached the issue by considering the Lorenz curves 
in Figure 6.4. The theorem enables us to say unambiguously that the distribution of income 
was less unequal in the UK than in the Netherlands. Figure 6Ab shows that the share of 
lower incomes was higher in West Germany than in the UK, but at higher incomes there 
was less inequality in the UK. By inspection, the area between the Lorenz curve and the 
diagonal was greater for West Germany than the UK, so that the Gini coefficient shows 

24 See Cowell (1995: ch. 3), which also discusses other approaches, by Dalton (1920) and Theil (1967). For a simple 
introduction, see Atkinson (1983:54-9). See also the Further Reading. 
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that the UK is less unequal than West Germany. But a measure which gives greater 
weight to lower incomes would show that the UK is more unequal. 

Atkinson draws two major conclusions: 

1. Where Lorenz curves cross it is necessary to compare one income group with 
another. Thus the degree of inequality cannot in general be compared without introducing 
values about the distribution in the form of welfare weights for different income levels. 
This should be done explicitly via a social-welfare function, in contrast with descriptive 
measures, which all embody implicit but unstated weights. 

2. Only where Lorenz curves do not intersect is it possible (subject to assumption 3 
of the theorem) to avoid the necessity of explicit welfare weights; in this case all the 
descriptive measures will agree. 

THE ATKINSON INEQUALITY MEASURE considers distributional values explicitly. It is based on a 
social-welfare function with the five properties discussed in Section 1.2—that is, non-
decreasing, symmetric, additive, concave, and with constant relative inequality aver­
sion, £, as in equation (6.10), as an explicit representation of distributional values. The 
Atkinson measure is given by 

A = l - /(y1) 

l/(l-e) 

e * 1 (6-25> 

where y' is the income of individuals in the ith income range (N ranges altogether), 
f(y') is the proportion of the population with incomes in the ith range, and JJ. is mean 
income. A will be zero either if y' = fi for all i (i.e. if income is equally distributed), or if 
e = 0 (i.e. if policy is concerned only with the absolute level of income, not its distribu­
tion). The greater the deviation of y' from \i and /or the higher the value of £ the greater 

the value of A. 
There is a natural connection between e and the theories of society discussed in 

Chapter 3. If £ = 0, society is indifferent to inequality (the Libertarian position), and A 
is zero. If £ = ©°, society is concerned only with the position of the lowest individual 
or income group, as advocated by Rawls. Socialists, too, would choose a high value. 
Utilitarians set no a priori limits, but choose the value which maximizes total welfare. In 
general the place of £ between the two extremes determines the importance of redis­
tribution from richer to poorer: as equation (6.25) shows, the deviation of y' from jd is 
weighted by the exponent (1 - e), rather than the arbitrary squaring formula of V, C, and H. 

The meaning of £is shown by Atkinson's'mental experiment', subsequently elaborated 
as Okun'sTeaky bucket'. Consider taking £100 from a rich man and giving a proportion 
£x to a poor man, the rest leaking away in efficiency losses (disincentives, administra­
tion). How far can x fall (i.e. how leaky can the bucket be) before we no longer regard 
the redistribution as desirable? The answer determines £.25 The higher is £, the lower x 

25 e is determined from the formula l/x = 2e; see Atkinson (1983:58). 
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Table 6.2. Values of the Atkinson inequality measure for the UK, 
the Netherlands, and West Germany 

Value of e 

0.5 
1.0 
1.5 
2.0 
3.0 

UK 
(1964) 

0.12 
0.24 
0.34 
0.43 
0.55 

The Netherlar 
(1962) 

0.15 
0.29 
0.42 
0.52 
0.66 

ids West Germany 
(1964) 

0.17 
0.29 
0.38 
0.45 
0.54 

Note: For explanation, see pp. 153-4. 

Source: Atkinson (1970); non-mathematical summary, in Atkinson (1980:42). 

can be (i.e. the more egalitarian the view, the more 'leakiness' is tolerable): if £ = 1 it is 
fair to take £100 from a rich person and give £50 to a poor person; if £ = 2 it is sufficient 
if the poor man receives £25. 

The Atkinson measure can be interpreted both as an inequality measure and as an index 
of the potential welfare gains from redistribution. Consider the proportion of present 
total income necessary to achieve the same level of welfare if it were equally distributed. 
If A = 0.3, we can say that, if income were equally distributed, we should need only 
(100 - 30)% = 70% of present national income to achieve the same level of social 
welfare. Alternatively, the gain from redistributing to equality is equivalent to raising nation­
al income by 30 per cent. The welfare gain is higher (a) the greater the value of £, and (b) 
the more unequal the pre-existing distribution. 

Table 6.2 (taken from Atkinson 1970) shows the value of A for the UK, the 
Netherlands, and West Germany. Measured inequality is greater the higher is £; con­
sequently the welfare gains from redistribution to complete equality in the UK rise 
from 12 per cent of national income when £ = 0.5 to 43 per cent when £ = 2. The table 
also shows that inequality in the Netherlands is unambiguously greater than in the UK 
for all values of £, as shown by the non-intersecting Lorenz curves in Figure 6.4a. West 
Germany is more unequal than the UK for £ < 3; but when inequality aversion is high, 
West Germany is less unequal because of its greater equality at lower incomes. 

The Atkinson measure thus has powerful advantages. Conventional measures 
like the Gini coefficient obscure the fact that a complete ranking of states is possible only 
where the form of the social-welfare function is specified, and the social-welfare func­
tions implicit in conventional measures are often arbitrary, if not unacceptable. The 
Atkinson measure avoids both difficulties—a complete ranking of states is possible, 
though precise knowledge of the social-welfare function is unnecessary. 

The main criticism of the measure is not operational but philosophical—namely, its 
basis on an additive, individualistic social-welfare function—that is, on the assumption 
that social welfare is a (more or less) simple sum of individual utilities. This is restric­
tive: it rules out the sort of welfare interdependence discussed in Chapter 4, Section 4.1; 
and it ignores non-material sources of well-being. 

155 



Concepts 

4.3. Inequality: Some empirical results 

PROBLEMS WITH EMPIRICAL WORK on the distribution of income are ubiquitous. 

1. Virtually all studies are based on the current money income of households or tax 
units. This procedure raises serious difficulties for all inequality measures: 

• It generally omits a significant fraction of non-money income (Section 1.1) 
and is therefore inherently a poor measure of individual opportunity sets. 
Additionally, cross-country comparisons may omit certain dimensions of 
inequality, e.g. differences in political freedom. 

• It fails to exclude differences in money income which have no bearing on 
inequality, e.g. life-cycle factors and individual choice (Section 3.2). 

• Adjustments for differences in the size and composition of different house­
holds, if any, face the problems described in Section 3.3. 

2. Summary measures of inequality raise the following conceptual problems: 
• Conventional measures are subject to the criticisms set out at the end of 

Section 4.1. 
• The Atkinson measure is based on the assumption of additivity. 
• Trends over time need to be interpreted in the light of structural change. For 

example, an increase in the size of a poor group—e.g. students or old people-
will appear to increase inequality even though the position of each student or 
pensioner is unchanged. 

3. Data problems: 
• Information on income by type or level of income, or type of recipient, might 

be scant. 
• The definition of income might change over time, or be incompatible with those 

of other countries. 
• Estimation is generally based on income classes, and so neglects dispersion with­

in each class; the use of more disaggregated data generally increases meas­
ured inequality. 

EMPIRICAL EVIDENCE. The absence of any definitive measure of inequality does not mean (nor 
should it) that empirical work is useless, merely that it should be interpreted with all the 
earlier caveats in mind. 

Country studies. The downward trend in inequality over the twentieth century was 
reversed in the years after 1980. Indeed, the UK and USA stand out for the sharpness of 
the increase in inequality over the 1980s. In the UK 'the Gini coefficient... rose by 10 
percentage points . . . between 1977 and 1990. The latest years . . . begin to suggest that 
this rise halted in the early 1990s, but it is too early to judge whether a new turning point 
has been reached...' (Hills 1996a: 3). The increase, which is far from completely 
understood, has multiple causes, including increased inequality in wages; the changing 
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role of women's earnings in family income; increasing self-employment (whose outcomes 
are more diverse than for employment income); changes in the benefit regime; changes 
in the distribution of wealth; and differential costs of living. These are all discussed in 
the various contribution to Hills (1996b); see also the Further Reading. Part of the story 
is increasing returns to skills; another is the extent to which households are increas­
ingly polarized into 'work-rich' (two or more workers) and 'work-poor' (no full-time 
workers). 

In the USA, as in the UK, inequality increased sharply. In 1973 an American at the nine­
ty-fifth percentile received slightly less than twelve times as much as an American at the 
fifth percentile. By 1993 the equivalent figure was over twenty-five (Burtless 1996a: 272; 
see also the Further Reading). There is controversy about causes. Part of the story was 
demographic trends, in particular the increase in the number of single-parent families. 
Labour-market trends reinforced the effect: Danziger and Gottschalk (1995) (see also 
Gottschalk 1997) argue that the greater part of the increase in inequality among people 
of working age is due to increased earnings inequality of family heads. Fischer et at. 
(1996), contradicting earlier work by Murray, argue that increased inequality in the 
USA is largely the result of badly designed and parsimonious public policy. 

Comparative studies. Inequality across countries has been estimated using the data from 
the Luxembourg Income Study discussed in Section 2.3 (see Atkinson et al. 1995: table 
4.8, and the Further Reading). One result which stands out is that, of the countries stud­
ied, in the mid-1980s only the UK and USA had a Gini coefficient over 30 per cent.26 

Atkinson (1995a: 63) suggests two conclusions: 

First, certain groupings may be made. The Scandinavian countries, Benelux and West Germany 
have apparently distinctly less inequality in disposable income; Southern Europe and Ireland have 
distinctly higher inequality, with France and, to some extent, the UK and Italy, occupying an inter­
mediate position . . . Secondly... continuing progression towards reduced inequality was in 
the 1980s the exception rather than the rule. 

Smeeding investigates inequality in terms of'social distance', which he defines as the 
ratio of the incomes of the rich (people at the ninetieth percentile) to those of the poor 
(those at the tenth percentile). He reports (1997: fig. 1) that, in the early 1990s, this ratio 
was highest in the USA (5.78), UK (4.67), and Australia (4.3) and lowest in the Nordic 
countries (the Swedish ratio was 2.78). France (3.48) and Germany (3.21) straddled the 
average of 3.42. 

The former Communist countries. Problems here are even more complex (see 
Atkinson and Micklewright 1992). Prior to reform, prices were often not market prices 
(e.g. subsidized food) and much income was received in kind (e.g. free holidays). 
Reform has increased inequality (World Bank 1996: ch. 4; see also Milanovic 1998). 
Part of the increase—reflecting the introduction of market-determined wages and 
similar growth-promoting changes—was both necessary and desirable. Thus, by the 
mid-1990s, countries such as Poland and Hungary had Gini coefficients approaching 

26 The other countries in the comparison were Australia, Belgium, Canada, Finland, France, the Netherlands, 
Norway, and Sweden. 
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(though still below) the OECD average. In contrast, Russia had a Gini coefficient 
approaching 50 per cent, well above that in any OECD country. 

The distribution of wealth should be mentioned, if only to stress its importance. Some 
empirical studies are listed in the Further Reading. If anything the problems are even worse 
than with income. Some problems are conceptual (e.g. what should be included in 
personal wealth). Others are measurement problems (e.g. the valuation of estates at 
death). Many are problems of both concept and measurement (e.g. whether accrued pen­
sion rights should be included as part of personal wealth and, if so, how they should be 
valued). 

5. Conclusion 

DESCRIBING OUTCOMES. The main conclusion is that there is no scientifically'correct' meas­

ure of poverty or inequality. 
The following lead to more people being counted as poor—that is, to higher measured 

poverty: 

• a higher poverty line; 

• a narrower definition of income (e.g. excluding home-grown produce); 

• a narrower definition of the income unit (i.e. excluding the income of the extended 

family); 

• a larger adjustment for household size; smaller economies of scale in household 
formation imply a value of £ (equation (6.19)) closer to one, leading to per capita 
adjustment or close to it, thus giving a higher weight to children; 

• a shorter time period over which income is measured. 

Measured inequality, similarly, will be higher with a narrower definition of the 
income unit, a shorter period over which income is measured and when based on a 
more continuous income distribution (the wider the bars of a histogram, the more 
inequality within groups is omitted).27 

All these problems are compounded when comparing across countries (see 
Atkinson, 1995a, ch. 4). Country A can have less measured poverty or inequality than 
country B because of (a) differences in the distribution of pre-transfer incomes or 
{b) more generous transfers, or (c) because poverty and inequality are measured dif­
ferently (i.e. the difference could be a statistical artefact). 

Since well-informed commentators can (and do) make different assumptions about 
the elements of (c), it is not surprising that estimates of poverty and inequality vary 
widely. These are not just technical issues but involve important social judgements. A 
higher weight for children will find more poor children and fewer poor old people than 

27 The relation between measured inequality and adjustment for household size is more complex; see Coulter et al. 

(1992). 
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with a poverty line in which children receive a lower weight. Similarly, a broader 
definition of the income unit assumes that older people share the resources of younger 
family members and thus finds fewer poor old people. In short, measuring poverty and 
inequality involves inescapable value judgements. 

EVALUATING OUTCOMES. Why does any of this matter? Measuring poverty is important 
because poverty is costly. It is costly in equity terms for most of the theories of society 
discussed in Chapter 3. It is also costly in efficiency terms: poverty is associated with ill 
health; and ill health is associated with poor learning outcomes (this is the national 
efficiency argument in Chapter 2, Section 2); poverty is also associated with crime, 
imposing external costs on society more broadly (Chapter 8, Section 2.1). 

Measuring inequality is also important. In contrast with poverty, it is possible to have 
too little inequality. Incentives are important for static and dynamic efficiency; a flat 
income distribution generally requires both a fairly flat wage distribution and job 
security. The growth slowdown in the Communist countries of Central and Eastern 
Europe and the former Soviet Union show the resulting devastating efficiency costs. Too 
much inequality, however, can also be costly. As with poverty, this is partly for equity 
reasons. But there is also growing evidence (Deininger and Squire 1996) that, at least 
in developing countries with very high rates of inequality, a reduction in inequality is 
associated with increased growth rates. 

FURTHER READING 

For an overview of the problems of defining and measuring income, poverty and inequality, see 
Atkinson (1983) (compendious and non-mathematical) and Sen (1992); and for wide-ranging 
collections, Atkinson (1980,1989,1995a). 

The classic works on defining and measuring income are Fisher (1930:3-35), Simons (1938: 
41-58), Hicks (1946:171-81), and Kaldor (1955: 54-78). 

The classic historical studies of poverty are by Rowntree (1901) and Booth (1902); for follow-
up studies, see Rowntree (1941) and Rowntree and Lavers (1951); for an assessment, Briggs 
(1961^); and for reworking and updating, Atkinson et al. (1983). For more recent discussion 
of the definition and measurement of poverty, see Sen (1985), Piachaud (1987, 1993) and 
Atkinson (1987b; 1989: chs. 1,2). Orshansky (1965) discusses the calculation of a poverty line 
for the USA. 

On poverty in the UK, see Atkinson (1989: ch. 3), Hills (1997), and for a review of evidence 
between 1974 and 1995, Martin Evans (1988). Poverty among women and poverty and race are 
discussed by Oppenheim and Harker (1996: chs. 5, 6). On the USA, see Blank (1994, 1997a: 
ch. 1), Danziger and Gottshalk (1995), Karoly and Burtless (1995), US Panel on Poverty and 
Public Assistance (1995), Gottshalk (1997), and Levy (1998). For comparative analysis, see 
Atkinson (1995a: ch. 4), Smeeding (1997), and Danziger and Jannti (forthcoming). On poverty in 
the former Communist countries, see World Bank (1996: ch.4) and Milanovic (1998). Forbroader 
international discussion, see World Bank (1990,1992) and the contributions in van de Walk and 
Nead(1995). 

159 



Concepts 

The meaning o f equality is discussed by Okun (1975: ch. 3) and Le Grand (1982,1984,1991a: 
ch. 5). For a simple introduction to the literature on adult equivalents, see Atkinson (1983: ch. 3) 
and for fuller discussion, Coulter et al. (1992) and Atkinson et al. (1995). 

Aggregate inequality is illuminated in Pen (1971) (reprinted in Atkinson 1980), and discussed 
more generally by Atkinson (1983); see also Sen (1992). Cowell (1995) discusses aggregate 
inequality measures (and also contains a useful introduction to social-welfare functions). The 
classic article on the Atkinson inequality measure is Atkinson (1970), reprinted with a non-
mathematical summary in Atkinson (1980: 23-43) (for a simple introduction, see Atkinson 
(1983- 54-9)). For the'leaky-bucket' experiment, see Okun (1975:91-100) (another piece of vin­
tage Okun to which the reader is warmly recommended); and, for a witty and highly critical review 
of most inequality measures, Wiles (1974). 

Inequality in the UK is discussed in UK Royal Commission on the Distribution of Income and 
Wealth (1979- ch. 2; reprinted in part in Atkinson 1980: 71-8). On increases in inequality over 
the 1980s, see Atkinson (1995a: chs. 1,2,1996) and Goodman etal. (1997), and, for discussion 
of the causes of this increase, Hills (1996b) and Atkinson (1997). Trends in the USA are discussed 
by Danziger and Gottshalk (1995), Karoly and Burtless (1995), Burtless (1996a, b), and Gottshalk 
(1997). On a major debate over causes, see Fischer et al. (1996). 

The resultsof comparative studiesof inequality are presented by Gottschalk( 1993), Atkinson 
et al (1995), Gottschalk and Smeeding (1997), and Smeeding (1997). On inequality trends in 
former-Communist countries, see Atkinson and Micklewright (1992), World Bank (1996: ch. 4), 
and Milanovic (1998). . . 

On analysis of the distribution of wealth, see UK Royal Commission on the Distribution ot 
Income and Wealth (1979) and, for more recent analysis, Banks et al. (1996) and Hamnett and 
Seavers(1996). 
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Appendix: Non-technical summary of Chapter 6 

1. Chapter 6 discusses problems which arise in denning and measuring the key concepts of 
income, poverty, and inequality. 

Income 

2. The only theoretically sound definition of individual income (Section 1.1) is full income, 7F, 
which consists of money income, YM, plus all non-money income, YN (e.g. job satisfaction, the 
value of own production, and the enjoyment of leisure), i.e. 

Y,= YM + YN. (6.1) 

The inclusion of non-money income, including the enjoyment of leisure, is crucial. Full income 
defined this way is a broad measure of an individual's potential consumption—i.e. of her power 
to consume goods (including leisure) if she so chooses. As such it is a form of generalized 
budget constraint. 

3. The measurement of income (Section 1.1) is bedevilled by several sets of problems. First, 
money income is used as a proxy for full income because it is not possible to measure most forms 
of non-money income. The fact that there is no systematic relation between YM and YN makes money 
income an unreliable yardstick of consumption opportunities, and therein lies the origin of 
many of the problems of defining and measuring poverty and inequality. A second difficulty con­
cerns the definition of the unit whose income we are measuring—e.g. whom does the income 
unit include, and how should the incomes of families of different sizes be treated? Finally, over 
what time period should income be measured? The conclusion is that a theoretically sound 
definition of income faces intractable measurement problems. 

Poverty 

4. In principle poverty should be defined in terms of full income. Its measurement therefore faces 
all the problems described in para. 3. But, even if these were solved, it would still be necessary to 
decide whether poverty, however measured, should be defined in absolute or relative terms 
(Section 2.1). Absolute poverty means that a person's money income is too low to keep him alive 
and healthy. Early studies hoped in this way to measure poverty'objectively', an approach which 
is increasingly out of favour, at least in developed economies. Relative poverty implies that a per­
son is poor if her standard of living deviates substantially from the average of the society in 
which she lives—i.e. if she cannot participate in 'normal' life. 

5. Poverty (in an absolute sense) and inequality are two entirely separate concepts (Section 2.2). 
Absolute poverty relates to a standard of living below some benchmark, inequality to the differ­
ence between the incomes of poor and non-poor. The distinction is important, because policies 
aimed at one might aggravate the other. It is, therefore, necessary to be clear whether poverty relief 
or inequality reduction is the major objective. 
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Inequality 

6. EQUALITY OF OPPORTUNITY (Section 3.1) would be hard to define even if full income could 
be measured. The main problem is to decide which causes of income differences matter. 
Systematic differences due to race, sex, or social class are generally regarded as examples of 
inequality. But ambiguity can arise when differences are due to 'natural ability', depending on 
whether or not it is influenced by differences in the quality of education. Equality of opportun­
ity is not, however, violated by random differences in income (i.e. luck). 

7. These problems are compounded because in practice it is necessary to use money income as 
a proxy for individual welfare. Differences in money income can overstate inequality between indi­
viduals A and B for at least three reasons (Section 3.2): they may have different tastes and hence 
have made different choices (e.g. about leisure); they maybe at different stages in their life cycle 
(e.g. A fully trained, B an apprentice); and the difference in their incomes may be the result of ran­
dom fluctuations. Other factors can understate inequality. None of this implies that there is no 
inequality in society—just that money income is bad at measuring it. 

8. Further problems arise when comparing the incomes of families of different sizes (Section 3.3). 
One argument is that, if a couple has a child, per capita household income will fall; it follows that 
larger households need higher money income than smaller households to maintain an 'equi­
valent' standard of living. Alternatively, if a couple has a child by choice, it can be argued that, 
though per capita money income falls, the couple's utility rises because otherwise they would not 
have had the child. In the latter case a larger household does not necessarily need a higher money 
income to maintain a given living standard. Again, the problem arises because it is not possible 
to measure full income; and again there is no wholly satisfactory solution. 

9. Section 4 discusses measures of the overall degree of inequality in society. These measures, to 
the extent that they are valid, enable us to answer questions like: is the UK today more unequal 
than ten years ago; is it more unequal than the USA? 

10. A widely used measure is the Lorenz curve (Section 4.1). In Figure 6.3 the horizontal axis shows 
the percentage of individuals/households, the vertical axis the cumulative percentage of total income. 
The Lorenz curve is shown by the line OaB. Each point on the curve shows the share of total income 
received by the lowest x per cent of individuals. Thus point a shows that the bottom 40 per cent 
of individuals receive 17 per cent of income. If income is distributed completely equally, the 
Lorenz curve will coincide with the diagonal (i.e. the lowest 50 per cent of individuals receive 50 
per cent of income, and so on). Thus the greater the degree of inequality, the further the Lorenz 
curve will be from the diagonal, and vice versa. 

11. The Gird coefficient is an inequality measure based on the Lorenz curve; diagrammatically it 
is the ratio of the shaded area in Figure 6.3 to the triangle OaB. It follows that the Gini coefficient 
will vary between zero (if income is distributed completely equally) and one (if one person has 
all the income). 

12. The use of the Gini coefficient as a measure of inequality is subject to a variety of criticisms 
(Section 4.3). First, it is based on the current money income of individuals or households: this 
omits all non-money income (paras. 2 and 3); it fails to exclude differences in money income which 
have no bearing on inequality, e.g. life-cycle factors and individual choice (para. 7); and it faces 
difficulties over differences in household size (para. 8). Secondly, the data on money income are 
not always accurate, complete, or consistent over time or across countries. Finally, the Gini 
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coefficient raises a number of conceptual problems. These are discussed in Section 4 2 together 
with the Atkinson inequality measure, which treats inequality in a more sophisticated way, and 
hence avoids some of the problems of the Gini coefficient. 

13. The main message of paragraph 12 for non-technical readers is that the Gini coefficient 
though widely used and useful in some circumstances, is in no way definitive as a measure of over­
all inequality. 
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CHAPTER 7 

Financing the welfare state 

Taxes, after all, are the dues that we pay for the privileges of membership in an 
organised society. (Franklin D. Roosevelt, 1936) 

Thrift should be the guiding principle in our government expenditure. 
(Mao Tse-tung, 1893-1976) 

1. The structure of the UK government accounts 

1.1. Conceptual issues 

This chapter discusses the finances of the welfare state, and is somewhat more institu­
tional than the rest of the book. The subject is vast, and the account here no more than 
a very brief summary of the ground covered in detail by Glennerster (1997). National 
insurance and other cash benefits are discussed in Section 2, and the rest of the welfare 
state, mainly the National Health Service, education, and housing, in Section 3. Section 
4 considers a number of important methodological issues. This section describes the struc­
ture of UK government accounts. As a backdrop it is necessary to bring out a number 
of conceptual points. 

THE BOUNDARIES OF THE PUBLIC SECTOR have to be established, inter alia between the govern­
ment sector and public corporations, and between government, on the one hand, and 
companies and the personal sector, on the other. The task is more complex than is 
apparent (Prest and Barr 1985: ch. 8). It is not possible to define such boundaries un­
ambiguously; careful judgement is needed; and any definition, however carefully con­
structed, will be open to criticism. 

LEVELS OF GOVERNMENT ACTIVITY. The most obvious distinction is between central and local 
government. For instance, total spending by central and local government is not the 
simple sum of their respective expenditures. Part of central spending is a grant to local 
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authorities, which then forms part of local spending. In producing overall public-
sector accounts, as in Table 7.1, care is needed to avoid double counting. 

GOVERNMENT ACTIVITY ON CURRENT, CAPITAL, AND FINANCIAL ACCOUNT. I t is necessary to d i s t i n g u i s h 

receipts on current account (mainly from taxes on income and expenditure), receipts 
on capital account (e.g. from capital taxation and the sale of capital assets), and finan­
cial receipts (mainly revenue from government borrowing). Similar distinctions arise 
on the expenditure side. 

TYPES OF GOVERNMENT EXPENDITURE. It is vital to distinguish: 

• absorption of goods and services, which (taking education as an example) includes 
(a) current spending (i.e. public consumption in the form of teachers' salaries), and 
(b) capital spending (i.e. public investment, such as the costs of building new 
schools). 

• Transfer payments, which include (c) current grants to the personal sector (e.g. 
student scholarships), and (d) capital grants to the private sector (e.g. contributions 
to the cost of university building).1 

Chapter 4, Section 3.1, set out the four generic forms of state intervention—regula­
tion, finance, public production and income transfers. Government absorption of 
goods and services corresponds with public production. Transfer payments take two very 
different forms. The first is explicit transfers, as discussed above, including all state cash 
benefits. Secondly there are: 

TAX EXPENDITURES—that is, implicit public expenditure in the form of tax reliefs. Cash 
assistance to help tenants with their rent is an explicit transfer, mortgage-interest tax relief 
for owner-occupiers an implicit transfer. Both assist with accommodation costs, and both 
ultimately make up part of private-sector spending. Tax relief for private pensions is sim­
ilarly a form of transfer.2 But tax expenditures do not appear in conventional public-
spending figures, and their distributional implications have been criticized. Both issues 
assume special relevance in the context of pensions (Chapter 9) and housing (Chapter 
14) (for detailed discussion, see the Further Reading). 

1.2. Government revenue and expenditure 

THE REVENUE PROPOSALS of government are set out each year in the Budget, and more 
formally in the Financial Statement and Budget Report and the Finance Bill. It is a long­
standing principle of UK public finance that, in general, all central government revenues, 

1 These are transfer payments from the viewpoint of government, because universities are regarded as part of the 
private sector. 

2 Though valuation problems may arise—see UK Board of Inland Revenue (1983). 
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whatever their source, are paid into the Consolidated Fund, from which all central gov­
ernment expenditure is made. The only major exception is the National Insurance 
Fund, discussed in Section 2.2. 

The income of a local authority derives from two main sources: grants from central 
government (i.e. from the Consolidated Fund), whose complexities lie well outside 
the scope of this book, and local taxation. For present purposes, as Table 7.1 shows, 
the most important aspect of local finance is the size of the central-government grant 
(nearly 3.5 times local revenues in 1996/7), which raises major issues for the relation­
ship between central and local government, particularly in the light of tight control by 
central government of the revenue-raising powers of localities (see Glennerster 1997: 
ch.5). 

Table 7.1 gives an overview of the income and expenditure of government. The three 
main blocks of revenue relate to central government, national-insurance contribu­
tions, and local government.3 Central-government revenue in 1996/7 was £222 billion, 
mainly from current taxation. Taxes on income, administered by the Inland Revenue, 
raised £101 billion, nearly 70 per cent from income tax, making it the largest single rev­
enue source. Taxes on expenditure, mostly administered by Customs and Excise, raised 
£83 billion. In addition to tax revenues, central government also received £8 billion, 
inter alia from interest and dividends.4 National-insurance contributions (£45 billion) 
are discussed in more detail in Section 2. 

Local-government receipts from Council Tax (the only tax levied by local authorities: 
see Kneen and Travers 1994) were £10 billion. Rents, mainly from local-authority hous­
ing, and dividends and interest raised another £4 billion. In addition, there are central-
government current and capital grants (£61 billion in 1996/7). To avoid double 
counting, these intra-governmental transfers are omitted from the totals. 

Total current and capital receipts were £281 billion, to which are added financial 
receipts (i.e. public-sector borrowing) of £28 billion, bringing the total revenue of all lev­
els of government to £309 billion. 

THE SPENDING PROPOSALS of government are set out each year in a series of departmental reviews 
(UK DfEE 1997a; UK DHSS 1997; UK DoE 1997; UK DoH 1997; UK Treasury 1997a) 
and debated by Parliament. There has been much discussion over the years about the plan­
ning of public spending and its control (see the Further Reading), in part because of the 
increased costs of the welfare state. The departmental reviews in their current format give 
a detailed breakdown of public spending,5 and are the source of many of the later tables. 

The 1996/7 control total for expenditure (Table 7.1) was £261 billion, to which are 
added cyclical social security (e.g. to assist people who are unemployed) of £14 billion, 

3 All figures in Section 1.2 are rounded to the nearest £billion. 
4 This £8 billion does not include proceeds from the sale of assets, which appear as a negative item on the expenditure 

side in the government accounts. 
5 The departmental reviews, and their predecessors, the Public Expenditure White Papers, have been the subject of 

considerable criticism. Since 1980 planning has been in 'cash' terms—i.e. departments are allocated a specific sum, irre­
spective of subsequent price changes. This makes planning of expenditure easier, but creates great difficulties for volume 
planning (i.e. for resource allocation)—see Glennerster (1997: ch. 4). 

170 

7. Financing the welfare state 

and interest on the national debt of £22 billion. GGE(X) represents general-government 
expenditure excluding certain items, notably privatization proceeds and spending 
financed by the National Lottery (one of the items in'Other adjustments'). Total spend­
ing by all levels of government was £309 billion. The breakdown of this total is given by 
department (column 5) and by function (column 6). To illustrate the difference, social 
security—much the largest item—comprised spending by the department (£77 billion), 
to which needs to be added, inter alia, cyclical spending on social-security, and social-
security spending in Scotland, Wales, and Northern Ireland, which appear under the 
budgets of those departments. The total figure in the right-hand column, £98 billion, 
represents all spending in the UK on national insurance and other cash benefits.6 

Continuing with the right-hand column, defence, spending was £21 billion,7 health 
(including personal social services) £51 billion, and education, £37 billion, deriving 
only in part from the budget of the education department.8 

One point to emerge immediately is the sheer size of the welfare state, however 
defined (and it consists at a minimum of cash benefits, health, education, and housing). 
In Table 7.2 these are divided into social services (approximating to the last three) and 
current grants to the personal sector (approximating cash payments). Figures are given 
also for defence and debt interest in current and constant prices in 1920, 1948, and 
1996/7. There is always room for judgement about the definition of the welfare state; and 
the price index is subject to the usual caveats; the figures should therefore be regarded 
as no more than indicative. Several broad results emerge: 

1. The welfare state has assumed an increasing proportion of public spending; in 
1920 it absorbed about 28 per cent of total government expenditure, only margin­
ally greater than debt-interest payments and about 1.75 times defence spending; 
the picture had not changed enormously by 1948; but by 1996/7 the welfare state 
made up over 60 per cent of public spending, and nine times defence spending. 

2. Government spending doubled as a percentage of gross national product, from 
21 per cent in 1920 to 41 per cent in 1996/7. 

3. A consequence is the sharp increase in the welfare state as a percentage of gross 
national product, from under 6 per cent in 1920 to 10 per cent in 1948, and to 25 
per cent in 1996/7. 

4. In real terms (1996/7 prices), expenditure on the welfare state rose from £7 billion 
in 1920 to £24 billion in 1948 and to £190 billion in 1996/7, representing a twenty-
five-fold increase since 1920, and a seven fold real increase since 1948. The resulting 

6 As explained in the Glossary, there is an ambiguity in the use of the term 'social security'. In the USA it generally refers 
only to retirement benefits; in the UK it refers to all contributory and non-contributory cash benefits, and in mainland 
Europe to all cash benefits and health care. The term will be avoided where possible. Where its use is inevitable it will be 
used in the UK sense. 

7 The figure for defence in the right-hand column is slightly smaller than the departmental figure because some 
spending by the department appears under other functions heads. For example, expenditure on sending officers to uni­
versity appears as part of education spending. 

8 Disaggregated figures are given in Tables 7.5 (cash benefits), 12.1 (health), 13.1 (education), and 14.1 (housing). 
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7. Financing the welfare state 

expenditure, however, is still well below the European average as a proportion of 
national income (see Esping-Andersen 1996b: table 1.1). 

2. Cash benefits 

2.1. Individual national-insurance contributions 

Current arrangements are the outcome of various changes since 1948 (Chapter 2, 
Section 6). There are three types of contributor for national-insurance purposes: 
employed persons, the self-employed, and the non-employed, as summarized in Table 
7.3 (for details, see Tolley 1996: ch. 2). 

EMPLOYED PERSONS. Class 1 contributions are paid by both employee and employer. There 
is a lower-earnings limit (£62 per week in 1997/8), set at the level of the basic retirement 
pension (Chapter 9, Section 1), and an upper-earnings limit (£465 per week in 1997/8), 
set at 6.5-7.5 times the lower-earnings limit. Someone with total earnings below the 
lower-earnings limit pays no contributions. People with higher earnings pay 2 per cent 

Table 7.3. National-insurance contribution rates, 1997/8 

Class of contribution Contribution rate 

Class 1 (employed earners), not contracted out3 

Employee contribution" 
on first £62.00 
on balance up to £465.00 

Employer contribution 
under £62.00 

£62.00-£109.99 
£110.00-£154.99 
£155.00-£209.99 
over £209.99 

Class 2 (self-employed, flat-rate) 
Self-employed persons with profits in excess of £3,480 per year 

Class 3 (voluntary contributions by non-employed persons) 
Non-employed persons 

Class 4 (self-employed, earnings related) 
Self-employed persons 

2% 
10% 

3% 
5% 
7% 

10% 

Flat-rate contribution of £6.15 per week 

Flat-rate contribution of £6.05 per week 

6% of profits between £7,010 and £24,180 per year 

a Contracted-out rates for employees are 2% of earnings up to £62 per week and 8.4% of the balance up to £465. For employers, con­
tracted out rates are 3% below those shown for employees in salary-related (i.e. defined benefit) schemes and 1.5% less for employees in 
money purchase (i.e. defined contribution) schemes. 

b Men aged 65 or over and women aged 60 or over do not pay employees' contributions. However, employers' contributions are payable. 
c Half of the Class 4 contribution is deductible for income-tax purposes. 
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of earnings up to the lower-earnings limit and 10 per cent of earnings between the 
lower- and upper-earnings limits. Individuals contracted out of the state earnings-
related pension scheme into an occupational scheme (Chapter 9, Section 1) pay contri­
butions at a reduced rate (8.4 per cent in 1997/8). 

A full contribution year requires a total contribution of at least that due on fifty-two 
times the lower-earnings limit. A person who is unemployed, ill, or caring for children 
or a disabled person, if he would otherwise fall below this minimum, is given a credit— 
that is, no contribution is paid, but future benefits are awarded as though the appropri­
ate percentage contribution had been made on earnings equal to the lower-earnings limit. 

Unlike income tax and the other types of national-insurance contribution, the 
income limit for Class 1 contributions is a weekly exemption. Thus, someone earning £61.50 
in some weeks and £62.10 in others would pay contributions in weeks where earnings 
were £62.10, even if her average for the year was under £62. These contributions are 
not refundable, in sharp contrast with the operation of income tax in similar circum­
stances. Uneasy relationships like this have generated pressure for an integrated system 
of income tax and national-insurance contributions (Chapter 11, Section 3.2). 

The basic employer Class 1 contribution in 1997/8 was 10 per cent of the employee's 
gross weekly earnings with no upper limit. For lower earnings the employer contribu­
tion was payable at a lower percentage rate (Table 7.3); and a lower contribution was payable 
in respect of contracted-out employees. 

Both employee and employer Class 1 contributions are collected together with 
income tax. They help to pay for national-insurance benefits; part of the contribution 
is channelled to the National Health Service. 

THE SELF-EMPLOYED pay both Class 2 and Class 4 contributions. The Class 2 contribution is 
flat rate (£6.15 in 1997/8), paid in the form of a weekly stamp. Class 4 contributions are 
a percentage (6 per cent in 1997/8) of a self-employed person's profits between certain 
limits, collected by the Inland Revenue as part of the individual's income-tax assessment. 
Half of the contribution is deductible for income-tax purposes. Class 2 and 4 contribu­
tions do not entitle a self-employed person to the full range of benefits available to an 
employee. There is no support while unemployed, no earnings-related retirement pen­
sion, and no entitlement to redundancy pay. 

A person who is both employed and self-employed is potentially liable to pay Class 1, 
Class 2, and Class 4 contributions, subject to an annual ceiling on total contributions (see 
Tolleyl996:ch.2). 

THE NON-EMPLOYED, broadly, are not current members of the labour force—for example, 
students or married women who are not employed or self-employed. To maintain an unbro­
ken contributions record, such a person can pay a voluntary flat-rate Class 3 contribu­
tion (£6.05 per week in 1997/8). The payment of Class 3 contributions gives no right to 
immediate benefit, but may protect future entitlement. As discussed further in Chapter 
9, Section 1, a woman (or in certain circumstances a man) staying at home to look 
after young children or a disabled person can avoid breaks in her contributions record 
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without paying Class 3 contributions because she receives home responsibilities pro­
tection—that is, receives a credit for her contribution. 

2.2. The National Insurance Fund 

National-insurance benefits are paid from the National Insurance Fund, and all other 
central government benefits from the Consolidated Fund. The distinction is important 
for operational purposes and for understanding the structure of government accounts 
but has less economic significance. 

REVENUE. On the revenue side, the relation between the two funds is straightforward. The 
income of the National Insurance Fund (Table 7.4) derives mainly from the contribu­
tions of the various classes of insured persons. Virtually all other central-government 
revenues go into the Consolidated Fund. 

In 1996/7 total net contributions were £42 billion, the great bulk from Class 1 con­
tributions. There was also a transfer of £2 billion from the Consolidated Fund. The 
interest item (£480 million in 1996/7) is earned on current revenue and on the accumulated 
surplus (£7.5 billion) shown at the bottom of the table. At various times there has been 
debate about the proper role of the Fund, though a surplus of some sort is desirable for 
a number of reasons: to bridge short-term imbalances (the end-year balance in Table 7.4 
represents under nine weeks' outgoings); to cushion a growing increase in contribution 
rates to finance pensions; and to assist with public-sector borrowing (which last aspect 
has drawn a certain amount of political fire). Whether the Fund should be organized 

Table 7.4. Account of the National Insurance Fund, 
Great Britain, 1996/7 (est.) (£m.) 

Income 
Contributions (net) 
Treasury grant 
Compensation for payments on statutory 

sick pay and statutory maternity pay 
Income from investments 
Other 

TOTAL REVENUE 

Expenditure 
Benefits 
Transfer to Northern Ireland 
Personal pensions 
Administration, etc. 
Other 

TOTAL EXPENDITURE 

BALANCE CARRIED FORWARD 

Source: UK DSS (1997: table 1c). 

41,884 
1,925 

524 
480 
158 

41,956 
75 

2,027 
1,066 

169 
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Table 7.5. Cash benefits, UK, 1996/7 (est.) (£m.) 

Contributory benefits (paid from the National Insurance Fund) 
Retirement pensions (including lump-sum payments) 
Widows' benefit, etc. 
Unemployment benefit (cyclical) 
Sickness and invalidity 
Industrial-injury benefits 
Maternity allowance and statutory maternity pay 

Non-contributory benefits (paid from the Consolidated Fund) 
Non-contributory retirement pension 
War pensions 
Disability benefits 

Attendance allowance 
Invalid care allowance 
Severe-disablement allowance 
Disability living allowance 
Disability working allowance 
Other 

Income support (cyclical) 
Income support for the elderly 
Family benefits 

Child benefit 
One parent benefit 
Family credit 
Other 

Social fund 
Housing benefit 

Administration 
Contributory benefits 
Non-contributory benefits 
Other 

TOTAL SOCIAL-SECURITY BENEFITS 

2,421 
768 
893 

4,361 
25 

658 

6,724 
348 

2,047 
343 

1,056 
2,328 

159 

32,671 
1,086 

606 
8,127 

740 
544 

56 
1,419 

9,126 
13,734 
3,895 

9,462 
252 

12,209 

43,774 

50,153 

3,543 

97,470 

Sources: UK Treasury (1997: table 3.5; UK DSS 1997: table 1). 

on actuarial lines (i.e. have a reserve sufficient to pay all expected future liabilities) is a 
central topic in Chapter 9. 

Two general points should be noted. First (Table 7.1), total gross contributions in 1996/7 
were £45 billion; hence the revenue of the National Insurance Fund was 20 per cent of 
central government revenue from all other sources; only income tax produced signi­
ficantly more revenue. In effect there is a third estate alongside the Inland Revenue and 
Customs and Excise. Secondly, the budgetary procedures for this revenue differ from those 
for public spending generally; for example, the accounts of the National Insurance 
Fund are kept separate from the general accounts. 

EXPENDITURE. On the expenditure side, matters are less tidy. In principle, benefits from the 
National Insurance Fund (e.g. for unemployment) are paid only to individuals with an 
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appropriate contributions record, while similar benefits paid from the Consolidated 
Fund are awarded on the basis of other criteria, such as low income or number of chil­
dren (e.g. child benefit). In practice, however, there are many linkages and interactions 
because many individuals receive benefits from both sources, so that it is often neces­
sary to discuss them together. 

Expenditure on cash benefits is set out in Table 7.5. Much the largest is the retirement 
pension (£33 billion in 1996/7). Spending on the elderly went up steadily over the years, 
accounting for over one-third of increases in state-benefit spending between the mid-
1970s and mid-1990s. In addition, spending on private benefits rose considerably (see 
Martin Evans 1998: table 7.14). The remaining insurance benefits cover unemploy­
ment, sickness (i.e. relatively short-run health problems), invalidity (i.e. long-term and 
permanent health problems), and widowhood. Total spending on the insurance benefits 
was £44 billion. 

EXPENDITURE ON NON-CONTRIBUTORY BENEFITS in 1996/7 was £50 billion, of which nearly three-
quarters was on income support (£18 billion), housing benefit (£12 billion), and child 
benefit (£7 billion). Income support is payable to individuals/families whose income after 
receipt of all other benefits is still below the poverty line; it thus constitutes the final 
safety net on the cash side of the welfare state. Housing benefit assists with housing 
costs. Child benefit is a tax-free cash payment in respect of each child, payable weekly to 
(usually) the mother. All three benefits are discussed in Chapter 10. 

3. Benefits in kind 

This section surveys very briefly the finances of the National Health Service, of the state 
educational system, and of local-authority housing (for details, see Glennerster 1997: chs. 
10-13). As we shall see in Chapter 12, the original intention of the National Health 
Service that all health care should be free has largely been realized. Medical attention is 
generally free, with the exception of certain items (e.g. prescriptions) for which charges, 
generally below full cost, apply to some people. Of total spending on the National 
Health Service, 81 per cent comes from general taxation, about 12.5 per cent from 
national-insurance contributions, and 2.4 per cent from charges (UK DoH 1997d: table 
2.3). Table 7.1 shows that total spending on health care in 1996/7 was £41.1 billion (for 
further detail see Table 12.1). The National Health Service, clearly, is not a contribu­
tory scheme, and any assessment of its finances must discuss the tax system as a whole 
(see Section 4). 

State education (discussed in Chapter 13) is supplied largely without charge. His­
torically it was both produced and financed locally. Table 7.1 shows that spending on 
education and related activities in England was £36.9 billion (for further detail see Table 
13.1). Though most education spending is at the local level, the extent of central 
government grants to local authorities means that it is largely financed from the 
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Consolidated Fund. I shall abstract from most of the central versus local debates as they 
apply to education (and the National Health Service and local-authority housing) and 
discuss education for the most part as a non-contributory scheme financed from gen­
eral taxation, and differing from the National Health Service only to the extent that 
there is a larger role for local government (see the Further Reading). 

Table 7.1 shows that net expenditure on housing in England in 1996/7 was £4 billion, 
with substantial involvement by both central and local government (see Table 14.1 for 
further detail). This figure understates public involvement in housing: first, it is a net figure, 
and therefore excludes capital receipts from the sale of housing and land; secondly, it 
omits other forms of housing expenditure, e.g. housing benefit, which appear as part of 
spending on cash benefits; thirdly, the tax relief for owner-occupiers, like all tax expen­
ditures, is an invisible item in government accounts (they serve simply to reduce the 
revenue from income tax in Table 7.1). The importance of tax expenditures in any 
systematic analysis of public spending is emphasized by their scale. Mortgage interest tax 
relief in 1996/7 was £2.6 billion (see Table 14.2), to which should be added the value of 
capital-gains tax relief. Housing expenditure thus broadly defined is set out in Table 
14.2. 

In 1995 about 19 per cent of households lived in local authority housing (Hills 1998: 
table 5.11). Until the early 1990s, local-authority rents generally failed to cover current 
housing costs, the shortfall coming from local-taxation and a central subsidy. Histori­
cally, therefore, local authority housing was financed partly out of'contributions' (i.e. 
rents), partly out of local taxation, and partly from the Consolidated Fund. The system 
is assessed in Chapter 14. 

4. Assessing the welfare state 

4.1. Incidence considerations 

Assessing the efficiency and redistributive impacts of the welfare state is a vast under­
taking which raises both methodological and measurement problems (see Atkinson 
and Stiglitz 1980: lecture 9). This section limits itself to outlining some of the issues of 
principle, leaving more detailed discussion to later chapters. Two aspects assume spe­
cial relevance: the notion of tax incidence; and the importance of considering benefits 
and taxes together. 

THE SIMPLE TAX INCIDENCE ARGUMENT is illustrated in Figure 7.1, which analyses the partial equi­
librium incidence of a housing subsidy. Suppose the housing market is in equilibrium 
at price, P0 and quantity, X0. A specific rent subsidy shifts the supply curve vertically down­
wards to S-subsidy; this reduces the price paid by the tenant from P0 to Pl (i.e. only a small 
reduction), and increases the price received by the landlord substantially from PQ to P2. 
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Price 

P, 

S-subsidy 

Quantity 

Fig. 7.1. Partial equilibrium incidence of a subsidy 

The result is that, if landlords are rich and tenants poor (not that this is necessarily the 
case), then a seemingly redistributive housing subsidy might of itself be regressive. 
Similarly, suppose that labour is supplied inelastically to the market (empirically plaus­
ible for primary workers).9 A reduction in income tax or the national-insurance con­
tribution can be analysed as a labour subsidy, and Figure 7.1 shows how the subsidy reduces 
unit wage costs to the employer from P0 to P, (since P^ is on the demand curve for 
labour), and increases the wage received by the employee from P0 to P2 (since P2 is on the 
labour-supply curve). In this case the tax reduction benefits mainly the employee. But 
the result is reversed where labour supply is elastic. 

THE GENERAL EQUILIBRIUM INCIDENCE ARGUMENT. However, to be sure of the efficiency of any pol­
icy or of its redistributive effects, it is necessary also to see how the general equilibrium 
of production, consumption, and distribution is affected. There has been some work 
on applied general-equilibrium analysis (see the Further Reading), though no detailed 
analysis of the impact of the welfare state. 

The discussion of incidence concentrates on the effect, ceteris paribus, of tax/expen­
diture changes on the relative position of different income groups. The crucial words are 
ceteris paribus and the relative position of individuals or groups (see Prest and Barr 

9 The primary labour force consists of'breadwinners'—i.e. people who would normally be in the labour force full-
time. It consists traditionally of men aged 18 to 65 and unmarried women aged 18 to 60. The secondary labour force con­
sists of people who are not necessarily full-time members of the labour force—e.g. people under 18, people past retiring 
age, and married women. 
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1985: 101-5). The ceteris paribus condition is important because we are trying to sep­
arate the distributional effect of a given change in tax (or expenditure) from any other 
change in the system. This makes it necessary in principle to introduce a countervailing 
tax which (a) is distributionally neutral and (b) keeps the budget balance unchanged. It 
should be clear that this procedure is fraught with difficulty. 

Assuming that this can be done by one means or another, the effect of a tax change on 
the relative position of different income groups will depend on several sets of factors. 
Suppose individual A sells factor ra, which is used to make good x, and B sells factor n, 
which is used to make goody; and suppose that a tax change raises the relative price of 
x. Individual A is then better off: 

1. the greater the increase in his pre-tax income (i.e. the greater the rise in the rela­
tive price of m); 

2. the smaller the taxes he pays; 

3. the greater the extent to which he consumes (relatively cheaper) y rather than x. 

The first two items together determine A's net disposable income, and are often jointly 
referred to as the 'sources' side; the third item concerns the 'uses' side. The three factors 
show the effect on relative incomes of a tax change considered in isolation. To complete 
the distributional picture, it is crucial to add that A will be advantaged relative to B also: 

4. The greater the benefit derived by A (relative to that received by B) from goods/ 
services provided by government out of the taxes paid by A and B. 

It should be clear that discussion of distributional effects which limits itself to tax changes 
on their own (i.e. 2 above) looks at only part of the picture, and one which may be com­
pletely altered by other changes, particularly under 3 and 4. 

4.2. Redistribution: A preliminary discussion 

THE MEANING OF PROGRESSiviTY is illustrated by an individual's average tax rate—that is, his 
tax bill as a proportion of his total income. A tax is progressive if the average rate is high­
er for someone with a higher income. Suppose that an individual can earn £4,000 tax free 
per year, and pays tax at a marginal rate of 25 per cent on anything above this. Someone 
earning £4,000 pays no tax; someone earning £8,000 pays £1,000 (12.5 per cent of his 
income); and someone with £16,000 pays £3,000 in tax (18.75 per cent of his income). 
Thus the tax (which is a stylized version of the UK system) is progressive, even though 
most people face the same marginal rate of 25 per cent.10 

In assessing the progressivity of a tax it is necessary, in addition to its formal structure, 
to know the number of people affected: a tax of 25 per cent on income up to £50,000 
and 100 per cent thereafter may sound highly progressive, but if nobody has income over 
£50,000 the tax in practice is proportional. It is also necessary to know the extent to which 

10 Whether the degree of progression is the right one is an entirely different question. 
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the formal tax rates apply in practice: a tax is less progressive than it appears if the high­
est rates are never applied—that is, if tax avoidance or evasion11 are proportionately more 
frequent at higher incomes. These considerations apply equally to benefits, whose dis­
tributional effects have become more complicated because state benefits have increas­
ingly been subject to tax while contributions to private pensions attract tax relief. 

CONSIDERING TAXES AND BENEFITS TOGETHER. The discussion in Section 4.1 suggests two im­
plications. First, in assessing the finance of the welfare state it may be necessary to 
consider simultaneously a variety of taxes contributing to the Consolidated Fund, the 
National Insurance Fund, and local revenues. Suppose a government tries to help the poor 
by increasing the employer national-insurance contribution relative to the employee 
contribution. The discussion underlying Figure 7.1 suggests that it is of no analytical 
consequence whether a tax is imposed on the buyer or seller. In the case of national 
insurance, it is therefore (except in the very short term) the combined employer and 
employee contribution which matters; any attempt to increase one and reduce the 
other is little more than window dressing. 

Secondly, it is frequently the overall system which is important. The issue is complex 
(see the Further Reading), but for present purposes the crucial point is that taxation and 
expenditure should be considered together. At its simplest, a scheme which uses a pro­
portional tax to subsidize mink coats will usually be regressive; the same tax used to finance 
poverty relief is progressive. 

In principle the logic is simple. Consider a commodity (e.g. health care) which is 
publicly supplied without charge, and financed by a specific contribution. This arrange­
ment is redistributive from rich to poor if (rich) individual A pays more in contributions 
than (poor) B, if each consumes the same quantity; it is also progressive if A consumes twice 
as much as B, but pays more than twice as much in contributions. 

In practice matters are more complicated because it is hard to identify precisely 
which contributions/taxes have paid for the commodity—that is, which tax(es) would 
be reduced or abolished if it were no longer publicly supplied. It might be argued that 
health care is redistributive so long as A (who consumes twice as much as B) pays more 
than twice as much in taxes. But this implicitly assumes that health care is financed by a 
proportionate share of all taxes. The definition in the previous paragraph must there­
fore be qualified: health care is financed progressively if A consumes twice as much as B, 
but pays more than twice as much in whatever taxes are used to finance it. 

REDISTRIBUTIVE IMPLICATIONS. These various aspects must be borne in mind in considering 
the extent to which the welfare state is financed progressively. This is done for unem­
ployment and sick pay in Chapter 8, Section 3.2, for pensions in Chapter 9, Section 5.2, 
and for the major non-contributory benefits in Chapter 10, Section 3.4. These benefits 
all redistribute from rich to poor to a greater or lesser extent. Nevertheless, as discussed 

11 Tax avoidance is legal (e.g. reducing one's tax liability via a mortgage); tax evasion is illegal (e.g. concealing part of 
one's income). 
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in Chapter 1, Section 3, and Chapter 6, Sections 2.3 and 4.3, poverty and inequality both 
increased over the 1980s. 

The redistributive effects of the National Health Service and the educational system 
are discussed in Chapter 12, Section 4.3, and Chapter 13, Section 4.3, and of local-
authority housing in Chapter 14, Section 4. It was traditionally thought that all three sys­
tems redistributed from rich to poor, but Le Grand (1982) argued the contrary. The core 
of his argument is that, though these benefits are financed progressively, in that the rich 
pay more towards them in taxes and contributions than the poor, they are used even more 
progressively so that the overall result can be regressive. For example, if the rich pay 
twice as much in taxes as the poor to finance education, but use it proportionately ten 
times as much, then it is not the rich who subsidize the poor, but the other way round. 
We return to these arguments in Chapters 12,13, and 14. 

Thus there is a limited presumption that at least the cash side of the welfare state is 
progressive. But any such view is rendered somewhat tentative by incidence considera­
tions; by conceptual difficulties (e.g. the validity of the Gini coefficient); and by meas­
urement and data problems. 

FURTHER READING 

Glennerster (1997) covers the ground of this chapter in much greater detail. For a historical per­
spective, see Peacock and Wiseman (1967). 

Conceptual problems with government accounts are discussed in Prest and Barr (1985: chs. 8 
and 9). On the concept and measurement of tax expenditures, see McDaniel and Surrey (1984), 
Surrey and McDaniel (1985), and, in a UK context, Willis and Hardwick (1978). 

For data on public spending, see The Government's Expenditure Plans, and for taxation and spend­
ing together the Financial Statement and Budget Report. For general data, see National Income and 
Expenditure (the 'Blue Book'). All are published annually by HMSO. 

On the planning and control of public expenditure, see Glennerster (1997: ch. 4), and, for more 
general discussion, Corry (1997). 

The institutions of national-insurance contributions (and other state benefits) are described 
in Tolley (1996); this work is published annually. On the finances of social security, the National 
Health Service, personal social services, and education see the relevant chapters in Glennerster 
(1997) and of housing, ibid., ch. 13, and Hills (1991). 

The theory of tax incidence is set out in Stiglitz (1988: ch. 17), Kay and King (1990: ch. 1), and 
Cullis and Jones (1998: ch. 7), and, more formally, in Atkinson and Stiglitz (1980; lectures 6,7). 
For empirical studies, see Aaron and Pechman (1981) and Pechman (1985). The pioneering 
work on applied general equilibrium analysis is Harberger (1962); for later developments, see Ballard 
etal. (1985) and Piggott and Whalley (1985,1986). 

For methodological discussion of the distribution of public expenditure, see Peacock and 
Shannon (1968), Prest (1968), and Le Grand (1987c). For empirical analysis of redistribution (and 
its pitfalls), see the Further Reading to Chapter 6. 
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CHAPTER 8 

Contributory benefits 1: 
Unemployment, sickness, 

and disability 

The plan covers all citizens without upper income limit, but has regard to their dif­
ferent ways of life; it is a plan all-embracing in scope of persons and of needs. 

(The Beveridge Report, 1942) 

1. Introduction and institutions 

1.1. The issues 

AIMS AND METHODS. Historically the main aim of cash benefits was poverty relief (objective 
4 in Chapter 1, Section 2.2), in particular the prevention of absolute poverty. Motives were 
controversial, ranging from altruism to capitalist oppression (Chapter 2, Section 7.1, 
Chapter 3, Section 5.3, and Chapter 4, Section 4.1), but with widespread agreement 
about the aim itself. Over the twentieth century other aims have become important. Policy 
has aimed at alleviating relative poverty. Insurance (objective 5) is concerned with 
protection in the face of stochastic contingencies such as unemployment or ill health). 
Income smoothing (objective 6) relates to life-cycle effects such as retirement or the 
presence of dependent children. The objective of inequality reduction is more contro­
versial, particularly the aim of redistribution from rich to poor. Other aims discussed 
in Chapter 1, Section 2.2, concern efficiency and ease of administration. These aims all 
recur in the following chapters. 

More specifically, unemployment benefit and sickness benefit both contribute to the 
insurance objective. If the benefit formula is weighted towards the lower paid, they also 
contribute to poverty relief and to vertical redistribution. One of the major purposes 
of explicit social-insurance contributions is to give recipients an entitlement to benefit, 
thereby fostering social solidarity. If properly constructed, the benefits minimize 
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adverse labour-supply effects, thereby contributing to the incentives objective. In addi­
tion, in that unemployment is uninsurable in private markets (a major argument in this 
chapter), state-organized unemployment compensation can contribute to the micro-
efficiency objective. 

The methods available for income protection vary enormously, but schemes can use­
fully be classified into three types—private, public, and mixed. Pure private arrangements 
include the voluntary purchase of actuarial insurance and voluntary charity. Mixed 
schemes involve public participation in private arrangements through regulation 
(e.g. minimum standards for private insurance) and/or through finance. The latter 
frequently takes the form of tax expenditures (Chapter 7, Section 1.1)—for example, 
tax relief for private pension contributions. Public schemes embrace the forms of in­
stitution discussed in Chapter 1, Section 2.1 Social insurance is awarded on the basis 
of a contributions record and the occurrence of a specified contingency, such as un­
employment or being above a specified age. Social assistance is financed from taxation 
and awarded on the basis of a means test.' Universal' benefits are awarded on the basis of 
a specified contingency (e.g. having dependent children), without either a contribution 
or an income test. 

Which method is preferred depends on the relative weights given to different aims, 
which in turn depends on political perspective. Libertarians make a sharp distinction 
between two forms of income transfer. 

• Under actuarial insurance an individual provides for his own benefits through his 
previous contributions, and can therefore legitimately choose any desired level of 
benefit. 

• Under a non-contributory scheme, his benefits are paid by others. In this case 
the aim of cash transfers should be to prevent absolute poverty—that is, benefits should 
be at subsistence. 

To a libertarian the preferred methods for achieving these aims are voluntary private insur­
ance and private charity, respectively. 

Socialists, in contrast, see income transfers as contributing to their egalitarian aims, 
and therefore favour publicly organized transfers to prevent relative poverty and to 
reduce inequality. Liberals take an intermediate line. We saw in Chapter 6, Section 2.1, 
that poverty cannot be defined analytically, so its definition is largely ideological. The 
alleviation of poverty, however defined, can be via insurance (private or public, volun­
tary or compulsory); through cash transfers out of tax revenues; via private charity; or 
through whatever mix of these approaches best meets stated aims. The pros and cons of 
these methods are the subject of Part 2 of the book. This chapter looks at social insur­
ance. Retirement pensions raise a number of separate issues which are discussed in 
Chapter 9. Chapter 10 looks at non-contributory benefits and Chapter 11 discusses 
reform strategies. 

QUESTIONS about national insurance are of two sorts. The first (Section 2) is whether it should 
be national (i.e. publicly provided). This in turn raises questions about the circum-
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stances in which people insure voluntarily, and those where it might be appropriate for 
the state to make insurance compulsory and/or to provide insurance itself. The second 
issue (Section 3) is the effectiveness of the existing system, including its effects on work 
effort and saving. Where necessary, different benefits are discussed separately. The 
major conclusions about cash benefits are set out at the end of Chapter 11. 

NON-ECONOMIC ARGUMENTS. Three types of argument are commonly adduced to justify 
publicly provided cash transfers. The first is that 'the state has a duty to protect its less 
fortunate members', or that 'everyone has a right to protection from catastrophic 
income loss'. Both value judgements are widely accepted. Both, however, beg the crucial 
question of how individuals are most effectively helped. It is precisely this issue which is 
the main subject of this chapter and the next. The second type of argument is that'with­
out national insurance the poor could not afford adequate cover'. The weakness of this 
position was discussed in Chapter 4, Section 7.2. If there are no technical problems with 
private insurance, the market can supply it efficiently. In such cases, distributive aims are 
generally best achieved through income transfers. 

A third argument is that 'it is immoral for insurance companies to profit from peo­
ple's misfortunes'. This is tenable as a value judgement. But it has been argued (Chapter 
4, Section 7.2) that the question of public-versus-private production and allocation is 
less a moral issue than a technical one. Hence insurance against income loss should be 
publicly provided if that is more efficient and/or just; but, where private insurance is more 
efficient, equity aims can generally be achieved through income transfers. We do not, after 
all, say that food should be publicly provided because it is immoral for food manufac­
turers to exploit the fact that without it people would starve. 

1.2. Institutions 

National insurance refers to benefits payable to people with the necessary contributions 
record; in economic terms it is an insurance scheme against income loss due to events 
such as unemployment, ill health, or old age. The development of the Beveridge system 
after 1948 was discussed in Chapter 2, Section 6.1, and contribution arrangements in 
Chapter 7, Section 2.1. This section summarizes current benefit institutions very briefly 
(for detailed discussion, see Tolley 1996 and the Further Reading). Table 8.1 shows the 
level of some of the major benefits. 

UNEMPLOYMENT. In 1996 unemployment benefit and means-tested income support for 
the unemployed were replaced by jobseeker's allowance paid at a flat rate (£49.15 in 
1997/8 for a single person aged 25 or over) to people who are capable of work, available 
for work, and actively seeking work. Benefit is paid on the basis of either a contributions 
record or a means test—that is, the benefit cuts across the traditional divide between 
contributory and non-contributory benefits. The contributory benefit is payable for a 
maximum of six months. 
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Table 8.1. Main National Insurance benefit rates, 1 9 9 7 / 8 

Type of benefit 

Jobseeker's allowance (contributions based) 
Personage 16-17 
Person aged 18-24 
Person aged 25 or over 
Married couple (under pension age) 

Statutory sick pay 
Standard rate 

Maternity benefits 
Statutory maternity pay 

First 6 weeks 
Thereafter 

Weekly benefit 

£29.60a 

£38.90a 

£49.15a 

£69.30a 

£55.70a 

90% of earnings 
£55.70a 

Incapacitybener7t(under state pension age) 
Short term: lower rate 
Short term: higher rate 
Long term, basic rate 

Disability benefits 
Disability living allowance 

Care component 
Mobility component 

Disability working allowance 
Single person 
Couple or lone parents 

Industrial injuries benefit 
Disablement pension (aged over 18,100% rate) 

Retirement pension 
Basic state retirement pension 

Single person 
Married couple 

State earnings-related pension 
Non-contributory retirement pension 

Single person 
Married woman 

Widow's pension 
Widow's payment (lump sum) 
Widowed mother's allowance 
Widow's pension 

Miscellaneous benefits 
Guardian's allowance (in addition to child benefit) 

£47.10a 

£55.70a 

£62.45a 

£13.15-£49.50 
£l3.15-£34.60 

£57.85 
£77.15 

£101.10a 

£62.45a 

£99.80a 

earnings-related 

£37.35a 

£22.35a 

£1,000.00 
£62.45a 

£62.45a 

£9.90-£11.20 

' Benefit subject to income tax. 

HEALTH-RELATED ABSENCE FROM WORK. Sickness benefit, introduced in the first wave of post­
war institutions, has been replaced by a range of benefits. 

Statutory sick pay is administered by employers. Benefit, which depends on a contri­
butions record and is taxable, is paid at a weekly rate (in 1997/8) of £55.70. Various 
groups are excluded, inter alia those below the lower earnings limit, the self-employed, 
and people over pensionable age. In addition, benefit is not payable in respect of the first 
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three days of absence. A medical certificate is required only where sickness lasts more than 
seven days. Someone who is still unwell after twenty-eight weeks is eligible for incap­
acity benefit, discussed shortly. 

Statutory maternity pay is directly analogous. Benefit, which is taxable, is paid by 
employers on the basis of a contributions test for up to eighteen weeks, for the first six 
weeks at 90 per cent of the person's average weekly earnings, and thereafter at a flat rate. 

Both statutory sickness payments and statutory maternity payments are made by 
employers, who deduct outgoings from their monthly national-insurance contribution 
receipts. The advantage of this approach is the administrative ease of subjecting benefit 
to tax and national-insurance contributions. Both benefits, however, continue to be 
paid from the National Insurance Fund. Thus both are publicly funded, with adminis­
tration hived off to employers. 

Incapacity benefit has three components. Short-term incapacity benefit is paid at the 
lower rate for up to twenty-eight weeks to people (e.g. self-employed or unemployed) 
who cannot claim statutory sick pay. Someone whose health problems persist beyond 
twenty-eight weeks is eligible for short-term incapacity benefit at the higher rate. A per­
son who is still ill after a year receives long-term incapacity benefit (£62.45 per week in 
1997/8). Eligibility for the first twenty-eight weeks is assessed on the basis of an 'own-
occupation' test—that is, an assessment by an Adjudication Officer of whether the per­
son is incapable of carrying out his normal job. After twenty-eight weeks, the 'all-work' 
test is normally applied—that is, whether the person is capable of carrying out other, 
less demanding, work. 

Severe disablement allowance is a tax-free benefit for someone who has not been able 
to work for at least twenty-eight consecutive weeks because of ill health, whose contri­
butions record does not entitle him to incapacity benefit. 

COPING WITH DISABILITY. Several benefits assist with the extra costs of living independently, 
and for that reason are often paid irrespective of a person's income or contributions record. 

Disability living allowance is a tax-free benefit, normally payable without a contribu­
tions test or an income test. The benefit has two components: the care component, 
payable at one of three weekly rates, is awarded to people who are physically or mental­
ly disabled to the point where they need help caring for themselves; the mobility com­
ponent offers assistance to individuals who are unable or virtually unable to walk. The 
benefit is normally awarded only to people under 65. Eligible individuals can receive 
either or both components. 

Attendance allowance is the analogue to disability living allowance for people whose 
need for help with personal care because of illness or disability starts when they are 65 
or over. The benefit is tax free and awarded without a contributions test. 

Disability working allowance is a tax-free benefit awarded on the basis of an income 
test, in some ways analogous to family credit (see Chapter 10, Section 1). It is awarded 
to someone whose income is below a specified limit, whose disability (physical or men­
tal) puts him at a disadvantage in finding a job or restricts his earning potential, and who 
is working for at least sixteen hours a week. 
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Industrial injuries disablement benefit. Someone who is disabled because of an accid­
ent at work or industrial disease is eligible for industrial injuries disablement benefit, 
which is tax free, and payable for the entire duration, temporary or permanent, of any 
loss of faculty, whether or not the person is unable to work. Benefit is payable when statu­
tory sick pay/sickness benefit ceases, or from three days after the accident if there is no 
incapacity for work. Various additional payments can be made where injury is excep­
tionally severe (seeTolley 1996: ch. 16). 

CARING FOR OTHERS. A range of benefits is available at least partially to compensate people 
who care for others. 

Invalid care allowance is a taxable benefit for someone of working age who is caring 
for a severely disabled person (i.e. someone who is receiving one of the major health-
related benefits). 

Guardians allowance (£11.20 per week in 1997/8) is paid for each child in addition to 
child benefit. The benefit is paid where the parents of a child are dead (or, in certain cir­
cumstances, where only one parent is dead), to anyone who looks after a child as part of 
his or her family. 

Increases for dependants. The level of many of these benefits may be increased if the 
beneficiary has dependants (adult or child) whom he or she supports. In the latter case, 
child benefit is normally payable in addition. 

Benefit levels are reviewed regularly. Most benefits are uprated according to a statutory 
formula; some are increased on an ad hoc basis; most are increased annually. Total 
spending in 1997/8 was £97 billion (Table 7.5). Sickness and disability benefits, together 
with retirement and widows' pensions, make up nearly 96 per cent of direct national-
insurance disbursements. 

2. Theoretical arguments for state intervention 

2.1. Efficiency 1: Regulation 

Are efficiency and social justice assisted by state involvement in insurance markets in 
the ways just described? In particular, would individuals in a private market buy the 
socially efficient quantity of insurance against income loss? This breaks down into three 
separate questions: (a) why do people insure at all; (b) why does the state make mem­
bership of national insurance compulsory; (c) why does the state provide such insurance 
itself? 

The first question was answered in Chapter 5—a rational risk-averse individual will 
insure voluntarily so long as the value of certainty exceeds the net cost of insurance. Why, 
secondly, is membership of national insurance compulsory? The standard argument for 
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voluntarism is that it is efficient for an individual to make her own decision so long as 
she bears fully the costs of so doing. If I do not insure my Picasso, society regards this as 
my prerogative. Similarly, it might be argued that I should be free not to insure against 
income loss because of unemployment or ill health. If I then lose my job and starve that 
is my fault. 

The flaw in the voluntarism argument in this case is that it overlooks the external costs 
which non-insurance can impose on others. Suppose someone chooses not to insure, 
and then loses his job. If society bails him out by paying a non-contributory benefit, the 
external cost falls upon the taxpayer. Alternatively, if he is given no help, he may starve, 
which imposes costs on others in a variety of ways. First, non-insurance may bring 
about not only his own starvation, but also that of his dependants. There are also broader 
costs, including any resulting increase in crime, and the financial costs of disposing of 
his body, or the health hazards if it were left where it fell. Additionally, though more 
arguably, it is possible to specify a psychic externality, where people do not like the idea 
of a society which allows people to starve. If so, the individual's death from starvation 
imposes external costs by reducing the utility of others directly.1 

Where an activity causes an external cost, one form of intervention is a Pigovian tax.2 

Here, however, the aim is not marginally to influence consumption decisions through 
marginal price changes, but to prevent non-insurance. Making insurance compulsory 
(i.e. regulation) is likely to be a more effective way of achieving this. 

In sum, the major efficiency argument for compulsory membership is that unin­
sured losses due to unemployment, illness, or industrial injury may impose costs on 
others, including dependants such as spouses and children. There is an analogy with auto­
mobile insurance, which is also compulsory in most countries. But, quite correctly on 
efficiency grounds, compulsion is limited to insurance to cover the damage I might 
inflict on others. I can choose whether to take out insurance to cover damage to my own 
car or person. 

2.2. Efficiency 2: Public provision 

To continue the analogy, the state makes car insurance compulsory, but does not sup­
ply insurance itself. Why, then, does it provide national insurance? This question brings 
us back to the discussion in Chapter 5, Section 4.1, of the circumstances in which 
private-insurance markets are efficient. The end of this section considers the demand 
conditions. However, it is useful to look first at the supply conditions: the relevant prob­
ability must be independent across individuals, less than one, known or estimable, 
known equally to all parties (i.e. no adverse selection), and exogenous (i.e. no moral 

1 This psychic cost would not arise if members of society had different utility functions—another manifestation of 
the impossibility of a Paretian liberal (see Chapter 3, Section 3.1). 

2 See, in ascending order of completeness, the Glossary, the Appendix to Chapter 4, para. 15, and/or Chapter 4, 
Section 3.2. 
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hazard). Efficiency arguments about the appropriateness of public provision hinge on 
whether these five assumptions hold for the risks covered by national insurance. 

UNEMPLOYMENT INSURANCE. We need to consider separately each of the assumptions discussed 
in Chapter 5, Section 3. 

1. Whether individual probabilities of becoming or remaining unemployed are 
independent is a matter of high controversy. Simple Keynesian theory suggests that 
unemployment reduces demand and contributes to further unemployment, thus mak­
ing unemployment a common risk. Those who believe in a natural rate of unemploy­
ment deny this conclusion except in the short run. Individual probabilities may be 
partly correlated, though this problem alone is unlikely to make private insurance 
impossible. 

2. The overall probability of being unemployed is less than one, though for some sec­
tors of the labour force, such as unskilled young people, it may be too high for private 
insurance to be viable. Individuals returning to the labour force after a long break in employ­
ment, and unemployed school-leavers cause additional problems. 

3. The average probability of being unemployed is well known—it is simply the 
aggregate unemployment rate. There is also considerable knowledge of the probability 
of unemployment for subgroups of the labour force. 

4. Adverse selection: a private insurance company could in principle ask about an 
applicant's previous employment record. This is not a complete solution, however: the 
process is costly; verification is not always possible; and not everyone has a past employ­
ment record. 

5. Much the greatest problem with private unemployment insurance is moral haz­
ard. The insured individual may be able to influence, first, the probability of entering 
unemployment by bringing about his own redundancy ('I'll work for you this week 
for nothing if you'll then make me redundant'). Secondly, and of greater importance, 
he can influence the probability of leaving unemployment—that is, the duration of 
unemployment. 

A key question is how costly (financial and psychic) it is for an individual to remain 
unemployed. Since psychic costs are unobservable, it is not possible to distinguish two 
cases: 

• The psychic cost to the individual is high (case 1 in Chapter 5, Section 3.2), and unem­
ployment is caused by a lack of jobs. 

• The cost is low (case 3), and the individual remains unemployed to some extent by 
choice. 

The first is an insurable risk; the second is not—the insurer is imperfectly informed and, 
as discussed shortly, the problem is worse for unemployment than for most other risks. 

As we shall see (Section 3.1), the relationship between the level of benefits and the level 
and duration of unemployment is hotly disputed. It should be noted, however, that to 
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say that individuals with insurance devote more time to job search is not necessarily to 
imply inefficiency. In principle, the efficient duration of unemployment for the zth 
individual, x„ is that period which he would rationally choose if he had to finance his unem­
ployment from accumulated savings or by borrowing in a perfect capital market. 
Inefficiency arises when an individual chooses to be unemployed for longer than x{ 

because insurance has reduced the marginal cost to him of so doing. It was for this rea­
son that Beveridge insisted on full employment, because 'the only satisfactory test of unem­
ployment is an offer of work' (Beveridge Report 1942:163). 

We saw in Chapter 5, Section 3.1 that an actuarial premium is calculated as 

7r, = (l + a)p;L (8.1) 

where p, is the probability of the ith individual becoming or remaining unemployed, 
L is the unemployment benefit, and (1 + a) is the loading to cover the insurance com­
pany's administrative costs and normal profit. Moral hazard of the sort described above 
means thatp, can be manipulated by the insured individual, making it impossible for the 
insurance company to calculate a premium. 

The theory is borne out by empirical evidence. There are no private policies I can buy 
to top up the (low, flat-rate) UK state unemployment benefit (the analogue for sick pay 
appears regularly in my junk mail). Nor, for such white-collar schemes, is it possible to 
argue that private schemes have been driven out by the existence of a state scheme. It is 
true that unemployment benefit in Sweden is organized by trade unions (Bjorklund and 
Holmlund 1989); but the system (a) is heavily regulated, and is buttressed (b) by a com­
plementary public insurance scheme and (c) by income-tested unemployment assistance. 

A second source of support for the impossibility of general private unemployment insur­
ance arises from an attempt by Beenstock and Brasse (1986) to show the opposite. They 
discuss mortgage protection policies, offered inter alia in the UK and the USA, which 
make mortgage repayments during unemployment. Such policies have three salient 
characteristics. They are open, by and large, only to the best risks: owner-occupiers tend 
to be in more secure jobs, and so have a lower-than-average probability of entering 
unemployment; they are also more mobile (since owner-occupiers are generally less 
affected than renters by housing market rigidities), increasing the probability of leaving 
unemployment. Secondly, such policies can typically be started only at the time the 
mortgage is taken out, on the grounds that few people will seek to buy a house if they 
know their job is at risk; this reduces adverse selection. Thirdly, owner-occupiers tend 
to have higher-than-average earnings, and so face lower replacement rates, thus mini­
mizing moral hazard. Mortgage protection policies are therefore limited to the best 
risks, impose restrictions which minimize adverse selection, and sidestep the worst 
problems of moral hazard. Such policies are genuinely private insurance, but they offer 
no basis whatever on which to generalize. A careful study by Burchardt and Hills (1997: 
ch. 4) reaches the same conclusion. 

Thus unemployment is not a risk which accords well with the model of actuarial 
insurance. First, as discussed in Chapter 5, Section 4.2 (see also Atkinson 1995a: ch. 11), 
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the risk itself is a social construct arising out of the nature of employment in industrial 
labour markets. Secondly, the probability is to some extent endogenous to the individ­
ual. Thus it is not surprising that earlier schemes under the 1911 National Insurance Act 
and during the 1920s ran into trouble (Chapter 2, Sections 2.2 and 3.2). The theoretical 
conclusion, supported by empirical evidence, is twofold: 

• If income support is to exist for the unemployed, it will have to be publicly pro­
vided. This outcome can be supported on efficiency grounds because of informa­
tion problems in insurance markets, of which problems no mention is made in 
Hayek's (1960: ch. 19) attack on publicly provided benefits. The libertarian 
predilection for private markets and voluntarism in this instance is untenable. 

• The resulting institutions do not look actuarial. The argument in Chapter 5, 
Section 4.2, suggests that no other result is possible. 

SICK-PAY INSURANCE. Asking the same questions about sick-pay insurance,3 the individual 
probabilities of absence from work because of ill health are unrelated, except during a 
major epidemic (i.e. the likelihood of my missing work for health reasons is independ­
ent of your state of health). Except for the chronically ill, the probability of absence is 
less than one, and can be estimated. There is no major problem of adverse selection, since 
a private insurance company can ask about an applicant's previous health and absentee­
ism. Nor is there a serious problem of moral hazard. The probability of missing work is 
broadly exogenous, since making oneself genuinely ill is costly, and pretended illness can, 
at least up to a point, be policed by requiring claimants to provide a doctor's certificate. 

Thus there is no substantial technical difficulty with private sick-pay insurance, and 
such institutions exist in many countries. The only efficiency justification for public 
provision is through a two-step argument: 

1. There are economies of scale to be derived from running unemployment and sick-
pay insurance jointly, not least because it is administratively cheaper to collect 
both contributions simultaneously. 

2. Unemployment benefits must be publicly provided for technical reasons. 

Given 2, it follows from 1 that administrative savings arise from running a public sick-
pay scheme alongside unemployment insurance. This argument, though valid, is not 
overriding. 

THE SMALLER NATIONAL-INSURANCE BENEFITS. Voluntary maternity insurance may face problems 
of adverse selection (i.e. only women intending to become pregnant would insure), 
making private supply impossible. However, as we saw in Chapter 5, Section 4.1, com­
pulsion can sidestep the problem. Thus, if maternity insurance is compulsory, it would 
not necessarily have to be publicly provided. 

3 Discussion here is concerned with income replacement during health-related absence from work, not with insur­
ance against the cost of medical treatment, which is discussed in Chapter 12. 
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Similar arguments apply to the guardian's allowance, which is payable when one or 
both parents are dead, and also to increases for dependants more generally. What we are 
talking about here is a form of life insurance, with which the private market is well able 
to cope. If private insurance is feasible for the individual, it is also feasible for her depen­
dants (e.g. we saw in Chapter 5, Section 2.3, how an annuity can cover a spouse). 

In the case of industrial injury insurance, again, there is no strong efficiency argument 
for public provision. The probability of injury is independent across individuals, less than 
one, and can be estimated. Nor do serious problems arise with adverse selection or 
moral hazard (for instance, it would not generally pay an individual deliberately to 
injure himself). It is true that some occupations are riskier than others, but this simply 
means that private insurance would require higher premiums for riskier occupations. 

In all these cases, there is an overwhelming case for compulsion but not for public pro­
vision. Counter-arguments to the latter position are that there might be administrative 
economies if all social benefits were organized together; and there might be administrative 
difficulties in enforcing compulsion if supply were private. The issue of public versus 
private pensions is deferred to Chapter 9, Section 3.1 

DEMAND-SIDE CONDITIONS. Alongside these supply-side considerations, it is necessary also to 
consider the demand side. Here, the central question is whether purchasers of insurance 
against income loss due to unemployment, ill health, or old age are well informed. With 
short-term policies (i.e. this year's premium pays for this year's potential benefit), indi­
viduals can acquire information about different policies, as currently with car insurance, 
perhaps with the advice of an insurance broker. There is a case for regulation of stan­
dards, but not for public provision. As discussed in Chapter 5, Section 4.1, the situation 
may be different for complex long-run policies, for example pensions or long-term care 
in old age (Burchardt and Hills, 1997). Where information problems are serious, the bene­
fits from competition are diminished and may largely disappear. 

Two other arguments have been put forward at various times to explain or justify pub­
lic provision of national insurance. Marxists argue (Chapter 3, Section 5.3) that such insti­
tutions are a form of social control, whose main aim is to prevent social unrest. This 
argument may explain the existence of national insurance, but it does not necessarily 
justify it. In particular, it does not establish why we have publicly organized social 
insurance rather than, say, non-contributory benefits. It also used to be argued, along 
Keynesian lines, that national insurance generally, and unemployment benefit in par­
ticular, is a built-in stabilizer. But asserting that this might be a consequence (albeit a 
beneficial one), again, does not necessarily justify national insurance. 

2.3. Social justice 

What are the equity arguments for publicly provided insurance? Horizontal equity is con­
cerned with such goals as minimum standards for certain commodities and/or equal access 
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to them. It was argued in Chapter 4, Section 4.3, that these occur automatically where 
the assumptions of perfect information and equal power hold. Thus the demand-side 
conditions, just discussed in the context of efficiency, are also relevant here. Where 
consumers are well informed there is no case for intervention on horizontal equity 
grounds; where they are badly informed, the case for publicly organized insurance can 
be argued on both efficiency and equity grounds. 

Similar arguments apply to the equal-power assumption. Where insurance markets 
are competitive, what matters is not whether individuals have more or less power, but 
whether they are able to pay an actuarial premium. In the case of car insurance, premi­
ums are generally related to age and previous driving record, but there is no evidence of 
a systematic relationship between premiums and social class. Similarly, there is no rea­
son to expect substantial discrimination with unemployment and sick-pay insurance. 
This argument is less strong, however, with complex, long-term policies, for which it can 
be argued that more articulate people will be better placed to ask assertive questions about 
the degree of cover offered. 

Vertical equity concerns redistribution from rich to poor. The standard argument, that 
'the state must provide insurance, because otherwise the poor would not be able to 
afford adequate cover' is false (Section 1.1). A somewhat more subtle variant is that 
actuarial insurance cannot redistribute from rich to poor, only from 'lucky' to 'unlucky', 
and therefore insurance should be publicly provided to redistribute income. Again, 
the key argument in Chapter 4, Section 7.2, suggests that, without efficiency reasons for 
provision, distributive goals should be pursued through income transfers except, pos­
sibly, where there are consumption externalities (Chapter 4, Section 4.2). In the presence 
of consumption externalities, the rich may want the poor to consume insurance, and so 
impose it as a merit good; and the poor may feel less stigmatized by receiving'insurance 
benefit' than 'welfare'. Both reasons offer an explanation (though not necessarily a 
justification) of public provision for reasons of vertical equity. 

Finally, it can be argued (Chapters 4, Section 7.2, and Chapter 5, Section 4.1) that, if 
there are efficiency grounds for making membership of national insurance compulsory, 
it is not inappropriate to finance the scheme so as to redistribute from rich to poor. We 
return to this issue in the next section. 

3. Assessment of the national insurance system 

3.1. Efficiency and incentives 

ARGUMENTS OF PRINCIPLE 

This part of the chapter briefly assesses the UK system in the light of earlier theoret­
ical argument (for fuller discussion of the UK, the USA, and other countries, see the 
Further Reading). The major issues are empirical, but we start with a number of issues 
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of principle: should national insurance be national (i.e. publicly provided); does the state 
provide the optimal quantity of insurance; and are the resulting institutions insurance? 

SHOULD IT BE NATIONAL? The efficiency arguments rest on externalities, justifying compul­
sion, and technical (mainly information) failures on the supply side of the insurance 
market and, for longer-term policies, also on the demand side, justifying provision of the 
major benefits, though with a somewhat weaker argument for sick pay than for the other 
schemes. If we ignore consumption externalities, the main equity arguments are (a) 
that the poor may feel less stigmatized by insurance, and (b) that, if insurance is pub­
licly provided for efficiency reasons, it can then be used as a redistributive device. These 
arguments are compelling. Some areas could, indeed, be returned to the private sector, 
as considered for short-term sick pay (Prest 1983). However, unemployment is an 
uninsurable risk and, as argued in Chapter 9, so is unanticipated inflation, with major 
efficiency implications for public involvement with pensions. Since spending on elder­
ly people and unemployed people makes up over half of all income transfers (UK DSS 
1997 e: table 5), if we ask'Should national insurance be national?' the short answer is yes. 

DOES THE STATE PROVIDE THE OPTIMUM QUANTITY OF INSURANCE? Where insurance is compulsory 
and publicly provided, inefficiency arises if the state, through misperception of individual 
preferences, constructs a larger or smaller than optimal scheme. In a first-best world, the 
ith individual (assumed rational and risk-averse) will choose to insure against a loss I, 
for which she pays the actuarial premium shown in equation (8.1). All AT individuals make 
this utility-maximizing decision, resulting in a vector of optimal insurance purchases 

( I „ I 2 , . . . , I N ) . (8.2) 

The L, vary across individuals depending inter alia on their risk aversion. 
Will national insurance offer these optimal quantities? The answer must be no, 

because the insurance offered is a sort of average which does not cater for differences in 
individual tastes. However, national insurance is less inefficient than the free market out­
come, not least because risks like unemployment are uninsurable; and individuals can 
buy additional insurance against risks such as sickness and disability. 

A separate issue is whether there are missing benefits. The case of long-term residen­
tial care insurance is discussed in Chapter 9, Section 3.1. 

is IT INSURANCE? On the face of it, national insurance does not look much like insurance, 
for at least four reasons. 

1. Contributions are not related to individual risk. In the scheme envisaged by 
Beveridge, contributions were geared to the average risk, as shown in equation (5.16), 
and adverse selection avoided by making membership compulsory. This principle 
was violated because retirement pensions from 1946 onwards were not actuarial (see 
Chapter 9); because from 1975 contributions by the employed (Class 1) and self-
employed (Class 4) were related not to average risk but to the contributor's income; and 

195 



Cash benefits 

because of the existence of credits for the unemployed, and for parents who stay at 
home to look after young children or a disabled person. 

2. Entitlement to benefit does not depend only on the occurrence of the insured 
event. Benefits (but not contributions) are higher where the contributor has depen­
dants; contributions and benefits taken together are redistributive from rich to poor; and 
until 1989 pensions in the first five years after normal retirement age were subject to an 
earnings test (i.e. the pension was rapidly withdrawn for individuals with more than 
small earnings). In other countries, additional restrictions maybe imposed—for example, 
'workfare' in various American states requires recipients of unemployment and related 
benefits to undertake work or training. 

3. The scheme is not financed on actuarial lines. As discussed in Chapter 9, state pen­
sions, unlike most private schemes, generally make no provision for future liabilities. 

4. The contract is not fully specified, in that the risks covered can change over time. 
Some people view this as a disadvantage, since the state can renege on past promises. On 
the other hand, it is an advantage because (as discussed in Chapter 5, Section 4.2) it enables 
the state to respond to unforeseen risks. Social insurance, unlike private insurance, thus 
offers protection not only against risk but also against uncertainty. 

The conclusion is that national insurance is insurance in the sense that it offers pro­
tection against risk (see Gruber 1997), but not insurance in which premiums bear an actu­
arial relationship to individual risk. In the sense discussed in Chapter 5, Section 4.2, the 
mechanism is social insurance rather than actuarial insurance. For the reasons given in 
Section 2.2, no other result is possible. 

It is important to be clear that social insurance does not have to be redistributive 
from rich to poor. Its precise form will depend on the objectives of policy. It is perfectly 
possible to have social-insurance arrangements which closely mimic actuarial arrange­
ments (e.g. the original Beveridge scheme, or a scheme in which both contributions and 
benefits are strictly proportional to individual earnings). Over the years there has been 
much confusion about the purposes of social insurance. There are good reasons for 
thinking of it both as a technical instrument for dealing with market failure and as a redis­
tributive device. But the two cases are argued on very different grounds and should be 
carefully distinguished. 

INCENTIVE ISSUES 

In discussing the incentive effects of social insurance two questions dominate: is the 
system itself a contributory cause of unemployment; and does it reduce the rate of 
saving and capital accumulation (the latter issue being particularly relevant in the case 
of pensions)? 

ARE UNEMPLOYMENT BENEFITS A CONTRIBUTORY CAUSE OF UNEMPLOYMENT? T h e d iscuss ion o f m o r a l 

hazard in Section 2.2 has already hinted at this issue. With a high replacement rate (i.e. 
the ratio of income when unemployed to post-tax-and-transfer income in work) the low 
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paid may be little worse off (and in the short run perhaps better off) out of work. It is 
estimated (UK DSS 1997e: fig. 32) that about 510,000 workers face replacement rates of 
70 per cent and over, creating an 'unemployment trap' whereby an unemployed person 
has little financial incentive to seek work (this should be contrasted with the 'poverty trap' 
(Chapter 10, Section 3.2), under which an individual doing at least some work is given 
no incentive to work longer hours). 

The logic of the disincentive argument is appealingly straightforward. Simple the­
ory suggests that higher replacement rates tend to reduce work effort which is finan­
cially motivated, an argument which informed policy throughout the 1980s and later. 
'When increases in benefits narrow the gap between in-work and out-of-work incomes, 
work becomes less attractive; the effect is to encourage dependency' (UK DSS 1997:52). 

The quantitative literature is large, complex, and controversial (see Atkinson 1987a 
for a survey). Early studies used aggregate time-series data (Maki and Spindler 1975 for 
the UK; Grubel and Maki 1976 for the USA), and found that benefits exerted a substan­
tial upward effect on the level of unemployment. The advantage of the time-series 
approach is its apparent ability to analyse the effects of a policy change. But in practice 
it is difficult to separate these effects from other influences on unemployment, not least 
because aggregate data necessitate such devices as representative individuals, replacement 
rates based on average benefit levels and average tax rates, and so on, which obscure most 
of the variation between individuals. 

Cross-section data have the great advantage of being a much richer source of infor­
mation on the large differences between individuals, making it possible to estimate the 
determinants of unemployment with greater precision than the aggregate data allow. The 
general conclusion of the cross-section studies (see the Further Reading) is that, though 
the duration of unemployment may be slightly longer at higher replacement rates, the 
magnitude of the effect is not large. 

This consensus, however, conceals a rich collection of difficulties, both of principle 
and of measurement. The major methodological problem with cross-section analysis is 
its attempt to extrapolate from individual behaviour to the aggregate economy, a pro­
cedure which is valid only where individual responses are not interdependent. Suppose 
that as someone with a high replacement rate I am choosy about accepting a new job. If 
everyone else's behaviour is independent of mine, this will increase unemployment. 
But, if behaviour is interdependent, my choosiness simply means that someone else will 
take the job I have rejected. In this case the replacement rate determines who is unem­
ployed, but not total unemployment. Cross-section analysis does not enable us to dis­
tinguish the two cases. 

The treatment of benefits also raises substantial problems. Institutional complexities, 
in particular the interaction of the tax and benefit systems, make it difficult to estimate 
benefits accurately. One approach is to estimate the individual's potential entitlement; 
the difficulty here is that the sample may not contain sufficient information (e.g. past 
contribution records) to make this procedure accurate. Alternatively, it is possible to use 
actual benefit receipts. This avoids complexity, but causes statistical difficulties where un­
observed individual characteristics influence both the level of benefit and the probability 
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of accepting a particular job offer; for example, if I am lazy (unobserved) I may have a 
poor employment record and consequently receive less benefit and be less keen to 
accept a new job. In view of these difficulties it is not surprising that the precision of the 
estimates (as measured, for instance, by the statistical significance of estimated 
coefficients) is often low even by cross-section standards. 

A second wave of work (Atkinson and Micklewright 1991; Layard et al. 1991; 
Atkinson 1995a: ch. 10) emphasizes cross-country data, making it possible to include 
institutional differences as explanations of why unemployment was more persistent 
over the 1980s in most European countries than in the USA and Japan. Particular 
emphasis is placed on three aspects of the labour market. First are aspects of the benefit 
structure additional to the replacement rate, such as the maximum duration of benefit, 
qualification conditions for benefit, the proportion of the unemployed receiving bene­
fit, and the stringency with which the 'actively-seeking-work' condition is enforced. 
Secondly there are active labour-market policies, such as placement and counselling 
services, training and job creation.4 Thirdly there is the structure of the labour mar­
ket, including the power of trade unions and the extent of centralized wage-bargaining. 
The conclusion is that, though the replacement rate has an effect, labour supply is influ­
enced more by other aspects of the benefit structure, in particular the maximum 
duration for which benefit can be received. 

The general conclusion, which applies equally to cross-section and time-series stud­
ies, is that they lack robustness with respect to the definition of variables, the choice of 
sample and time period, and the specification of the estimated equation. The simpli­
city of the original argument disappears the deeper one digs—and the more we learn, 
the greater the complications of which we are made aware. In short, the hypothesis that 
unemployment benefits exert a substantial upward effect on the level of unemploy­
ment receives little empirical support. 

Policy, however, continues to be based on the assumption that unemployment 
benefits have significant incentive effects. Atkinson and Micklewright (1989) list thirty-
eight changes during the 1980s to UK benefits for the unemployed, the great bulk of them 
making benefits less generous. As Atkinson (1995a: 179-80) later summarized the period 
from 1979 onwards: 

Insurance benefits [have] been eroded by. . . the tightening of the contribution conditions 
[and] the extension of the disqualification period . . . their value has been reduced by the taxa­
tion of benefits: and the abandonment of statutory indexation has made the position of recip­
ients insecure. These measures add up to a substantial reduction in the amount and extent of National 
Insurance benefit paid to the unemployed. 

DISABILITY BENEFITS AND LABOUR SUPPLY. Spending on health-related cash benefits rose sharply, 
by 1996/7, absorbing 18 per cent of total benefit spending (Table 7.5). To the extent that 
this is a manifestion of more generous benefits, it can be argued that disability benefits 

4 See Flanagan (1987) for an account of Swedish policy and Fretwell and Jackman (1994) for discussion of Western 
experience and its application to Central and Eastern Europe. 
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reduce labour supply. It is, however, possible to argue the reverse: recipients of disabil­
ity benefit rose as unemployment increased; taken literally, this means that disability 
benefit is not a cause of unemployment, but a consequence. Both theories are almost 
certainly too simple (see Disney and Webb 1991); the problem of causation remains 
unsolved. 

OTHER INCENTIVE EFFECTS. Pensions and labour supply may also be related if pensions 
induce early retirement. It is also argued that publicly provided pensions financed out 
of tax revenues may reduce savings, capital accumulation, and economic growth. Both 
sets of issues are discussed in Chapter 9, Section 5 (see also the Further Reading to 
Chapter 9). 

3.2. Equity issues 

HORIZONTAL EQUITY. It can be argued that national insurance gives everyone equal access to 
income support. One of the major themes of the Beveridge Report was that national insur­
ance should be comprehensive, unified, and compulsory. This aim has been achieved in 
that there is no evidence of discrimination in the payment of benefits, nor of substan­
tial maladministration. 

However, not all groups receive equal coverage, despite Beveridge's intention to the 
contrary. Fifty years ago most single-parent families resulted from widowhood, which 
therefore received extensive coverage, especially where there were young children. It is 
argued that this group (which today comprises only one in six single-parent families in 
the UK) is treated generously relative to families separated by other causes, such as 
divorce. The difficulty (and the prominence of the latter group among the poor) arises 
largely because benefits are conditioned on cause (e.g. widowhood) rather than outcome 
(i.e. being a single parent). 

Disability benefits have also been criticized. Again, individuals facing similar prob­
lems do not necessarily receive similar benefits. Under plausible assumptions a single man 
could in the past receive twice as much if 100 per cent disabled in an industrial accident 
as with identical disabilities from a non-industrial cause (Hemming 1984:119). The intro­
duction of incapacity benefit has gone some way to addressing the worst problems. 

There is also criticism that the relative treatment of men and women can be 
inequitable: some benefits of particular relevance to women (e.g. the universal mater­
nity grant) have been withdrawn, others (child benefit, one-parent benefit, free school 
meals, and the state earnings-related pension) have become less generous; and childcare 
costs cannot be offset against earnings for income support (see Oppenheim and Harker 
1996: ch. 5, and the Further Reading, and, for institutional detail, Tolley 1996). 

VERTICAL EQUITY. How redistributive is national insurance? The major difficulties include 
conceptual problems (Chapter 7, Section 4) and many of the measurement problems dis­
cussed in Chapter 6. A definitive answer requires general equilibrium analysis of the joint 
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incidence of contributions and benefits. No such work exists, so we must be content with 
more rough-and-ready answers. National-insurance contributions for most people 
rise disproportionately with income for all except the highest earners (Table 7.3). The 
state pension is redistributive from rich to poor (Chapter 9, Section 5.2). Unemploy­
ment compensation is also redistributive, since people with lower incomes pay smaller 
contributions, generally for fewer weeks, and receive benefit more frequently than 
someone with a higher income. The various incapacity benefits are redistributive to the 
extent that claims are more common among the lower paid. The combined effect of 
all cash benefits in 1995/6 was to reduce the Gini coefficient by about 16 per cent (UK 
Office for National Statistics 1997: table C). 

Another aspect is whether benefits are pitched at the right level. This raises two fur­
ther questions. First, and largely an efficiency matter, is whether the level of benefit is that 
which would have been chosen voluntarily by a hypothetically well-informed, rational 
individual. This is the issue, discussed earlier, of whether national insurance provides the 
optimal quantity of insurance. Secondly, are the insurance benefits high enough to keep 
people out of poverty? If we use the level of income support as the yardstick of poverty, 
it can be argued that the main national-insurance benefits, which are generally below 
the income-support level, are too low. We return to the subject in Chapter 10, Section 
3.1. 

FURTHER READING 

A compendious and up-to-date account of institutions (including legal sources) is published annu­
ally by Tolley (1996). For institutions worldwide, see US Department of Health and Human 
Services (1997) (also available at http://www.ssa.gov/statistics/ssptw97.html). 

On the theory of insurance, see the Further Reading at the end of Chapter 5. The application 
to social insurance is discussed by Stiglitz (1988: ch. 13). Barr (1992) applies the arguments in 
this chapter in a survey often OECD countries. 

On policy in the UK, see Hills (1997), Atkinson (1995a: chs. 9, 10, 11), and Martin Evans 
(1998), and, for contrasting perspectives, Commission on Social Justice (1994: 221-45) and 
Brittan (1995: ch. 11). Baldwin and Falkingham (1994) discuss the ways in which the original 
Beveridge model no longer conforms with social conditions. Burchardt and Hills (1997) analyse 
private mortgage protection insurance and insurance covering long-term residential care. On pol­
icy in the USA, see Burtless (1987), Card and Freeman (1993), and Myles (1996); in Scandinavia, 
Stephens (1996); and in Australia and New Zealand, Castles (1996). On problems and policies in 
the reforming former Communist countries, see Barr (1994b) and World Bank (1996: ch. 4). 

On the economics of labour supply, see Ehrenberg and Smith (1994: ch. 6) and Elliott (1990: 
chs. 2,3) for textbook discussion, and, for surveys, Ashenfelter and Layard (1986), Heckman (1993), 
and Bean (1994). For broader discussion of unemployment, see Layard et a\. (1991); see also Gordon 
(1997), Stiglitz (1997), and other papers in the symposium in the same issue of the journal of 
Economic Perspectives. 

Taxation and labour supply are discussed by Stiglitz (1988: ch. 19) and, more formally, by 
Atkinson and Stiglitz (1980: lecture 2); for surveys, see Blundell (1992,1995). 
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Incentive issues more broadly are surveyed by Atkinson ( 1987A), Atkinson and Micklewright 
(1991), Layard etal. (1991: ch. 5), and Atkinson and Mogenson (1993). For cogent discussion of 
the unemployment and poverty traps, see Parker (1995). For a useful tour d'horizon, see the 
American Economic Association symposium papers by Gramlich (1989), Kotlikoff (1989a), 
and Summers (1989). Disney and Webb (1991) discuss the sharp rise in recipients of disability 
benefit. See the Further Reading to Chapter 9 for references on the incentive effects of pensions. 

For a (somewhat depressing) account of the difficulties of reforming the system even in a rel­
atively minor way, see Prest (1983). 

On the distributional impact of national insurance, see Martin Evans (1998) and the Further 
Reading at the end of Chapter 6, and, for discussion of gender aspects, Sainsbury (1994), 
Oppenheim and Harker (1996: ch. 5), Anne Phillips (1997), and Sutherland (1997). 
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CHAPTER 9 

Contributory benefits 2: 
Retirement pensions 

'You are old, Father William,' the young man said, 
'And your pension has almost run out; 
And yet you insist that funding is safe 
It's no wonder you're all up the spout.' 

'In my youth', Father William replied to his son, 
'They told me my savings would grow; 
But, now that I'm perfectly sure I have none, 
I'd prefer you to Pay as I Go.' 

(With apologies to Lewis Carroll) 

1. Introduction and institutions 

Pensions contribute to many of the objectives in Chapter 1, Section 2.2. Retirement 
pensions enable individuals to redistribute to themselves over the life cycle, and thus con­
tribute to income smoothing. Invalidity and widows' pensions contribute to the insur­
ance objective. Pensions also contribute to the relief of poverty, particularly long-term 
poverty, and may also contribute to vertical redistribution. Like other social-insurance 
benefits, they may also contribute to social solidarity. The relative terms on which men 
and women receive pensions (e.g. whether there is a common retirement age) raise 
important issues of horizontal equity. 

The questions which arise broadly parallel those of Chapter 8. Section 2 discusses 
different methods of organizing pensions, and their pros and cons. The efficiency and 
equity arguments for state intervention, and the effects of different types of interven­
tion, are analysed in Sections 3 and 4. National-insurance pensions and related benefits 
are assessed in Section 5. 

9. Retirement pensions 

THE 1975 SOCIAL SECURITY PENSIONS ACT (UK DHSS 1974) was one of the most important 
pieces of social-security legislation since the National Insurance Act 1946 (Chapter 2, 
Section 5), and, as subsequently amended, is the basis of the arrangements described here 
(for details, see Tolley 1996: ch. 20). 

The contributions side was discussed in Chapter 7, Section 2.1. To qualify for a full 
pension, an individual must generally have contributed to the current (i.e. post-1975) 
scheme for at least twenty years, and to the current scheme or its predecessor (i.e. the 1948 
scheme) for at least forty-four years (men) or fortyyears (women). Where this require­
ment is not met, pension is awarded on a sliding scale. Home-responsibilities protection 
ensures that years spent by a parent at home looking after children or a disabled depen­
dant will not usually result in loss of pension. Thus a woman who drops out of the 
labour force for fifteen years to look after children has to work for only twenty-five years 
(i.e. 40-15) to qualify for a full pension. 

On the benefits side, the major provisions of the 1975 Act may be summarized as fol­
lows, noting subsequent amendments, and in particular a number of important 
changes (motivated by cost containment) which are to be phased in for people retiring 
after 2000. 5 

1. The weekly pension comprises the flat-rate basic component and the earnings-
related component, also referred to as the state earnings-related pension scheme 
(SERPS). 

2. The basic component for a single person is about one-fifth of national average earn­
ings. The lower earnings limit (Chapter 7, Section 2.1) for national-insurance contributions 
is set at the level of the basic pension.1 

3. For people retiring before 2000, the earnings-related component for someone 
with a full contributions record is calculated as 25 pence of pension per pound of pen­
sionable earnings between the lower and upper earnings limits. The figure of 25 pence 
per pound will thereafter decline gradually to 20 per cent for people retiring in or after 
2010. & 

4. The pension is based on the individual's best twenty years, thus improving pen­
sions by omitting years in which earnings were low. For people retiring after 2000, the 
calculation will be based on the individual's entire contribution record. 

5. The same pension formula applies to men and women. Pensionable age is 65 for 
men and 60 for women. An increase in women's pensionable age will be phased in from 
2010, leading to a common pensionable age of 65 by 2020.2 

6. For someone retiring before 2000, each year of contribution entitles him to earnings-
related pension equal to 1.25 per cent of the excess of earnings (or the ceiling, whichever 

1 The actual calculations are done on an annual basis, but achieve the same effect as the (simpler) weekly description 
in the text. r 

J Under the reforms, the key date is 6 April 1950. For women born before that, pensionable age will continue to be 60 
Pensionable age for a woman born on 6 May 1950 (i.e. one month after the key date) would be 60 years and one month 
for a woman born of 6 June 1950,60 years and two months, and so on. Thus for women born on or after 6 April 1955 
pensionable age will be 65 (see Tolley 1996: app. 20A). 
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is the lower) over the lower earnings limit. Thus, someone with 20 contribution years 
receives an earnings-related pension of 25 per cent (i.e. 20 x 1.25 per cent) of the rele­
vant earnings, in addition to the flat-rate pension. For someone retiring after 2010 
(assuming for simplicity that forty years is a full contributions record), each year of 
contributions entitles him to an earnings-related pension of 0.5 per cent of the relevant 
earnings; thus someone who has contributed for forty years will receive an earnings-
related pension of 20 per cent (i.e. 40 x 0.5 per cent) of the relevant earnings. 

7. A man receives an increase in his pension if he is married unless his wife has a 
pension in her own right, in which case she receives the full pension to which she is 
entitled on the basis of her earnings. Where a couple has two contribution records, 
the surviving spouse receives the basic pension plus both earnings-related com­
ponents, up to the maximum which could have been earned by a single person. After 
2000, the surviving spouse will inherit only half of his or her partner's earnings-related 
pension. 

8. From 1975 the basic component was uprated broadly in line with earnings. Since 
the mid-1980s (an important change), mandatory uprating has reflected only price 
increases. The earnings-related component is protected in two ways. First, the earnings 
on which the pension is calculated are revalued each year in line with the general move­
ment of earnings, so that the earnings-related pension, when first awarded, reflects a per­
son's real earnings record. Secondly, the earnings-related component, once in payment, 
is uprated each year in line with price increases. 

9. The pensions of people who work beyond pensionable age are increased by 7.5 per 
cent (in real terms) for each year by which pension is deferred. 

10. Membership of the flat-rate scheme is compulsory. It is possible to contract 
out of the earnings-related component by belonging to a private scheme—either an 
occupational pension or a personal pension. Since 1995 (another important change), 
approved occupational and personal pensions must offer limited price indexation— 
that is, must index pensions for annual rates of inflation up to 5 per cent. The central 
topic of pensions in the face of inflation emerges repeatedly in subsequent discussion. 

Let us take a specific example of the scheme based on 1997 data. Suppose someone 
retires with a full contribution record, and with average earnings over his best twenty 
years of £300 per week. If he were single, he would receive a basic pension of £62.45 per 
week, plus one-quarter of the excess of his average earnings (£300) over the lower earn­
ings limit (£62). His earnings-related pension would therefore be £59.50 per week and 
the total pension £121.95. 

Many people receiving a national-insurance pension are also eligible for income sup­
port (Chapter 10, Section 1), including automatic entitlement to benefits like housing 
benefit. One of the main purposes of the 1975 scheme was to reduce the numbers 
receiving both retirement pension and means-tested social assistance. Despite improve­
ment since 1975, the problem remains: nearly 14 per cent of pensioners in 1995-6 also 
received income support (UK DSS 1997: table 7). 
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WIDOWHOOD. Provision for widows (and in restricted circumstances widowers) takes 
three forms (see Tolley 1996: ch. 11). Widowed mother's allowance, subject to contribu­
tion conditions, is payable to a widow with at least one child. Widow's pension is payable 
to a woman who is 45 or over when widowed or when widowed mother's allowance ends. 
Widows who qualify for neither benefit receive widows' payment, a tax-free, lump-sum 
payment (£1,000 in 1997/8). 

PRIVATE PENSION SCHEMES vary widely but are broadly of two sorts: occupational schemes, which 
are organized by employers and frequently offer pensions related to the worker's final 
salary, and personal pensions (see the Further Reading). Private pensions in industrial­
ized countries share some key features. Almost all are funded.3 They are supplemental, in 
that they replace only part of the state pension. They are constrained in two ways: indi­
vidual choice, particularly under occupational schemes, is generally limited; and the 
conduct of pension companies is regulated to protect consumers. Virtually all private 
pension schemes are subsidized through tax expenditures.4 Finally, though an increas­
ing number of schemes offer limited indexation, virtually none offers complete protec­
tion against inflation. 

The coverage of private pensions has grown substantially over the years. By 1991, half 
of all employees, including a growing number of women, belonged to an occupational 
scheme, 28 per cent had a personal pension, and 20 per cent belonged to the state 
earnings-related scheme (Dilnot etal. 1994: table 2.4). Employers can choose whether 
or not to offer occupational pensions in place of the state earnings-related scheme; and, 
where an occupational scheme exists, employees can choose whether to join or, in­
stead, to have their own personal pension, either run by a financial institution or, even 
more individually, self-managed. 

2. Methods of organizing pensions 

THE ECONOMICS OF PENSION SCHEMES can be confusing, because writers easily become 
bemused by its financial aspects (i.e. analysis of insurance companies' portfolios of 
financial assets). I shall try to simplify matters by concentrating on the essential economic 
issues (i.e. the production and consumption of goods and services). 

From an individual viewpoint, the economic function of pensions is to redistribute 
consumption over time. By contributing to a pension scheme, an individual consumes 
today less than she produces, so as to continue to consume when she has retired and is 
no longer producing. In principle, an individual can transfer consumption over time in 
two ways, and in only two ways: she can store current production; or she can acquire a 
claim to future production. 

3 i.e. pay benefits out of a previously accumulated fund, as explained in detail in Section 2. 
4 Tax expenditures (see Chapter 7, Section 1.1) for pensions were £13 billion in 1995 (Martin Evans 1998: table 7.14), 

close to 40% of spending on state pensions. 
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One way of ensuring future consumption is to set aside part of current production 
for future use—for example, by digging a hole in one's back garden and adding to its con­
tents each year tins of baked beans, shoelaces, and soap powder. Though this is the only 
way Robinson Crusoe could guarantee consumption in retirement, the method in 
practice has major inefficiencies. Storing current production is costly in terms of the poten­
tial return to savings forgone, and also because storage costs for many commodities are 
high. A second problem is uncertainty—for example, about what quantities to store, what 
new goods might become available, and how one's tastes might change. Thirdly, some 
services can be transferred over time by storing the physical wealth which generates 
them (e.g. it is possible to store housing services by being an owner-occupier); but it is 
not possible, even in principle, to store services deriving from human capital, medical 
services being a particularly important example. Organizing pensions by storing current 
production on a large scale is therefore a non-starter. 

The alternative is for individuals to exchange current production for a claim on 
future output. There are two broad ways in which I might do this: by saving part of my 
wages each week I could build up a pile of money which I would exchange for goods pro­
duced by younger people after my retirement; or I could obtain a promise that I would 
be given goods produced by others after my retirement. The promise could be from my 
son ('Don't worry, dad, I'll look after you when you're old'), or from government. The 
two most common ways of organizing pensions broadly parallel these two sorts of 
claim on future production. So-called funded schemes follow the first; Pay-As-You-Go 
(PAYG) or unfunded schemes the second.5 

FUNDED AND PAY-AS-YOU-GO SCHEMES. In a funded scheme (frequently organized in the pri­
vate sector by insurance companies), contributions are invested in financial assets, the 
return on which is credited to its members. When an individual retires, the pension 
fund will be holding all his past contributions, together with the interest and dividends 
earned on them. This usually amounts to a large lump sum which is converted into an 
annuity (Chapter 5, Section 2.3), i.e. a pension of £x per year. Funding, therefore, is sim­
ply a method of accumulating money, which is exchanged for goods at some later date. 
Most occupational schemes are of this type. 

Funded schemes take many forms, of which two in particular should be distin­
guished. Under a defined-contribution scheme, the contribution rate is fixed, so that a 
person's pension is determined only by the size of the lump sum accumulated during work­
ing life. As discussed in Chapter 5, Section 2.3, insurance protects the individual against 
the risks associated with longevity, but leaves her facing those associated with varying 
real rates of return to pension assets, including: 

5 There are other ways of organizing pensions. The so-called book method makes advance provision for pensions on 
the company's balance sheet in the same way as provision is made for other deferred liabilities (e.g. future tax payments). 
Money is not transferred out of the company (as with funded schemes) but is retained for use by the company. At the 
same time a reserve is set up in the balance sheet to reflect the estimated liability. In cash terms there is little difference 
between book reserving and Pay-As-You-Go. 
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• the risk that her pension portfolio will do better or worse, depending on (a) over­
all economic risk and (b) the potential for managerial slack; and 

• the risk that unanticipated inflation after retirement will exceed whatever indexa­
tion provisions the pension offers. 

Under a defined-benefit scheme, usually run at a firm or industry level, the firm 
promises to pay an annuity at retirement; the size of the annuity depends on the 
employee's wage in her final year (or final few years) of work and upon length of service 
(a typical formula is one-eightieth of final salary per year of service, up to a maximum 
of forty years). Thus the annuity is, in effect, wage indexed until retirement. The 
employee contribution is generally a fraction of her salary. Thus, the employer's contri­
bution becomes the endogenous variable. In a defined benefit scheme, it is the firm or 
industry which bears the risk in the face of unanticipated changes in the real rate of return 
to pension assets.6 

Occupational schemes can be either defined benefit or defined contribution (in the 
UK, they are mostly defined benefit—see Dilnot et a\. 1994: table 2.4); personal pensions 
are all defined contribution. Funded schemes of both sorts have two major implications: 
in principle they always have sufficient reserves to pay all outstanding financial liabil­
ities (since an individual's entitlement is simply his past contributions plus the interest 
earned on them); and a representative individual, or a generation as a whole, gets out of 
a funded scheme no more than he has put in—that is, with funding, a generation is con­
strained by its own past savings. Other implications emerge throughout the chapter. 

Pay-As-You-Go (PAYG) schemes are usually run by the state. They are contractarian 
in nature, based on the fact that the state has no need to accumulate funds in anticipa­
tion of future pension claims, but can tax the working population to pay the pensions 
of the retired generation. Almost all state pension schemes are PAYG. 

From an economic viewpoint, PAYG can be looked at in several ways. As an individ­
ual contributor, my claim to a pension is based on a promise from the state that, if I pay 
contributions now, I will be given a pension in the future. The terms of the promise are 
fairly precise; they were set out in some detail in Section 1. From an aggregate viewpoint, 
the state is simply raising taxes from one group of individuals and transferring the 
revenues thereby derived to another. State-run PAYG schemes, from this perspective, appear 
little different from explicit income transfers. 

The major implication of the PAYG system is that it relaxes the constraint that the benefits 
received by any generation must be matched by its own contributions. Samuelson 
(1958) showed that, with a PAYG scheme, it is possible in principle for every generation 
to receive more in pensions than it paid in contributions, provided that real income rises 
steadily; this is likely when there is technological progress and/or steady population 
growth. 

PRELIMINARY COMPARISON. PAYG schemes have important advantages. First, they minimize 
impediments to labour mobility, since pension entitlement depends on earnings and years 

6 For comparison of defined-benefit and defined-contribution schemes, see Bodie etal. (1988). 
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Table 9.1. Financing a Pay-As-You-Go pension scheme in the presence of inflation and growth 

Income, contributions, and real pensions 

1. Total income of workforce 
2. Price index 
3. Pension contribution rate 
4. Available for pensions 
5. Real value of pensions 

(=[row(4)/row(2)]x100) 

Period 1 

(1) 

£1,000 
100 
10% 
£100 
£100 

Period 2 
(Inflation) 

(2) 

£2,000 
200 
10% 
£200 
£100 

Period 2 
(Growth) 

(3) 

£2,000 
100 
10% 
£200 
£200 

of service but not on how many jobs a person has had. Secondly, full pension rights can 
be built up quickly, since pensions are paid not by one's own previous contributions, but 
by those of the current workforce. Thirdly, PAYG schemes are generally able to protect 
pensions in payment against inflation and, fourthly, they can generally increase the real 
value of pensions in line with economic growth. Table 9.1 illustrates the latter two 
points. In period 1 the total income of the workforce is £1,000, so that a contribution 
rate of 10 per cent yields £100. Suppose by period 2 prices and earnings have risen by 
100 per cent (column 2). A contribution of 10 per cent now yields £200, which has a 
purchasing power of £100 at the old price level, and so maintains the real value of pen­
sions in the face of inflation. Alternatively, suppose (column 3) that economic growth 
raises earnings to £2,000, while prices stay at their original level. In this case the 10 per 
cent contribution rate has a real yield of £200, and so it is possible to double the real value 
of pensions. 

Against these undoubted advantages must be offset the major problem that PAYG is 
sensitive to any change in the age structure of the population which reduces the work­
force relative to the number of dependants. The crucial variable is the so-called depend­
ency ratio, 

- (9.1) 
W 

where P is the number of pensioners and W the number of workers. Influences like 
increased longevity raise the number of pensioners, and longer education reduces the 
size of the workforce. Lowering the retirement age simultaneously reduces the workforce 
and increases the number of pensioners. Finally, as we shall see, any large 'bulge' in the 
birth rate can cause serious difficulties. 

Another claimed disadvantage of PAYG finance is that it makes pensioners dependent 
on the future workforce. This is true. But, as we shall see in Section 3.2, the same is true 
of funded schemes. In both cases pensioners are dependent on future generations, since 
both schemes build pensions round claims on future production rather than by storing 
current production. 
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The disadvantages of funded schemes tend to mirror the advantages of PAYG. The benefit 
formula of occupational schemes favours long-serving workers. This is a deliberate fea­
ture of such schemes (see Hannah 1986) to encourage loyalty and help management of 
internal labour markets, but it has the effect of impeding labour mobility. Secondly, it 
takes a long time to build up full pension rights, because it takes an individual many years 
to build up a lump sum sufficiently large to generate an annuity which will support him 
fully in retirement. Thirdly—and fundamental to any discussion of funded schemes— 
there is the issue of inflation, discussed shortly. 

Against these disadvantages, it is often claimed that funding has the major advantage 
of being insensitive to changes in the dependency ratio. The argument is that a funded 
scheme always has sufficient resources to pay the pensions of its members, since the 
present value of a representative pension stream exactly equals past contributions plus 
interest. It is true that a funded scheme will have sufficient resources to pay all money claims 
against it; but it does not follow that funding, on that account, offers pensioners better 
protection against demographic change. This controversial topic is addressed in detail 
in Sections 3.2 and 5.1. 

PENSIONS AND INFLATION. The issue is particularly relevant to defined contribution schemes. 
It is important to distinguish (a) pensions in build-up, when contributions are still 
being paid, and (b) pensions in payment. Defined contribution schemes can generally 
cope with inflation during the build-up of pension rights, and with a given rate of antici­
pated inflation once the pension is in payment. But they do not cope well with unantici­
pated post-retirement inflation. The reason is straightforward. A pensioner under a 
funded scheme builds up over his working life a lump sum, which he exchanges upon 
retirement for an annuity. The present value of an actuarial annuity equals the lump sum. 
From equation (5.11) the annuity thus depends on the lump sum, and on the real rate 
of interest facing the insurance company (i.e. the excess of the nominal interest rate 
over the rate of inflation). Two cases need discussion. 

• Certainty: if inflation is 5 per cent each year with certainty, it is an easy matter to offer 
an annuity which rises by 5 per cent each year. Inflation is no problem. 

• Uncertainty: as discussed in more detail in Section 3.1, inflation is a common shock 
and thus an uninsurable risk. A possible escape route where inflation is purely 
domestic is to hedge through an internationally diversified portfolio of pension assets. 
Another escape route, from the insurer's perspective, is to offer limited indexation. 
If the limit is 5 per cent then, so far as the insurer is concerned, the situation is sim­
ilar to the certainty case, above—the risk of inflation beyond 5 per cent is transferred 
to the pensioner. 

The conclusion is that, once pensions are in payment, private, funded schemes can cope 
with limited inflation (i.e. can offer indexation up to some pre-specified level). But they 
face major problems with inflation beyond that level. The point is much more than 
academic. The price index in the UK in January 1974 was 100; in September 1978, in the 
wake of the first oil shock, it was 200. With 5 per cent indexation, pensions would have 
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increased from 100 to about 133, rather than to 200. Pensions in payment would have 
lost one-third of their value. Two points are noteworthy: the loss is permanent—in con­
trast with pensions during build up, there is no opportunity to make up any of the lost 
ground; and people are retired today for many more years than previously. 

The relative ability of PAYG and funding to cope with inflation is due less to the 
method of finance per se than to the fact that in many instances only the state can guar­
antee indexed amounts. Funded schemes can cope with inflation if their assets are 
indexed by the state—for example, where the state sells indexed gilts or where it under­
writes directly the indexation component once funded pensions are in payment. 
However, the part of the return which compensates for inflation is paid out of current 
tax revenues—that is, on a PAYG basis. More generally, any receipts of funded schemes 
deriving from current tax revenues, whether the return to indexed government bonds7 

or the tax advantages they currently enjoy, constitute a PAYG element in such schemes. 

3. Efficiency arguments for state intervention 

Section 3.1 discusses efficiency aspects of public-versus-private provision, and Section 
3.2 looks at the PAYG-versus-funding controversy. Social justice is discussed in Section 
4. 

3.1. Public-versus-private provision 

To help subsequent discussion, imagine two possible states in retirement: either I am well 
enough to look after myself (in which case what is relevant is my pension); or I am 
unwell and need residential care. Though there are many differences in terms of social 
policy, the economic arguments are directly parallel—the issue in both cases is how I 
can transfer sufficient resources into the future. Thus pensions and residential-care 
insurance are usefully discussed together. 

PENSIONS. Efficiency requires that individuals buy the socially efficient real level of pension. 
The theoretical conditions under which private insurance markets achieve this result were 
discussed in Chapter 5, Section 4.1. The three major policy issues are why people insure 
at all, why the state makes membership of a pension scheme compulsory, and why it pro­
vides retirement pensions itself. 

We know that a rational, risk-averse individual will pay pension contributions (i.e. buy 
insurance) so long as their net cost does not exceed the value to him of the certainty he 
thereby derives (Chapter 5, Section 2.1). Membership is compulsory because of the 
external costs which arise if an individual does not buy pension rights (Chapter 8, 

7 See the Glossary. 
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Section 2.1). The issue of public provision is more complicated. The private market 
provides pensions efficiently only if the standard assumptions of perfect information, 
perfect competition, and no market failures hold. Potential problems on the demand side 
were discussed in Chapter 5, Section 4.1. A central issue is whether buyers of a techni­
cally complex financial instrument are well informed. On the supply side, it is necessary 
to consider separately the five technical conditions (Chapter 5, Section 3) which must 
hold if the private market is to supply insurance efficiently. 

The probability of living to a given age for pensioner A is independent of that for pen­
sioner B; and the probability is known and less than one. Data on mortality rates are reli­
able in all industrialized countries. Nor is there any problem of adverse selection—by 
and large people do not know when they are going to die. Moral hazard is not a prob­
lem either; suicide is costly to the individual, and works in the insurance company's 
favour. 

The initial conclusion, therefore, is that there is no technical problem with private pen­
sion provision. This, however, overlooks inflation. An individual can purchase a future 
consumption bundle which is efficient in terms of quantity and quality only if she can 
guarantee the real value of her future pension. This can occur without intervention only 
if the private market can supply insurance against unanticipated inflation. Such insur­
ance is not possible for two reasons. 

• The probability distribution of different future levels of inflation is unknown.8 

• Inflation is a common shock. The probability of pensioner A experiencing a given 
rate of inflation is not independent of that for pensioner B—the rate of inflation 
facing one pensioner will (by and large) face them all. There is no possibility of 
winners compensating losers and so insurance is impossible. 

Inflation is therefore an uninsurable risk. Thus pensioners cannot insure each other. 
To what extent might they be able to find protection through some other mechanism— 
for example, by buying assets whose value keeps pace with inflation? That would be 
possible without intervention if real rates of return were independent of inflation. As an 
empirical matter, this is not the case. The dependence is partly the result of distortions 
elsewhere (e.g. non-indexed tax systems) which could in principle be corrected. How­
ever, where an inflationary shock represents other adverse movements in the economy, 
no private agency can offer a complete hedge against inflation. Bodie's survey points out 
(1990:36) that 'virtually no private pension plans in the US offer automatic inflation pro­
tection after retirement'. Margaret Gordon's cross-national conclusion (1988:169) is that 
'indexing of pension benefits after retirement... presents serious difficulties in funded 
employer pension plans'. 

The conclusion is that private pensions can offer limited indexation, as discussed in 
Section 2, but protection beyond that must ultimately come from government. Thus there 

8 Inflation is not a problem for car repairs, for example, because automobile insurance, unlike pensions, is financed 
by current premiums. 
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is an efficiency argument, at a minimum, for state intervention to assist private schemes 
with the costs of unanticipated inflation once pensions are in payment. The state is able 
to offer such a guarantee because it can use current tax revenues on a PAYG basis. This 
will introduce a PAYG element into even the purest funded scheme. It should be clear 
that an indemnity against inflation, if publicly provided, is not true insurance (because 
it cannot be), but a form of tax/transfer. Since efficiency requires individuals to make 
decisions about the real value of the pension they purchase, and since the appropriate 
guarantees against inflation can be given only by the state on a PAYG basis, there is a cast-
iron efficiency argument for at least some public involvement with pensions. Whether 
this should stop at the provision of inflation indemnities for private schemes, or 
whether the state should step in to provide pensions itself on either a PAYG or a mixed 
funded/PAYG basis, is an open issue upon which most of the rest of the chapter has a 
bearing. 

RESIDENTIAL CARE. Consider, now, the second case: I need to be looked after in old age. In 
the past, many people who could no longer care for themselves were looked after by the 
national health service, hence for the most part paid out of taxation. However, the num­
ber of older people is growing. In addition, changes in the finance of the health service, 
together with tighter access to cash benefits, is making the problem politically salient, as 
people have been forced to sell their homes to finance the costs of residential care. For 
both sets of reasons, the suitability of private insurance for financing such care is an impor­
tant issue. 

On the demand side, policies, being long term, are inevitably complex (Burchardt and 
Hills 1997: ch. 6), calling into question the quality of consumer information. On the sup­
ply side, insurers face two of the problems discussed in Chapter 5, Section 3.1. First, they 
may not know the relevant probability. It might be known today, but may change over 
the course of a long-run contract: it might decline through medical advances which 
help me to care for myself; equally, medical progress, by extending my life, might 
increase the likelihood that I will require care. Thus not even the direction of change is 
known. Over a long time horizon, the relevant risks shade into uncertainty. Secondly, 
probabilities may not be independent: a medical advance which does not prevent or cure 
disability but which prolongs life once a person has become disabled affects the prob­
ability of all policy-holders. 

Thus there are several arguments in favour of social insurance. First, the scope for dif­
ferences in individual choice is limited. Secondly, these are not risks which fit the actu­
arial mechanism very well. With social insurance, in contrast, the contract need not be 
fully specified, making it easier to adapt to changing social and medical circumstances 
(see also the discussion in Chapter 5, Section 4.1). Thirdly, the costs of residential care 
are much lower than for pensions because on average people require care for a much 
shorter period than they require a pension. In the UK today, roughly one in six people 
requires residential care in old age, and the average duration of such care is two years. 
Thus a representative person will require care for four months. 
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3.2. Funding versus Pay-As-You-Go: 
Theoretical arguments 

Having established the case for at least some public involvement, the next question is 
whether any state scheme should be funded or PAYG and, in particular, what are the rel­
ative merits of the two methods in the face of demographic change. 

THE DEMOGRAPHIC PROBLEM is analysed by Barr (1979), on which this section draws (see also 
Falkingham 1989).9 The root of the problem (Figure 9.1) is the peak in the birth rate in 
the 1940s, followed by the larger bulge in the 1960s in which more than ten million 
babies were born. These cohorts of 'bulge' babies will retire between 2010 and 2030, and 
will have to be supported in old age by the smaller succeeding generations. Specifically, 
in 1991 about 16 per cent of the population was 65 or over; the projected figure for 2041 
is 24 per cent (Hills 1997). 

9 The analysis is similar in spirit to Samuelson (1958). 
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The problem is compounded by the maturation of the state earnings-related pen­
sion (see Section 1). Even with the reforms discussed in Section 5.1, a worker with an 
average contributions record will receive a pension almost twice the current flat-rate benefit. 

The demographic problem is not unique to the UK. A startlingly similar pattern 
exists in the USA, in most of the EU countries, and also in Australia, New Zealand, and 
Japan.10 

How relevant is funding to the problem? The widely held (but false) view that fund­
ed schemes are inherently'safer' than PAYG is an example of the fallacy of composition.'' 
For individuals, the economic function of a pension scheme is to transfer consumption 
over time. But (ruling out the case where current output is stored in holes in people's gar­
dens) this is not possible for society as a whole; the consumption of pensioners as a 
group is produced by the next generation of workers. From an aggregate viewpoint, the 
economic function of pension schemes is to divide total output between workers and 
pensioners—that is, to reduce the consumption of workers so that sufficient output 
remains for pensioners. Once this point is understood, it becomes clear why PAYG and 
funded schemes, which are both simply ways of dividing output between workers and 
pensioners, should not fare very differently in the face of demographic change. 

THE SIMPLE MODEL highlights the argument under strong assumptions (which are subse­
quently relaxed). These simplify the analysis without substantially altering the conclu­
sion. They are: 

1. Output per head remains constant over time, and is the same whether pensions are 
funded or PAYG. 

2. The number of workers remains constant. 

3. Wages are fixed in real terms, pensions in nominal terms. 

4. There is no trade with other countries. 

The simplest case is illustrated by the first column of Table 9.2. There are 10 workers 
who produce an output of 1,000. Assume that there are no taxes, so that workers receive 
the whole of their output; and assume that each unit costs £1. Now suppose that work­
ers use 900 units of output for current consumption, and set the remaining 100 units 
aside for their retirement. Pension provision can take two forms. Workers can sell 100 
units of output for £100 to the current generation of pensioners, who are able to buy it 
with their own past savings. The current generation of workers saves the money, and uses 
it when it retires to buy the non-consumption of the then workforce. This, at its simplest, 

10 This is a remarkable fact. Why should countries as different as Denmark (Protestant and highly industrialized) and 
Italy (Catholic and with some largely unindustrialized parts) have a similar pattern of birth rates? Australia, which escaped 
much of the recession of the 1970s, nevertheless had a declining birth rate. And Japan faces the same problem despite large 
differences in religion, social organization, and patterns of industry. No one has yet given a satisfactory explanation. 

" It is a fallacy of composition to assume that because something is true for an individual it will necessarily be true on 
aggregate. For instance, if I stand on my seat in the theatre I will get a better view, but if everybody does so nobody will 
get a better view. 
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Table 9.2. Output and consumption with workforces of different sizes 

Size of workforce, output, and consumption 

Size of workforce 
Total output = total income of the workforce 
Workers' consumption 
Workers' non-consumption 

Period 1 

(1) 

10 
1,000 

900 
100 

Period 2 
(constant productivity) 

(2) 

5 
500 
450 

50 

Period 2 
(doubled productivity) 

(3) 

5 
1,000 

900 
100 

Note: Output is measured in physical units. 

is how funded schemes operate.12 Alternatively, in a PAYG world, 100 units of output are 
transferred from workers to current pensioners via a 10 per cent tax on the workforce, 
so that it can afford to consume only 900. When the current workforce retires, it in turn 
receives 100 units of output. 

Under the stated assumptions both schemes can continue indefinitely and both lead 
to the same three conclusions: 

• pensioners can consume only what workers produce but do not consume; 

• pensioners always depend on succeeding generations to provide the labour to pro­
duce the goods which they consume; and 

• under the stated assumptions PAYG and funding lead to identical results. 

THE EFFECTS OF A DECLINE IN THE WORKFORCE. The previous assumptions stand, except that the 
labour force halves. This case is shown in the second column of Table 9.2. With output 
per worker unchanged (by assumption) output has halved to 500, and workers' con­
sumption to 450, leaving 50 units of output for pensions. Under PAYG, the 10 per cent 
tax mentioned above leads to exactly this result. With a funded scheme matters are 
more complicated. The current generation of pensioners is taken to be the previous 
workforce of 10 in column 1, which has accumulated sufficient funds to buy an output 
of 100 at the initial price of £1 per unit. If the savings habits of workers do not change, 
total expenditure will be £450 by workers on current consumption, plus £100 by pen­
sioners out of accumulated funds. The total of £550 is greater than the value at current 
prices of output of 500. While pensioners get their £100 in money safely transferred to 
their retirement, they will not necessarily receive 100 units of consumption. 

In economic terms, if there is a large accumulation of pension funds when the work­
force is declining, the high level of spending by pensioners out of their accumulated 
savings will reduce the rate of saving in the economy, and possibly lead to aggregate 
dissaving. Net pensioner consumption (i.e. the excess of pensioner consumption over 

12 In practice things can be more complicated: contributions can come from employers and the government as well 
as from workers; and contributions may not be entirely at the expense of workers' consumption. These factors compli­
cate the analysis but do not change the logic of the underlying argument. 
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any pensioner production) is greater than saving by workers (i.e. the excess of workers' 
production over their consumption at current prices); and at full employment this 
causes demand inflation, which erodes the purchasing power of pensioners' accumulated 
funds, and hence their consumption. The precise mechanism of this inflationary pro­
cess is spelled out in Barr (1979), which shows that, if the labour force halves, then, 
under the stated assumptions, output will halve, the price level will double, and pensioner 
consumption will halve. In the extreme, it does me no good to accumulate a huge fund 
if on the day I retire the last worker flies to Australia—I will have plenty of pound coins, 
but no mechanism for transforming them into consumption.13 

RELAXING THE ASSUMPTIONS. Suppose first that workers' wages are not necessarily indexed, 
nor pensions necessarily fixed in money terms. If the labour force halves (the other 
assumptions remaining in force), output will halve (column 2 of Table 9.2). This out­
put can be divided between workers and pensioners in different ways; but their joint demand 
is constrained by total supply. The relative shares of the two groups will depend on such 
factors as their political and bargaining strengths—that is, whether pensioners are 
more powerful lobbying for current tax revenues (PAYG) or as the owners of capital. There 
is no difference of principle between the two methods, only a practical issue. 

Suppose, next, that productivity doubles, but is unaffected by the method of pension 
finance. If the other assumptions still hold, a smaller workforce of 5 can now produce 
the same output as previously produced by 10 (column 3). Workers can consume 900, 
leaving 100 for pensioners. The system is in equilibrium, in this case because supply has 
adjusted. In a world of funding, the growth in output makes possible sufficient extra 
saving by the smaller workforce to match dissaving by the larger group of pensioners. 
Under PAYG, a tax at an unchanged rate of 10 per cent enables government to transfer 
to pensioners the 100 units of output promised to them. 

Relaxing the demographic assumptions is straightforward. Suppose that the decline 
in the working-age population is entirely offset by increases in the labour-force partici­
pation of women, and in the retirement age. In this case, column 1 of Table 9.2 applies 
in period 2, notwithstanding demographic change. The problem is entirely resolved, again 
on the supply side, for both types of pension scheme, for the same reason as in the 
previous paragraph. A similar conclusion arises from any combination of increased 
productivity and labour-force participation which prevents output from falling. 

Finally, it is in principle possible to maintain the consumption of both workers and 
pensioners with goods produced abroad, provided the country has sufficient overseas 
assets to do so. This could be done with publicly owned stocks of foreign currency 
(PAYG) or with foreign assets accumulated by pension funds. 

Two conclusions emerge. 

• If changes in productivity and labour-force participation are independent of the 
method of finance, then relaxing the assumptions does not change the previous re­
sults. In particular, it remains the case that funding and PAYG are not substantially 

13 Australian producers would be unlikely to accept pounds in exchange for Australian goods in this situation. 
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different in their ability to cope with demographic change. This should not be 
surprising. The task of both schemes is to reduce workers' consumption; PAYG 
does this by taxing workers, funding by forcing (or allowing) them to save. The 
only difference is that PAYG makes explicit the notion that pensions involve current 
resources. 

• The crucial variable is output. A decline in the labour force causes problems for any 
pension scheme only if it causes a fall in output; the problem is solved to the extent 
that this can be prevented. 

The choice between PAYG and funding in the face of demographic change is there­
fore relevant only to the extent that funding (as is sometimes argued) systematically 
causes output to be higher. This is a matter of considerable controversy both theoret­
ically and empirically, and is a central topic in Section 5.1. 

OTHER ASPECTS. This section digresses briefly to a number of other issues about PAYG and 
funding, mainly to make clear that they have little or nothing to do with the central issue 
of paying for pensions. The main arguments are that funded schemes are safer, give 
more freedom, and impose greater financial discipline. 

The question of safety, as we have seen, turns on whether pensioners as a group are 
better able to fight for their share of national output as recipients of current tax revenues 
or as the owners of capital. The PAYG mechanism makes clear both the quarrel over 
output shares and the dependence of pensioners on the next generation of workers. 
Funding hides both issues, but does not remove them. It is, indeed, possible for the state 
to break promises made earlier under a PAYG scheme. But funded schemes are equally 
vulnerable and equally political (consider the political sensitivity of tax advantages 
for pension funds).14 As a practical matter the flat-rate component of the national-
insurance retirement pension in the mid-1990s was nearly 2.5 times as large in real 
terms as in 1948. Funded benefits have frequently failed to keep up with inflation (see 
the quotes from Bodie and Gordon in Section 3.1). 

A related argument asserts that taxes in a PAYG world curtail individual liberty. 
The issue of freedom, however, is raised not by PAYG versus funding but by compulsion 
versus voluntarism. A compulsory funded scheme gives no more freedom than current 
arrangements. 

A final argument is that funding imposes greater financial discipline. With PAYG, the 
state makes promises now, but may not have to pay anything till later (e.g. increases 
under the 1975 Act became fully payable only in 1998). The immediate revenue charge 
is negligible relative to the potential future liability, leading, it is argued, to irrespons­
ible pension promises (this is an example of government failure discussed in Chapter 

14 While on the subject, it should not be imagined that storing current output at the bottom of one's garden gives com­
plete protection against all contingencies. The state can always expropriate such output either explicitly, or by a tax on 
individual wealth, or, more subtly, by engineering inflation and imposing a non-indexed capital-gains tax on an accru­
als basis. In similar vein, funded schemes run a potential risk of state direction of their investment portfolios, a besetting 
problem in Latin America (see Mesa-Lago 1990). For specific discussion of the safety of different pension regimes, see 
Diamond (1996b). 
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4, Section 5). With funding, promises of higher future benefits must be matched by 
increased contributions immediately, thereby, it is argued, guarding against govern­
ment failure. Though factually true, these are not necessarily arguments against PAYG. 
The ability of social insurance (of which PAYG is an example) to respond to changing 
social and economic circumstances is regarded by many as one of its great advantages. 
Of course, PAYG can be abused, but—as with automobiles and pain-killing drugs—that 
is not a watertight argument for abolition. 

4. Social justice 

4.1. Public-versus-private provision 

This section, which closely parallels Chapter 8, Section 2.3, considers the equity argu­
ments for public organization of pensions. Horizontal equity concerns goals like a 
guaranteed minimum standard of some commodities, or equal access to them. These 
occur without intervention (Chapter 4, Section 4.3) where individuals have perfect 
information and equal power, a line of argument which lends little support to public pro­
vision of pensions. If individuals did not have perfect information, they would gener­
ally be able to buy it. At most there is a case for regulation of minimum standards. The 
fact that individuals do not have equal power lends further support to minimum stand­
ards but, again, there is no argument for public provision. 

I have already discussed in Chapter 8, Section 2.3, and elsewhere the weakness of the 
vertical equity argument that the state should provide pensions because otherwise the 
poor could not afford them. The earlier conclusions apply equally here—that public 
provision solely to foster redistribution is justified only by a consumption externality, 
where the rich confer pensions on the poor as a merit good. 

Consumption externalities apart, equity reasons for public provision must appeal to 
efficiency arguments. In the case of pensions, these arise out of the inability of the pri­
vate market to guarantee protection against inflation, giving an efficiency justification 
for public involvement at least in underwriting the indexation component of pensions, 
and possibly (depending on the outcome of the funding-versus-PAYG debate) of some 
or all of the pension. In the case of residential care, the argument for public organiza­
tion of insurance rests on the imperfect information of consumers and (particularly) of 
insurers. As discussed in Chapter 4, Section 7.2, once a commodity is publicly provided 
on efficiency grounds, it is not inappropriate to finance it redistributively. In addition, 
the fact that membership is compulsory, by imposing a pooling solution, avoids the 
worst problems of adverse selection (Chapter 5, Section 4.1); in consequence, premiums 
based on income rather than individual risk need cause no major inefficiency. These 
efficiency arguments for compulsion and public provision, taken together, suggest that 
using publicly organized pensions for distributional purposes does not necessarily 
cause substantial efficiency losses. 
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4.2. The redistributive effects of pensions 

A pension scheme, depending on its precise construction, can redistribute from young 
to old, from rich to poor, and from men to women. It will also redistribute over the life 
cycle. It is necessary to consider PAYG and funded schemes, and in each case to ask three 
questions: is such redistribution possible; is it inevitable; and to what extent does it 
occur in practice? 

REDISTRIBUTION FROM YOUNG TO OLD. PAYG finance enables a generation as a whole to receive 
more than the sum of its past contributions. Thus redistribution from the young work­
force to the retired generation is possible. But it is not inevitable, since a PAYG scheme 
could be organized to pay actuarial benefits. In practice, as we shall see in Section 5.2, there 
has been substantial redistribution from young to old in many countries over the post­
war period. 

With funded schemes it is necessary to consider separately the cases of stable and 
unstable price levels. In a world with no inflation, the funded benefits of any generation 
are constrained by its past contributions, rendering redistribution from young to old impos­
sible. The effect of unanticipated inflation is to bring about unintended redistribution 
from old to young (and vice versa for unanticipated price deflation). 

REDISTRIBUTION FROM RICH TO POOR can, and usually does, occur with PAYG pensions. In 
many state schemes there is formula redistribution, in that individual B with half the income 
of individual A generally pays half the contribution, but receives a pension which is 
more than half of A's. The UK system was described in Section 1. In the USA, though the 
formula has changed from time to time, it has always been explicitly redistributive 
(Aaron et al. 1989: table 2.4). The same is true in the systems of most industrialized 
countries (Barr 1992: sect. V). 

The effect of formula redistribution is partially offset by differential mortality, to the 
extent that the rich live longer than the poor. But redistribution is not inevitable—it is 
possible to organize a PAYG scheme in which pensions are proportional to contributions. 

It might be possible to devise a (compulsory) funded scheme which redistributed from 
rich to poor. But, where membership is voluntary, the present value of the annuity 
received by a representative individual must equal the lump sum accumulated over her 
working years. This implies, ceteris paribus, that pensions must be proportional to con­
tributions, thus ruling out systematic redistribution. 

REDISTRIBUTION FROM MEN TO WOMEN. The following are all statements of fact referring to the 
UK: 

• The normal retiring age for men is 65, at which age a man has a life expectancy of 
77. The average man is thus retired for 12 years. 

• The normal retiring age for women is 60, at which age women have a life expec­
tancy of 80, so that the average woman is retired for 20 years. 
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• It is therefore — = 1- times as expensive to provide a given weekly pension for a 

woman as for a man. 

• If men and women pay equal contributions and receive equal weekly benefits, there 
is redistribution from men to women. Since women live longer than men, abolish­
ing the differential retirement age would reduce the subsidy but would not elim­
inate it. 

Redistribution from men to women occurs for these reasons in both funded and 
PAYG schemes. The phenomenon is widespread, but is particularly strong in the UK, which 
was an outlier in international terms in having a lower retiring age for women (a sub­
ject to which we return in Section 5.2).15 Two issues arise: is such redistribution 
inevitable; and is it desirable? On the first point, one could devise a scheme (PAYG or fund­
ed) in which women received benefits related to their longevity. A woman could receive 
a lower monthly pension than a man with an identical contributions record—that is, a 
definition of equity as a pension stream of equal present value. Alternatively, women could 
pay a higher contribution and receive the same monthly pension as men—that is, equi­
ty consists of women receiving a pension stream with a higher present value, matched 
by a larger contributions stream. Thus there are two definitions of equity: equal present 
value, or equal monthly value. Either is defensible, but they are different, hence the 
equity problem. 

Redistribution from men to women in pensions, though not inevitable, is almost 
universal, partly from a belief that any differential is a form of discrimination. A deci­
sion by the US Supreme Court (1978) declared differential pensions unconstitutional 
even if calculated actuarially (i.e. on the basis of equation (5.11)).16 Nor is such redis­
tribution necessarily undesirable. Analytically, it occurs because women pay the same 
premiums as men despite being (from the insurer's viewpoint) worse risks because they 
live longer. As we saw in Chapter 5, Section 4.1, efficiency generally requires that premiums 
should be proportional to risk; where insurance is compulsory, however, low-risk indi­
viduals are not able to opt out, and charging the same premium for all categories of risk 
does not cause adverse selection. It is possible that secondary inefficiency might arise— 
for example, the possible distortion of labour-supply decisions which non-actuarial 
contributions might cause. To the extent that this is not a substantial problem, the deci­
sion whether all classes of risk should pay the same premium can be made mainly on 
equity grounds. Thus some compulsory schemes do not match premium with risk 
(unemployment benefits), while others do (automobile insurance). 

REDISTRIBUTION OVER THE LIFE CYCLE. A central purpose of pensions is income-smoothing— 
pensions are a device which allows me to redistribute from myself in my productive 

15 The Old Age Pensions Act 1908 established a common retirement age of 70, which was reduced to 65 under the Old 
Age and Widows and Orphans Contributory Pensions Act 1925. Women's retirement age was reduced to 60 in 1940, part­
ly because of a campaign by women's organizations (for details of the events leading to the change in 1940, see Thane 
1982:245). Women's retirement age will over time be raised to 65; see note 2. 

16 Though tenable on equity grounds, the decision was based on a total failure to understand the nature of insurance. 
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middle years to myself after retirement. Where none of the earlier types of redistribu­
tion occurs, this is the only redistributive effect of pensions. In comparison with PAYG, 
funded schemes generally have less redistribution from young to old and less from rich 
to poor. Thus a larger fraction of funded pensions will relate to redistribution over time 
than to redistribution between people. 

5. Assessment of national insurance 
retirement pensions 

5.1. Efficiency and incentives 

BACKGROUND QUESTIONS 

This section asks whether the national-insurance pension scheme is efficient and equit­
able, starting with the a priori questions of Chapter 8, Section 3.1: should pensions 
be national (i.e. publicly provided), are they optimal in quantity and type, and are they 
insurance? 

SHOULD PENSIONS BE NATIONAL? The efficiency arguments for state pensions rest on externalities, 
justifying compulsion, and technical failures in the insurance market, justifying public 
provision at a minimum of some sort of indemnity against inflation. It is agreed (a) that 
it should be compulsory for people to belong to a pension scheme, at least up to some 
minimum level, and (b) that efficiency is enhanced where people are able to reallocate 
consumption over their lifetime. Individual decisions about pensions are therefore 
more efficient if inflation can be ignored; but only the state can offer a complete guar­
antee against inflation (i.e. full indexation). Thus there is a role for public provision at 
least of indexed assets for use by private, funded schemes. The efficiency argument for 
public provision of the whole pension is less clear-cut. 

DOES THE STATE PROVIDE THE OPTIMAL QUANTITY AND TYPE OF PENSION? Only tentative answers are 

possible. 

The first question is whether state action leads to the optimal level of pensions. 
Martin Evans (1998: table 7.7) shows that about one-third of increased state pension spend­
ing between 1973 and 1994 related to rising numbers of pensioners; the remaining 
two-thirds related to rising real pensions. For this and other reasons, the fraction of 
pensioners requiring additional means-tested assistance fell over the period from 22 per 
cent to 14 per cent. For the most part, this outcome results from deliberate government 
policy. The state has also acted to assist protect private pensions against inflation—for 
example, by issuing indexed bonds for use inter alia by private pension funds. 

It can be argued that the increasing role of the state in indexing public and private 
pensions has contributed to the relative certainty with which individuals can plan for 
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the future, and has therefore increased efficiency, albeit imperfectly because the state scheme 
makes no allowance for different degrees of risk aversion between individuals. 

A second set of questions relates to the efficiency of private institutions. Private 
pensions in the UK are well established and, for the most part, work well. They have, 
however, had problems, largely connected with imperfect consumer information. 
Occupational pensions faced the so-called Maxwell scandal, in which the assets of an occu­
pational scheme were illegally siphoned off for other purposes.17 Proposals to tighten 
regulations (UK Pension Law Review Committee 1993) were enacted in the Pensions Act 
1995, which set up a new, independent body, the Occupational Pensions Regulatory 
Authority. With personal pensions the problem was less of an isolated one, but had clear 
resonances of the problems discussed in Chapter 5, Section 4.1. 'What is clear, even at 
this early stage, is that there is considerable inefficiency within the personal pensions mar­
ket because of the high management costs and poor advice offered to savers. Individual 
purchasers have little chance of gaining full information about the wide array of highly 
complex long-term financial instruments on offer' (Johnson and Rake 1997:44). 

Long-term-care insurance faces similar problems. 

If there is too little information . . . to ascertain whether [long-term-care] insurance products 
.. . represent value for money, can consumers make an informed choice about purchase? 

If insurers likewise suffer from a lack of reliable data . . . premiums may turn out to be higher than 
they need to be; but if not, insurers may be unable to meet their commitments. 

Given this uncertainty, it must be questioned whether private insurance is a suitable way to meet 
the security needs of a large part of the elderly population. (Burchardt and Hills 1997:44 -5) 

What this suggests is not that the state necessarily does a better job than the private 
sector but—as argued in Chapter 4, Section 7.1—that the choice of instruments is sub­
tle and complex. In the case of pensions, the best way forward is to retain private insti­
tutions, with state intervention through stronger regulation and, possibly, an element 
of subsidy. In the case of long-term-care insurance, as argued earlier, there is a strong case 
for a move towards social insurance, possibly with voluntary private top-up insurance. 

ARE PENSIONS INSURANCE? Chapter 8, Section 3.1, pointed out that national-insurance con­
tributions are not geared to risk; that the scheme is not funded; and that rights to benefit 
are not determined solely by the occurrence of the insured event. In addition, as we shall 
see in Section 5.2, the scheme redistributes to the poor, and offers credits for people at 
home looking after young children, and for the unemployed. These arrangements are a 
considerable departure from the Beveridge scheme, whose lump-sum contributions 
and benefits ruled out redistribution from rich to poor (assuming, for example, equal 
life expectancy); and, since the original proposals were for a funded scheme, they would 
also have ruled out redistribution from young to old. 

For these reasons, some writers (for example, Johnson and Stears 1996) have ques­
tioned whether the basic pension should continue to be contributory. The counter­
argument is that pensions are social insurance, as defined in Chapter 5, Section 4.2: they 

17 For claims about the vulnerability of private pensions in the USA, see Bartlett and Steele (1992: ch. 9). 
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are insurance in the sense of offering protection against risk, but not in the sense of an 
actuarial mechanism. As discussed in Chapter 8, Section 3.1, social insurance, though it 
enables redistribution from rich to poor, does not require it. The extent to which social 
insurance is redistributive therefore depends on the relative weights attached to the dif­
ferent objectives in Chapter 1, Section 2.2. 

INCENTIVE ISSUES 

The incentive effects of pensions are the subject of considerable debate. This section makes 
no attempt to survey the large literature (see the Further Reading) but seeks only to 
sketch out why the issue is controversial. Two issues predominate: does PAYG restrict 
saving and output growth; and do pensions reduce labour supply? 

PENSIONS, SAVING, AND ECONOMIC GROWTH. It is often regarded as self-evident that saving, and 
hence economic growth, will be higher with funding than under PAYG. But this asser­
tion requires at least three major qualifications. 

1. Increases in saving, if any, occur only during the build-up of the fund. It should be clear 
from column 1 of Table 9.2 that in the long run workers save 100 and pensioners dissave 
100, so that net saving is zero. 

2. Does funding increase saving even during the build-up phase? Opinion is divided. 
The issue can be posed simply. Suppose that my mandatory pension contribution of 
100 is moved from a PAYG scheme to a funded scheme. Two illustrative outcomes are 
interesting: 

• My voluntary savings behaviour (e.g. for retirement or bequests to my children) does 
not change. Thus my saving increases by 100. 

• I reduce my voluntary saving by 100; thus there is no increase in my saving. 

The issue, therefore, is the extent to which any increases in mandatory saving are offset 
by reductions in voluntary saving. 

The issue is a very old one. In the context of the 1908 Old Age Pensions Act (Chapter 
2, Section 2.2), Sydney and Beatrice Webb (1909: 334) reported that 'some of our 
witnesses . . . have taken the view . . . that such non-contributory pensions would be 
likely to discourage thrift and saving'. 

Current debate was reopened by Feldstein (1974). His empirical work, based on 
time-series data, concluded that the US social-security (i.e. pension) scheme (which is 
PAYG) reduced personal saving by about 50 per cent, thereby reducing the capital 
stock by 38 per cent below what it would have been in the absence of the social-security 
system. 

Aaron (1982) sets out three theoretical models of the determinants of saving: the 
life-cycle model (which rules out bequests); the multigenerational model (which allows 
bequests); and the short-horizon model (which relaxes the assumption that individ­
uals make rational lifetime plans based on (more or less) full information). Feldstein's 
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theoretical analysis can be criticized because it is based on a life-cycle model, in which 
an increase in PAYG benefits must reduce savings; in a multigenerational model 
increased benefits could instead increase bequests (and hence not reduce savings). 
Aaron (1982:28) summarises the theoretical debate by observing 

that a person determined to find a respected theoretical argument to support a preconception 
will find one, and that a person without preconceptions will find a bewildering diversity of 
answers in economic theory about whether social security [i.e. pensions] is more likely to raise 
or to lower consumption or labor supply. 

To get by this theoretical impasse, one turns with hope to the empirical research .. . As will become 
clear, most of these hopes remain unfulfilled. 

Feldstein's empirical work was also criticized: additional variables such as the unem­
ployment rate or a measure of permanent income tended to reduce the effect on saving, 
and to destroy its statistical significance; and the results were highly sensitive to the time 
period over which the relation was estimated. The results were finally discredited by Leimer 
and Lesnoy (1982), who found an error in some of Feldstein's data. They also pointed 
out that the results are very sensitive to the way in which people are assumed to form 
expectations. Subsequent work (Auerbach et al. 1989; Auerbach and Kotlikoff 1990) 
used a seventy-five-period life-cycle general equilibrium model to simulate the effects 
of demographic change under different pension regimes. The results highlight the key 
role of expectations (which are largely unmeasurable) on retirement behaviour. Recent 
work by Gale (1998) argues that the savings offset is larger than previously supposed 
because of econometric biases in earlier work. Holzmann (1997) reaches a similar 
conclusion. The debate continues. 

3. Do increased savings lead to increased output? The third qualification is that an 
increase in saving does not necessarily raise output. There are not one, but three links in 
the argument that future output will be higher with funding than with PAYG: 

• funding leads to a higher rate of saving in the build-up period than PAYG; 

• this higher saving is translated into more and better investment; and 

• this investment leads to an increase in output. 

None of the three links necessarily holds. The evidence on the first, as just discussed, is 
mixed. On the second, increased saving does not necessarily lead to new investment; 
pension savings could instead be used to buy old masters. So far as the third link is con­
cerned, the objective is to channel resources into their most productive investment use. 
But it cannot just be assumed that pension managers make more efficient choices than 
other agents. The Government Actuary admitted that he was 'not in a position to judge 
whether . . . pension fund money is more capable than other money of being deployed 
in accordance with the long-term national interest' (UK Government Actuary's 
Department 1978: para. 25). Nor do state-funded schemes necessarily fare better. 
Experience in Sweden and Japan (where the state earnings-related pensions are funded) 
suggests that such schemes 'offer powerful evidence that this option may only invite 
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squandering capital funds in wasteful, low-yield investments [which] should give pause 
to anyone proposing similar accumulations elsewhere' (Rosa 1982:212). 

All three links have to hold before it can be asserted that funding will lead to greater 
increases in output than PAYG. At best the assertion is not proven. 

PENSIONS AND LABOUR SUPPLY. The question here is whether pensions (either PAYG or 
funded) reduce aggregate labour supply. The problems are similar to those which beset 
empirical analysis of the labour-supply effects of unemployment benefits (Chapter 8, 
Section 3.1). On the contributions side, the theoretical analysis of taxation on work 
effort is generally accepted (see Atkinson and Stiglitz 1980: 23-61 and the Further 
Reading). The effect of national-insurance contributions is to drive a wedge between gross 
and net money wages. If workers discount future benefits entirely, contributions have 
the same effect as an income tax; at the other extreme, where future benefits bear an actu­
arial relationship to contributions, and are perceived to do so, national-insurance con­
tributions are not a tax but simply the price of insurance, which, like any other price, has 
little if any distortionary effect on labour supply. 

The impact of future benefits, on the other hand, is harder to analyse. They are 
payable only in certain contingencies, can be changed by legislation, and will depend on, 
for example, marital status; and it is not possible to borrow against future benefits, 
which must therefore be weighted by the probability that each type of benefit will be received 
at some given future date. The weighted benefits must then be discounted to present value 
using the market rate of interest or, for people who cannot borrow as much as they wish, 
at a personal rate of time preference. Similar problems arise in valuing pension rights 
considered as part of personal wealth. 

As a result, modelling the effect of pensions on labour supply is complex. Some stud­
ies conclude that pensions (both public and private) reduce labour supply, others that 
pensions have little or no effect on work effort. Up to a point the conflicting results can 
be explained inter alia by differences in model specification, different treatment of 
benefits and taxes, and different choice of samples (see Atkinson 1987a). To a consider­
able extent, however, the issue is not only unresolved, but may remain so. A study by Mitchell 
and Fields (1981) used a single body of survey data in four different (and plausible) ways, 
and found that the US social-security scheme induced workers to retire earlier, or later, 
or left the retirement decision unaffected. 

Though pensions may not affect overall labour supply, employer pension schemes can 
affect individual decisions: pension design may reduce shirking (Lazear 1986b); vesting 
rules (which specify the length of service before a worker gains title to any pension 
benefits) may reduce labour turnover (Hannah 1986; Wise 1986); and benefit provisions 
can encourage older workers to retire early (Stock and Wise 1988). 

It is important to be clear that the issue of labour supply, though highly significant, is 
logically separate from the PAYG-versus-funding controversy. Though different meth­
ods of organizing pensions may influence the rate of saving, they affect work effort only 
if people perceive social-insurance contributions differently from private-pension 
contributions. What really matters for labour-supply decisions is the size of a person's 
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future pension, the terms on which he can buy it, and the range of choice (e.g. about 
retirement age). If pensions (of whatever sort) do induce retirement, the simplest solu­
tion is to raise the retirement age and/or to give greater financial incentives to defer 
retirement. 

DEALING WITH FUTURE PROBLEMS 

Britain's demographic problems are less acute than elsewhere in Europe. In addition, since 
the mid-1980s the state pension has been tied to changes in prices rather than earnings. 
The resulting savings will be enough to keep contributions fairly constant despite the age­
ing population. In many ways, therefore, Britain's pensions 'crisis' is not a crisis at all, but 
a matter which has largely been resolved (see Hills 1997). This section therefore concen­
trates more on the logic of dealing with demographic problems than with the British 
specifics. 

POLICIES IN THE FACE OF THE DEMOGRAPHIC PROBLEM. We saw earlier that the Eurotoddlers of the 
1950s and 1960s will cause a sharp rise in the dependency rate when they retire in the 
years after 2010. Any solution to the declining population of working age must reduce 
the demand for goods and services and/or increase their supply. This implies one (or more) 
of three outcomes. Demand can be reduced (a) by increasing contributions, thereby 
reducing the average consumption of workers, and/or (b) by reducing benefits, thereby 
reducing the average consumption of pensioners. The UK has adopted (b) by deciding 
to increase pensions in line with prices rather than earnings. 

Alternatively, on the supply side, both workers and pensioners can have the con­
sumption they currently expect, so long as (c) output rises sufficiently to maintain 
average consumption per head (hence the emphasis in Section 3.2 on the key role of out­
put) . In theory, raising output involves either or both of two strategies. Increased output 
per worker can arise from increases in the quantity and quality of capital, and from 
increases in the quality of labour. Increased numbers of workers can arise from increased 
labour-force participation by those of working age; from an increase in the retirement 
age; and/or by importing labour (e.g. 'guestworkers'). 

In practice, supply-side policies in the face of a declining workforce should therefore 
include some or all of the following: 

1. policies to increase the capital stock and its quality, e.g. robots (which have the added 
advantage of not requiring pensions); 

2. increased investment in labour through education and training; 

3. increasing labour force participation by reducing unemployment and by encour­
aging more married women to join the labour force (e.g. by improving child-care 
facilities);18 

18 One aspect of this policy is to make more use of older workers. In the USA the number of men between 55 and 64 
in the labour force increased by 2% between 1996 and 1997. 
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4. raising the retirement age; 

5. importing labour, either directly, through immigration, or indirectly, by export­
ing capital to countries with a young population. A unique opportunity was lost 
when the UK refused passports to the (mostly young) population of Hong Kong 
prior to 1997, when the colony reverted to China. 

Policy 4 has major advantages. First, it has a powerful effect on pension finance, 
beneficially affecting both numerator and denominator in equation (9.1). Secondly, it 
has social policy advantages: if men aged 65 have a life expectancy of 77, an increase in 
men's retirement age from 65 to 67 with no increase in pensions is an implicit reduction 
in benefits of about 15 per cent, but with the advantage that it works not by reducing 
living standards in retirement, but by reducing the average duration of retirement. 
Thirdly, the adjustment to greater life expectancy could come from lower consumption 
or from longer working life; it seems strange completely to ignore the latter option. For 
these and other reasons, such policies have been announced in the USA for the years after 
2000, and in the UK for women after 2010 (see note 2). 

TO WHAT EXTENT is FUNDING A SOLUTION? Funding is clearly irrelevant to policies 2-5, which 
can all be pursued by direct methods. If funding makes any difference, it can only be if it 
(a) leads successively to an increase in saving, in investment, and in output (i.e. policy 1), 
and (b) does so more effectively than any other method of garnering resources and 
channelling them into productive investment. The stringency of these conditions 
should be clear from earlier discussion. The evidence on (a), both theoretically and 
empirically, is mixed, inconclusive, and highly controversial, and that on (b) is unlikely 
to be less so. The funding-versus-PAYG controversy can therefore be argued rather to miss 
the point by concentrating on a method of increasing output which is both indirect 
(namely, the three steps in (a)) and debatable. Since the issue is one of economic 
growth, it seems easier and more reliable to adopt direct methods of effecting policies 
1-5. 

This is not an argument against funding; but it is an argument against reliance on fund­
ing alone to address demographic problems. We saw in Chapter 5, Section 2.2 that it is 
possible to insure against individual risks (e.g. life expectancy), but not against common 
shocks which affect everyone. Funding and PAYG both offer individuals a measure of cer­
tainty about their future, but neither method (indeed, no method) can insure against 
common shocks. The future is full of uncertainties (about rates of inflation, output 
growth, birth rates, and the like), which affect pension schemes just as they affect most 
other institutions. Thus it should not be surprising that there is little to choose between 
PAYG and funding in this respect. To imagine that funded schemes are substantially 
better in the face of aggregate uncertainty is to fall for crude mythology. 

THE 1985 REVIEW. Not least to deal with demographic change, there was a wide-ranging review 
of the entire benefit system in the mid-1980s. The state pension was made less generous 
for people retiring after 2000 (Section 1); and occupational schemes were changed in 
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several ways. The 1986 Social Security Act gave added protection to people leaving a scheme 
early and/or transferring to a new scheme (i.e. as an aid to labour mobility, occupation­
al pensions were required to have 'portable' benefits). 

Contracting-out was liberalized in two important ways. Requirements for employer 
schemes after 1988 were expressed in terms of defined contributions rather than 
defined benefits. As discussed in Section 2, this faces the pensioner with the risk of vari­
able returns to pension assets. Secondly, individuals were allowed to opt out of both the 
state scheme and employer schemes and, instead, to have a personal pension. 

These changes had two sets of effects: they reduced the longer-term cost of pension 
provision, both by making the state scheme less generous and by allowing occupational 
schemes to move to a defined-contribution basis; and the changes to the state scheme 
after 2000 reduce the weight given to equity objectives. For instance, the calculation of 
benefits over a whole working life rather than over the best twenty years works to the 
disadvantage of individuals with fluctuating incomes, particularly people (mainly 
women) who have spells in and out of the labour force (for fuller assessment, see Martin 
Evans 1996a). 

A VIEW AHEAD. These trends—downward pressure on state-pension spending and in­
creased emphasis on funding arrangements—are likely to continue. The first is a result 
of the demographic and global pressures discussed in Chapter 1, Section 3. The second 
is the result of fiscal incentives encouraging private pensions and is also to some extent 
the expression of people's choices. By the mid-1990s, for example, 6 million people were 
contributing to the state earnings-related pension, while 15 million had contracted 
out and were contributing to occupational or personal pensions. To some extent, 
therefore, people were voting with their feet. As a result, the more-traditional reform 
proposals in Commission on Social Justice (1994: 265-85) may be replaced by more 
radical proposals. Field (1996a), in a book published before he became a social-security 
minister in the 1997 Labour government, proposed that the state earnings-related 
pension should be replaced by what he calls a 'stakeholder's pension' scheme, an indi­
vidual, defined-benefit, funded pension run by the private sector but monitored by 
government and with some sort of state guarantee. Falkingham and Johnson (1995) offer 
a set of proposals from broadly the same stable. Similar pressures are leading to similar 
proposals in the USA (see Diamond 1996a; Gramlich 1996). 

5.2. Equity issues 

The discussion in Chapter 8, Section 3.2, of equity aspects of national insurance applies 
equally to pensions. This section concentrates on a number of other issues. 

REDISTRIBUTION OVER THE LIFE CYCLE. Hills (1997) (for fuller discussion, see Falkingham and 
Hills 1995/7) looks at the combined effects of taxation and benefits. He finds that of 
every £1,000 of cash benefits (mostly pensions) paid to a representative person, nearly 

228 

9. Retirement pensions 

three-quarters is self-financed. To a significant extent, therefore, the welfare state acts as 
a 'piggy bank'. 

REDISTRIBUTION FROM RICH TO POOR. The system of benefits (Section 1) and contributions 
(Chapter 7, Section 2.1) together imply considerable formula redistribution (see 
Section 4.2). At its simplest, from Table 7.3, someone with weekly earnings of £65 pays 
a contribution of about £2 per week, and someone earning £350 pays about £30. If each 
received only the basic pension, the 'poor' person would receive fifteen times as much 
pension per pound of contribution. Because of the earnings-related component, the effect 
is not as strong as the example suggests; but ceteris paribus there is still redistribution 
from rich to poor. In 1995/6, the effect of taxes and benefits was to reduce the Gini 
coefficient for retired households from 66 for original income to 31 for post-tax income 
(UK Office for National Statistics 1997: table L). 

Other factors, however, work in the opposite direction. There is differential mortal­
ity, in that the better off have a greater life expectancy (and hence collect their pensions 
longer) and, a related phenomenon, tend to stay in education longer (and hence start to 
pay contributions later). Secondly, it is disproportionately the better off who contract 
out of the state scheme, and this, too, reduces its redistributive impact. 

The overall redistributive effect is therefore complex and results are far from defin­
itive. An implication of the life-cycle results just discussed is that about one-quarter 
of cash benefits are not self-financed. Hills (1997: fig. 12) shows that the 'lifetime poor' 
are net gainers and the 'lifetime rich' net losers. Alongside redistribution over the life cycle, 
therefore, the system also redistributes from rich to poor. 

REDISTRIBUTION FROM YOUNG TO OLD. The real purchasing power of the UK basic state pension 
increased by 240 per cent between 1948 and 1995 (UKDSS 1995a: table 5.1), far beyond 
pensioners' actuarial entitlement. In the USA many retirees receive a social security 
pension at least twice their actuarial entitlement. Whether this is more equitable than a 
funded scheme with no such redistributive possibilities is a matter of judgement. 

REDISTRIBUTION FROM MEN TO WOMEN can occur in both funded and PAYG schemes as a 
consequence of differential life expectancy (Section 4.2). This type of redistribution is 
particularly strong in the UK, which is unusual in having a lower retirement age for 
women. Taking taxes and all benefits together, Hills (1997) finds that on average women 
receive a net lifetime gain of about £375 per £1,000 of benefits. 

To the extent that this redistribution is caused by the differential retirement age, it is 
inequitable. First is the anomaly whereby a woman who retires at 65 will receive a higher 
pension than a 65-year-old man with an identical contributions record, because she has 
worked beyond her normal retirement age.19 Secondly, there is the discrimination 
against women who would prefer to work longer. This is not a trivial matter: the US Age 

19 The real pension is increased by 7.5% for each year of work beyond normal retiring age (section 1); thus a woman 
retiring at 65 receives a pension 37.5% higher than that of an identical 65-year-old man. 
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Discrimination in Employment Act 1978, which enables (but does not compel) broad 
classes of people to defer retirement until they are 70, was enacted not for fiscal reasons 
but in response to strong political pressure. Thirdly, the earlier retirement age gives a woman 
fewer years to make up any deficiency in her contributions record. For these, as well as 
for fiscal reasons, women's retirement age will be increased to 65 (see note 2). 

Removing this indefensible anomaly reduces the transfer from men to women but does 
not eliminate it. What, if anything, could or should be done about it? One answer is to 
recognise the fact but, having recognized it, to leave it at that. As discussed in Section 4.1, 
this is defensible, not least because compulsory membership means that the subsidy will 
not cause inefficiency in insurance markets through adverse selection.20 

OTHER ASPECTS. Redistribution also takes place between households of different sizes. 
From Table 8.1, the basic pension for a married couple is 60 per cent higher than for 
a single person making the same contribution; in the USA the situation is broadly 
comparable. 

Finally, note should be taken of the important relation between accrued pension 
rights—particularly to the state pension—and the distribution of personal wealth. 
Because pension rights are distributed more equally than most other forms of non-
human wealth, the overall wealth distribution is more equal when they are included. The 
size of the effect, however, is controversial, depending on (a) precisely which types of pen­
sion wealth are included (e.g. how should national-insurance pension rights be treat­
ed?), and (b) the valuation placed on entitlements to a future income stream. The latter 
problem is particularly intractable.21 

5.3. Conclusion 

Empirical investigation suggests that funding is likely to make little difference, if any, to 
growth rates. The funding solution is indirect in its mechanism, controversial in its out­
come, and likely in any case to have only a second-order effect. It would, therefore, be 
highly dangerous to imagine that simply by embracing funding the demographic prob­
lem would be solved. In addition, efficiency arguments of principle point strongly 
towards a public role at least in underwriting indexation. The efficiency case for continued 
public, PAYG involvement is therefore strong. Such an argument accepts that it is 
appropriate for people to use the state as a collective institution for saving and insurance 
where it is able to perform these functions more cheaply and efficiently than any private 
alternative. This does not mean that PAYG schemes have never made profligate prom­
ises. But the efficiency case for state involvement is, at its very least, a counterblast to the 
government failure arguments in Chapter 4, Section 5. 

2(1 Voluntary personal pensions do not offer unisex benefits. Reform would require EU-wide action. 
21 The valuation problems involved were discussed briefly in Section 5.1 in the context of labour supply. On the prob­

lems of valuing an indexed pension, see UK Select Committee on a Wealth Tax (1975:665 -75). See also the Further Reading. 
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Aaron (1982) contrasts the absence of conclusive evidence that PAYG schemes have 
deleterious efficiency effects, with the strong evidence that their equity impact is bene­
ficial, in that they have greatly improved the economic status of the elderly. He concludes 
that decisions about the future of state pensions should therefore be made mainly on 
equity grounds. 
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CHAPTER 10 

Non-contributory benefits 

Poverty is a great enemy to human happiness; it certainly destroys liberty, and it makes 
some virtues impracticable, and others extremely difficult. 

(Samuel Johnson, 1709-94) 

Social security has increasingly become a reactive ambulance, picking up the casu­
alties of social, economic and ideological change. It would be perverse to blame motor­
way accidents on ambulances, even though they appear every time there is one. 

(Martin Evans, 1998) 

1. Introduction and institutions 
Non-contributory benefits are many and diverse. Their only common feature is that they 
are all paid from general taxation rather than the National Insurance Fund. The main 
schemes listed in Table 7.5 are buttressed by many smaller benefits. They differ widely: 
some are administered centrally, some locally; some are mandatory, others discre­
tionary; some take the form of cash grants for specific purposes (higher-education 
awards for students), others serve to reduce the price of specific commodities (rent sub­
sidies), others make certain goods available without charge (free pharmaceutical drugs). 
In many cases the distinction between benefits in cash and in kind becomes blurred, though 
for present purposes it is not necessary to dwell on them. 

As discussed in Chapter 1, Section 2.1, non-contributory benefits are of two sorts: means-
tested (i.e. awarded only where income/wealth falls below a prescribed limit), and 
universal (i.e. awarded without a contributions or income test on the basis of other 
criteria), a key example of the latter being child benefit. The two sorts of benefit have 
various of the aims set out in Chapter 1, Section 2.2. The major objective of means-tested 
benefits is poverty relief; such benefits also contribute to vertical redistribution. The key 
objectives of child benefit are poverty relief and income smoothing in the face of life-
cycle effects. To the extent that the benefit is financed out of progressive taxation, it also 
contributes to vertical redistribution. If the benefit is awarded to all families without an 
income test, it assists social solidarity. 

10. Non-contributory benefits 

This chapter starts by summarizing the institutions of four of the most important of 
these benefits in the UK (for details, see the Further Reading): income support, housing 
benefit, and family credit are all means-tested; and child benefit is universal. Section 2 
considers the arguments for state intervention; Section 3 assesses means-tested benefits 
and child benefit, respectively, including a brief survey of empirical evidence. 

INCOME SUPPORT is the final safety net, when family income from all other sources falls below 
a specified minimum. Expenditure is large (£18 billion in 1996/7 (Table 7.5)), exceed­
ing that on any other benefit except the national-insurance pension. The numbers 
involved are also large: in 1996/7 there were 4.8 million recipients (and over 7.5 million 
when account is taken of dependants), of whom over 60 per cent were pensioners or unem­
ployed (UK DSS 1997: tables 6,7). The scheme has changed in various ways since 1948 
(Chapter 2, Section 6) and its details are complex. Where a benefit is intended to sup­
plement people's incomes, there are bound to be complications in its interactions with 
other income sources. Discussion here is restricted to the simplest cases. 

Income support is calculated by setting requirements against resources. If the latter 
are less than the former, the difference is paid as benefit. Additionally, income support 
acts as a 'passport' to other benefits, including housing benefit, free prescriptions and den­
tal treatment, and free school meals. The scheme is usefully discussed under three 
heads: eligibility; benefits for those with no income or capital; and the treatment of 
income. 

Eligibility. Anyone aged 18 or over (in limited cases, 16 or over) who is not working 
for more than sixteen hours per week may be eligible, whether or not he has a national-
insurance record or is receiving national-insurance benefit. For those under pensionable 
age, benefit will normally be conditional on registering for work, with some exceptions 
such as people with major health problems and single parents of children under 16. 

Benefits for those with no income or capital are of two sorts: income support itself, 
which offers benefit on a weekly basis, and the social fund, from which single payments 
are made. The determination of income support in any particular case rests on two con­
siderations: how much benefit is awarded to a family with no other income; and how this 
award is affected by any income the family has, corresponding to the requirements and 
resources aspects of the benefit. 

Requirements are calculated according to scales laid down bylaw. Income-support pay­
ments comprise up to three elements: a personal allowance, which varies according to 
family size and the ages of any children; premiums for groups of people with special needs, 
such as families with children, people with disabilities, and people over 60; and help 
with housing costs. Some of the personal allowances and premiums for 1997/8 are 
shown in Table 10.1. 

The social fund offers additional assistance. There are four types of single payment: 
budgeting loans for immediate lump-sum needs; crisis loans to meet urgent needs; 
community-care grants for people facing exceptional problems; and automatic grants 
for income-support recipients for maternity, funerals, and in exceptionally severe 
weather. As the names imply, the first two are loans (interest-free), repayable through 
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Table 10.1. Income support rates, 1997/8 (partial listing) 

Types of payment 

Personal allowances 
Couple (both aged over 18) 
Single householder (aged 25 or over) 
Lone parent (aged 18 over) 
Dependent children 

to September after 11th birthday 
then till September after 16th birthday 
then till day before 19th birthday 

Premiums 
Family 
Family (lone parent) 
Pensioner 

Single 
Couple 

Disability 
Single 
Couple 

Severe disability 
One person who qualifies 
Couple (both qualify) 

Disabled child 
Carer 

£ per week 

77.15 
49.15 
49.15 

16.90a 

24.75a 

29.603 

10.80 
15.75 

19.65-26.55 
29.65-38.00 

20.95 
29.90 

37.15 
74.30 
20.95 
13.35 

a Child benefit and child benefit increase are, in effect, deducted from these rates. 

reduced weekly benefit. The scheme is small (about £250 million in 1996/7 compared 
with £18 billion on income support). 

The treatment of income and capital. The underlying principle is that all income is includ­
ed unless it is specifically 'disregarded'. Though the regulations are complex (Tolley 
1996: ch. 4), the following income is ignored for the purposes of establishing entitlement: 
£5 per week for each claimant; or up to £10 per week for a couple; or £15 per week for 
elderly or disabled recipients; or £25 per week for a single parent. Certain other types of 
income may be disregarded, including certain education and training payments and 
some social-security benefits—for example, the mobility component of disability living 
allowance. 

Disregards apart, all income is included in family resources, in particular child benefit 
and the major national-insurance benefits. For income-support purposes the relevant 
magnitude is 'net' earnings after tax and national-insurance contributions, and after allow­
ing for limited work expenses, including fares. The ability to deduct these expenses con­
trasts sharply with the rules applicable for income-tax purposes. 

Complications arise in defining the types of income which are disregarded or includ­
ed, in the interactions when families have several different sources of income, and in the 
calculation of work expenses. In addition, any capital owned by the individual or fam­
ily may affect entitlement. The value of an owner-occupied house is ignored entirely. Other 
capital, including savings, redundancy payments, and some tax rebates, is ignored if it 
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does not exceed an upper limit (£3,000 in 1997/8). Benefits are reduced for recipients 
with savings between £3,000 and £8,000. Individuals with more than £8,000 (in 1997/8) 
in savings are not normally eligible for benefit.1 

A family's benefit is calculated as the difference between its requirements and its 
resources. If requirements are estimated at £120 and resources at £40 per week, benefit 
will normally be £80. At the margin an extra pound of earnings therefore costs £1 of benefit, 
in economic terms a 100 per cent implicit tax rate. Thus the implicit tax on disregarded 
income is 0 per cent; on most other income, including most national-insurance bene­
fits, it is 100 per cent. Income support can therefore be thought of as 'topping up' family 
income from whatever source to bring it up to a basic minimum. 

HOUSING BENEFIT is administered by local authorities and provides means-tested assis­
tance with rent and local taxation for tenants. Total spending on it in 1996/7 was £ 12 bil­
lion (Table 7.5). For individuals in receipt of income support, benefit is normally equal 
to the full amount of rent. Otherwise, the value of the benefit depends on the claimant's 
gross income (including that of his or her spouse), household size, and the amount of 
rent. Where family income exceeds a specified limit, 65 per cent of'excess' income is sub­
tracted from the rent in calculating benefit. 

FAMILY CREDIT is aimed at the working poor. It is payable to a low-income family with at 
least one dependent child, and where at least one adult in the family works for at least 
sixteen hours per week. Spending on family credit in 1996/7 was slightly over £2 billion 
(Table 7.5). The maximum credit depends on family size. There is an adult credit 
(£47.65 in 1997/8), plus an additional, age-related credit per child, which are paid in full 
to families whose net income is below a prescribed amount (£77.17 in 1997/8). Benefit 
is reduced by 70 per cent of the excess of family net income over the prescribed amount. 
An award will normally be made for twenty-six weeks, and once made will not be affect­
ed by any increase in income during the period. Recipient families are automatically 
entitled to the same variety of additional benefits as those receiving income support. 

CHILD BENEFIT, which replaced child tax allowances and family allowances from 1979 
(Chapter 2, Section 6), cost £7 billion in 1996/7 (Table 7.5). Child benefit consists of a 
tax-free weekly payment (£11.05 for the first child (£17.10 in a lone-parent family) and 
£9.00 for each subsequent child in 1997/8), where a child for these purposes is under 16, 
or under 19 if in full-time education. When a child lives with both parents, the mother 
has title to the benefit. 

In contrast with the former combination of child tax allowances and family 
allowances, child benefit is administratively much less cumbersome, and is worth the same 
to everyone, whatever her income. Schemes of this sort exist in many countries—for sur­
veys, see the Further Reading. 

1 For a person in long-term residential care, the upper limit for savings is £16,000; benefit is reduced where savings 
are between £12,000 and £16,000. 
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Other schemes range over health benefits (free prescriptions); benefits for the disabled 
and handicapped; employment and job-training benefits; help for the elderly (e.g. 
meals on wheels); legal aid; and help for the homeless. There are at least fifty schemes of 
this sort (see the Further Reading). 

2. Theoretical arguments for state intervention 

2.1. Arguments for intervention 

EFFICIENCY AND SOCIAL JUSTICE. Non-contributory benefits cover three broad categories of 
people. First are those whose national insurance (despite compulsory membership) 
leaves them in poverty. Such people are eligible also for income support. Secondly there 
are those without national-insurance cover because they have exhausted their entitle­
ment or because they never had any (e.g. a school leaver, or a recently divorced woman 
with no recent contributions). Such individuals have to rely on income support and, where 
relevant, child benefit. Finally, there are those whose reason for poverty is not covered 
by national insurance—for example, the parent of a large family in low-paid work, who 
has to rely on child benefit and family credit. 

None of these categories can readily be dealt with by private insurance; and none 
except the first can be helped by raising national-insurance benefits or by extending 
their coverage. Much poverty is associated with children and/or high housing costs, 
neither of which is an insurable risk. Two conclusions emerge: private insurance is not 
possible in most of these cases; nor is extending national insurance a complete answer. 

The state could, of course, do nothing, and let people face the risk of starvation, but 
even ignoring equity arguments this would have a variety of efficiency costs including 
social unrest/crime among those facing starvation; the death by starvation of dependants 
including children (the future labour force); and the fact that malnutrition causes poor 
health, thereby raising health-care costs and lowering the capacity of adults to work and 
of children to absorb education. These costs (cf. the nineteenth-century national-
efficiency arguments in Chapter 2, Section 2.1) give efficiency grounds for publicly pro­
vided income support. 

From the viewpoint of social justice, libertarians incline towards private charity 
where poverty is caused by a non-insurable risk. However, various difficulties (Chapter 
4, Section 4.1), including the free-rider problem, are likely to cause voluntary giving to 
be inefficiently low even by libertarian standards. Thus writers such as Friedman and Hayek 
do not oppose subsistence payments out of public funds, though they favour every 
inducement to encourage people to work (the modern incarnation of'less eligibility' 
(Chapter 2, Section 1.1)). Socialists, in contrast, argue for generous benefits paid on the 
basis of need, to advance their egalitarian objectives. 

Thus there are solid arguments of both efficiency and social justice for public pro­
vision of subsistence benefits on a non-insurance basis. Whether benefits should be 
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above subsistence and, if so by how much, has no definitive answer (Chapter 6, Section 
2). 

CRITERIA FOR ASSESSING REDISTRIBUTE SCHEMES. How effective are non-contributory benefits 
in achieving the objectives listed at the start of the chapter? This question was tackled 
for national-insurance benefits (and will be for health care, education, and housing) in 
terms of their efficiency and equity. But for redistributive schemes the argument is illu­
minated by three somewhat different criteria which cut across the efficiency/equity 
distinction. 

The level of benefits. Does the scheme give recipients a socially acceptable standard 
of living—that is, does it achieve the poverty-relief objective? This involves, first, money 
benefits: does the scheme pay enough to allow people to buy an adequate consumption 
bundle? Secondly, the issue of stigma: for any given level of money support a person's 
living standard (in utility terms) is reduced to the extent that he feels stigmatized by receiv­
ing benefit. 

Targeting. In Weisbrod's (1969) terminology, targeting has two aspects. 

• Vertical efficiency is concerned with avoiding leakages—that is, benefits should go 
only to those who need them. This reduces the cost of the scheme, but may involve 
high implicit tax rates and the poverty trap (Section 3.2). 

• Horizontal efficiency is concerned with avoiding gaps—that is, benefits should go 
to all the poor. Failure can arise either because eligibility rules prevent some needy 
groups from applying, or because take-up is less than 100 per cent. 

The cost criterion embraces the benefits themselves and also the cost of administration. 
These three criteria interact in important ways which emerge in subsequent discus­

sion. Cost constrains the freedom to have high benefits. There is an important inter­
action between cost and the level of benefit: as we shall see, increasing, say, income 
support by x per cent is likely to increase cost by much more than x per cent. A further 
interaction is between cost and targeting: again it transpires that reducing the rate at which 
benefits are withdrawn as family income rises disproportionately affects costs. 

2.2. Th^simple analytics of targeting 

Having established targeting as one of the central aims of cash benefits (i.e. the why of 
targeting), it is helpful before proceeding to discuss the how (see the Further Reading). 
There are three basic approaches: via an income test, where the amount of benefit is 
directly related to individual or family income; or via indicators of poverty, where 
benefits are based on easily observable characteristics which are highly correlated with 
poverty—for example, ill health, old age, or the presence of children in the family. A third 
possibility is self-targeting. 
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TARGETING VIA AN INCOME TEST. The idea is simple: poor people are identified by the fact that 
they have low incomes. The major advantage of this approach is that, at its best, it can 
target benefits very tightly. 

Income-testing, however, has important costs. First, it can create major disincentives 
to work effort and saving. The central economic issue (discussed in detail in Chapter 11, 
Section 2.2) concerns the shape of the income distribution—that is, how many poor 
people there are relative to the number of potential taxpayers. If there are many people 
in extreme poverty and a small tax base, the tax rates necessary to finance poverty relief 
create labour-supply disincentives for taxpayers. There will also be disincentives for 
recipients: if benefits are to be kept in the hands of the poor (which is necessary to meet 
fiscal constraints), they must be clawed back rapidly as the income of recipients rises. 
At its extreme, as discussed in Section 3.1, benefit is withdrawn pound for pound with 
recipients' marginal earnings. This implicit tax rate creates an obvious labour-supply 
disincentive. 

A second problem is that assessing income can be intrusive and hence stigmatizing, 
particularly if the income unit is the family or extended family rather than the individ­
ual, so that the determination of eligibility requires all family members to reveal their 
income. Thirdly, measuring income is administratively demanding. 

INDICATOR-TARGETING uses indicators of poverty which can be measured more easily than 
income (the classic article is by Akerlof 1978). The idea is best illustrated by example. 
Assume: 

• only redheads are poor; 

• all redheads are poor; 

• there is no hair-dyeing technology. 

In these circumstances it is theoretically possible completely to eliminate poverty, as defined 
by the poverty line, by paying a redhead benefit; additionally, because benefits go only 
to the poor, expenditure is minimized; and because identification is easy, administrative 
demands are small. 

These results follow, first, because having red hair is a necessary condition for pover­
ty (the first assumption); thus targeting is horizontally efficient; were this not the case, 
a redhead benefit would leave gaps by failing to cover poor people who did not have red 
hair. It is also a sufficient condition (the second assumption); targeting is therefore 
vertically efficient; were this not the case, benefits would 'leak out' to redheads who were 
not poor. Thus having red hair is perfectly correlated with poverty. Furthermore, having 
red hair is wholly exogenous to the individual (the third assumption), thus minimizing 
deleterious incentives. Thus the ideal indicators are: 

• highly correlated with poverty, to ensure accurate targeting; 

• beyond the control of the individual, to minimize disincentives; and 

• easy to observe, to assist administration. 
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Indicator-targeting can have significant advantages over income-testing. Disin­
centives for recipients are weaker (since only the income effect works against labour 
supply). Where the indicator is easily observable (e.g. the number of children in a 
family), it is less demanding administratively. Thirdly, as discussed shortly, it is possible, 
with care, to use an indicator which facilitates self-targeting. 

There are disadvantages, however. Gaps in coverage arise because some individuals 
with incomes below the poverty line may not have the relevant characteristics (i.e. 
the indicators are not completely horizontally efficient). And there may be leakages 
because some people may possess the necessary characteristics but not be poor (i.e. the 
indicators are not completely vertically efficient). 

SELF-TARGETING. In some circumstances, it is possible to improve targeting by creating an 
incentive structure under which the choices of claimants act as a signalling device. Two 
approaches are usefully distinguished. 

Price subsidies. This approach subsidizes a carefully chosen bundle of goods con­
sumed disproportionately by the poor. If, for example, only poor people eat black 
bread, it is possible to offer it at subsidized prices. Other examples include services 
which have a higher-quality higher-priced substitute, such as public transport. Though 
analytically valid, the number of commodities which (a) have a negative income elas­
ticity of demand, and (b) form a significant fraction of the consumption of the poor, is 
very limited. 

Conditional benefits. This approach conditions benefit on specific actions by the 
recipient. One example is 'workfare', where an unemployed person is awarded benefit only 
so long as she undertakes some form of work or training. This has the advantage that it 
benefits all who come forward and only those who come forward; and the only people 
who claim are those who genuinely cannot find higher paying work. Workfare has these 
beneficial incentive effects because it imposes costs on recipients in one of two ways: it 
makes it difficult or impossible for a person to receive benefit while continuing to work 
unofficially—that is, it 'taxes away' the person's earnings from other work; and, where 
people are using benefit, in effect, to subsidize their leisure, it 'taxes away' their leisure. 
In both cases, workfare reduces the individual's replacement rate—in the first case by 
the reduction or elimination of unofficial earnings, in the second by the forgone 
leisure—and thus increases the incentive to find work. In principle, the only people 
who claim benefit are those for whom unemployment benefit plus workfare is gen­
uinely the least-bad option. 

There are two potential disadvantages. First, targeting maybe imperfect: there are gaps 
(for instance, because some genuinely poor people are physically unable to work), and 
leakages (for instance, because public-works employment may crowd out some other 
wage work) (for a survey, see Ravallion 1991; Ravallion and Datt 1995). Secondly, not 
everyone agrees that this approach contributes to social justice. Workfare is another 
manifestation of the nineteenth-century concept of'less eligibility' (Chapter 2, Section 
1.1). The Victorian debate about the balance between incentive effects, on the one hand, 
and the dignity of the individual, on the other, clearly continues into the present. 
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Workfare, from one perspective, seeks the beneficial effects of less eligibility whilst try­
ing to minimize the affront to individual dignity. 

3. Assessment of non-contributory benefits 

3.1. Income support 

LEVEL Are benefits high enough to relieve poverty? With an absolute definition (Chapter 
6, Section 2.1) the answer is generally yes: nobody starves; and the level of income sup­
port in 1995 was over twice the real value of its 1948 predecessor (UK DSS 1995a: tables 
4.1,5.3). However, there has been concern about hypothermia among the elderly, rising 
numbers of people sleeping on the streets, and rising numbers suffering multiple depri­
vation. The problem was serious enough for the 1997 Labour government to introduce 
a new Social Exclusion Unit, chaired by the Prime Minister, to coordinate policy across 
departments. 

The social fund has been heavily criticized (see Bennett 1996): it works within a fixed 
budget; most of the payments are loans; and most awards involve local discretion. 
Though the last aspect is, up to a point, inevitable in a scheme designed to meet excep­
tional needs, the former two are not. As a result, it is argued, the social fund fails in a 
significant number of cases to meet the poverty-relief objective, in that take-up is well 
below 100 per cent. 

A separate but equally important issue is whether benefits are high enough not just 
to relieve immediate poverty but to prevent it in the longer term (cf. preventive medi­
cine).2 Again, there is a question mark. Spending cuts in the mid-1990s affected relief to 
people caring for Alzheimer sufferers. Such benefits, by keeping families together, have 
obvious social benefits; they are also much cheaper than paying for residential care. 
Benefits for lone parents are similarly cost effective if, by keeping families together, they 
keep young people out of (very costly) jail.3 

TARGETING is concerned with both horizontal and vertical efficiency. 
Horizontal efficiency. The eligibility rules for income support are broad, reflecting 

its status as a benefit of last resort. The USA has no comparable scheme for non-aged 
adults without children. Income support from that point of view does well. 

However, as discussed in Section 3.4, a sizeable proportion of eligible recipients do not 
receive benefit—that is, take-up is incomplete. On the supply side, some eligible appli­
cants might not be awarded benefit: an official may impose a harsh interpretation on 
regulations or be unaware of certain entitlements. Such difficulties cannot entirely be 

2 In many ways this is the poverty-relief analogue of dynamic efficiency. 
3 See, e.g. Polly Toynbee,'Poverty by a Thousand Cuts, Independent, 25 Nov. 1996, p. 15. 
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avoided, but there is little evidence of systematic discrimination in the enforcement of 
rules (e.g. by race) in the award of benefit.4 

Take-up can be incomplete also for demand-side reasons, in that an unknown num­
ber of eligible people do not apply for benefit. Three sets of theories seek to explain why: 
ignorance, inconvenience, and stigma. It is not surprising that many people are ignorant 
of their entitlement under the benefit system, notwithstanding considerable efforts to 
make information more available and easier to understand. 

Inconvenience is concerned with the cost to the applicant of making a claim, including 
the time spent filling in forms, and the need to answer potentially embarrassing ques­
tions about income and family circumstances. Some writers (Nichols and Zeckhauser 
1982; Blackorby and Donaldson 1988) argue that such costs maybe deliberate, to avoid 
the worst problems of adverse selection and moral hazard. The underlying argument is 
that the imposition of costs on claimants assists the operation of self-targeting. 

Stigma in its pure form arises if individuals feel that, if they receive certain benefits, 
they will be labelled as belonging to a socially rejected group. Hence there is a psycho­
logical cost to claiming benefit additional to the convenience costs just discussed. 

Vertical efficiency concerns the extent to which benefit is withheld from those who do 
not need it. Viewed narrowly, income support scores well. Once a recipient family has 
used up its small disregard (Section 1), it normally loses £1 of benefit for every pound 
of additional net earnings, which, in effect, imposes a 100 per cent implicit tax rate on 
earnings. This targets benefits very tightly indeed. 

Figure 10.1 shows in stylized form the combination of leisure and income available 
to a recipient of income support with an initial endowment at b of 24 hours of leisure. 
The line ab shows her earning opportunities. Suppose a scheme is now introduced 
under which income is not allowed to fall below Oc. This is shown by the line cde. An indi­
vidual choosing 24 hours of leisure will receive an income of Oc=be. If she works, 
the first £5 (say) of net earnings is disregarded, and spendable income rises above the 
income-support level, as shown by the line eg. But, once her disregards are exhausted, 
she loses benefit pound for pound with earnings, and so her spendable income is fixed, 
as shown by the dotted line jg. This is equivalent to an implicit marginal tax of 100 per 
cent, in the sense that all extra earnings are 'taxed away' by the loss of benefit: it is impos­
sible for recipients to raise their net disposable income; it also removes all financial 
incentive to work. Where people work solely to earn money, the budget constraint col­
lapses to the two segments a/and ge. No one who works only for money will choose a 
point on the segment jg (sinc^ at point g the individual has the same income as at/, but 
more leisure). If a person receives £120 in income support, which is lost pound for 
pound with earnings above £5, then jgcovers earnings from £5 to at least £125. This strong 
potential labour supply disincentive is the price of targeting benefit tightly on those in 
need—in short, vertical efficiency through means testing is inherently in conflict with 
labour-supply incentives. 

4 However, the rules themselves might be discriminatory (e.g. towards women). There have been claims in the past of 
racial discrimination in the UK (CPAG 1984) and the USA (Barr and Hall 1975). 
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Fig. 10.1. Stylized representation of the budget constraint under income support 

The labour-supply disincentive is one of the major economic criticisms of income sup­
port. An individual who works only for money will choose either to be on the segment 
a/(i.e. earning enough to be off income support), or at a point on the linege (i.e. earn­
ing under £5 per week). By its very construction, income support almost forces people 
into one of two extreme categories, of being fully self-sufficient or almost completely depen­
dent on the state, a conjecture supported by US evidence (Barr and Hall 1981). There is 
no real provision for people who, though not self-sufficient, are able at least partly to sup­
port themselves. Such people are rarely apparent because the system almost forces them 
into full dependence. The very fact of targeting benefits tightly brings about one of the 
worst features of income support—its tendency to be strongly divisive between the self-
supporting and the dependent. The qualitative direction of the disincentive is clear; but 
there is controversy about its empirical magnitude, to which we return in Section 3.4. 

COST. Expenditure has risen sharply over the years largely—though by no means wholly 
—because of rising unemployment and other reasons for non-participation. When 
national insurance was introduced in 1948 it was thought that eventually everyone 
would be self-supporting through work or insurance, and that national assistance (as it 
was then called) would dwindle. But over time the number of recipients grew, as did the 
complications. 

Administrative costs have also risen. In 1995/6 they amounted to 9 per cent of benefit 
expenditure for income support and nearly 37 per cent for the social fund; the compar­
able figure for the national-insurance retirement pension was 1.1 per cent (UK DSS 
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1997: fig. 12). Are these benefits affordable? The answer must be yes, since they are actu­
ally paid. But the possibility of enhancing the scheme is clearly limited. 

THE SCOPE FOR IMPROVEMENT is reduced by interactions between the three criteria. First, 
could benefits be increased? Suppose a family of given size receives £100 per week, 
which is reduced pound for pound with earnings (disregards are ignored for sim­
plicity). Doubling benefit from £100 to £200 would roughly double the cost of benefits 
to existing recipients (i.e. by assumption those earning less than £100 per week); but, in 
addition, more people (by assumption those earning between £100 and £200) would 
become eligible. Another possible improvement would be to reduce the rate at which 
benefits are withdrawn as earnings rise. This would increase the transfer receipts of 
families with other income; and it might reduce stigma, in as much as means-testing (the 
main cause of stigma) could be reduced. Unfortunately, the room for manoeuvre in this 
direction is also limited. In the example just discussed, with a 100 per cent implicit tax 
rate only those earning below £100 are eligible; with a 50 per cent rate anyone earning 
below £200 is eligible. Halving the tax rate, like doubling the benefit level, raises costs both 
by increasing benefits to existing recipients and by increasing the number of potential 
beneficiaries. The increase in costs associated with either change is accentuated by the 
shape of the UK's income distribution. The number of people with incomes between 
1 and 1.5 times the income support level is large, correspondingly reducing the scope 
for increasing benefits. 

3.2. Other income-related benefits 

HOW THE POVERTY TRAP ARISES 

The poverty trap can arise also for people who do not receive income support, but a vari­
ety of other benefits. To illustrate with an oversimplified example, someone earning a 
extra pound could lose (say) 20 pence in income tax, 10 pence in national-insurance con­
tributions, 30 pence in family credit, and 25 pence in various forms of assistance with 
housing costs, giving a total marginal tax rate of 88 pence.5 

When discussing the measurement of poverty (Chapter 6, Section 2.3), the three 
important questions concerned how many people were poor (the 'head count'), by how 
much they fell below the poverty line (the 'poverty gap'), and for how long they 
remained there. In the case of the poverty trap, analogously, we need to ask how high are 
implicit tax rates; how many people do they affect; and for how long do they apply or 
not apply? 

How high are implicit tax rates? The empirical literature is discussed in Section 3.4. 
Many individuals/families face marginal rates of close to (and in limited cases exceed­
ing) 100 per cent. The ill-effects of such tax rates are twofold. First, low-income families 
cannot raise their net income. The effect is striking. From official figures (UK DSS 

5 In reality, as discussed in Section 3.4, the loss of (say) family credit will take account of the other deductions. 
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1995b: table 1.8), if the pre-tax wages of a family (married couple with children aged 13 
and 16) rose from £50 to £200 per week, spendable income after all taxes and benefits 
and net of housing costs rose from £146 to £155—that is, an increase in weekly earnings 
of £150 increased weekly income by less than £10. The second ill-effect is that high tax 
rates bring about a strong substitution effect against work effort, and so are potentially 
a major labour-supply disincentive. For fuller discussion of the resulting poverty trap, 
see Parker (1995). 

A complete analysis, however, must take account of several complications. The first 
is the complexity of the benefit formulas. The more benefits are introduced, the greater 
the variation in implicit tax rates. In the past, at the point at which entitlement to free 
school meals was lost, the tax rate in 1982 could reach nearly 300 per cent—that is, an 
extra pound of earnings could cost nearly £3 in taxes and lost benefit (UK Treasury and 
Civil Service Committee 1983b: 201). In addition, the interactions between different benefits 
in calculating entitlement to each is complex. The structure of implicit tax rates facing 
any particular family will depend both on its size and composition, and on the precise 
mix of benefits it receives; and further complications arise where tax rates are determined 
by the actual operation of the system, which may differ substantially from the scheme 
on paper.6 

This brings us to a second set of complications. It is not enough to analyse the case of 
a 'typical' family. To assess the impact of the poverty trap we also need to know how many 
families face such rates—that is, how many families of different sizes and types there are 
at each income level; which benefits they actually receive (the take-up question); and which 
margin we are discussing, that for the primary or a secondary earner. The empirical lit­
erature is discussed in Section 3.4. 

MITIGATING FACTORS 

The third complication concerns the length of time over which people face or do not face 
these tax rates. Here, fortunately, there are mitigating factors, the most important of which 
are the existence of fixed period awards, and the fact that most benefits are uprated 
annually. 

THE LOGIC OF FIXED-PERIOD AWARDS. Family credit (and hence also the benefits to which it is a 
'passport', such as free school meals and free prescriptions) is awarded for six months, 
during which the authorities need not be informed of any increases in family income. 
A family which is awarded £30 a week receives a book of twenty-six vouchers for £30 each, 
which can be cashed week by week.7 

The main reason why benefit is awarded for six months is the administrative conven­
ience of not having to reassess a family each time its income changes. This administrative 

6 Barr and Hall (1975) found that in 1967 in almost all major US cities the measurement of income by welfare case­
workers reduced the implicit tax rates embodied in Aid to Families with Dependent Children considerably below the 100% 
rate specified in the regulations. 

7 For a detailed assessment of family credit, see Martin Evans (1996b). 
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practice has a substantial impact on implicit tax rates. Any increase in earnings which 
occurs during an award period does not result in any immediate loss of benefit, and so 
the marginal tax rate is zero, at least in the short run. And, even if an increase in earn­
ings is permanent, so that benefits at some future date are assessed on the basis of a 
higher income, any loss of benefit which occurs not at the time of the increase in earn­
ings, but only later, is likely at least partly to be discounted, and hence to be less of a 
disincentive. 

Conventional presentation of the poverty trap shows that a family earning an extra 
pound could lose up to, say, 80 pence in benefit. This figure must now be reinterpreted. 
It is certainly the case that family A will receive 80 pence less benefit than family B if its 
earnings are one pound higher. Thus the high implicit tax rates apply cross-sectionally. 
Our interest, however, is the impact on family A's benefits of an increase in its earnings. 
This is a time-series question, and from this perspective the poverty trap is mitigated in 
two ways: because of fixed-period awards, an increase in earnings may cause no loss of 
benefit, at least in the short run; in addition, benefits will generally have been uprated 
by the end of the award period, taking some of the sting out of reassessment. The moral 
of the story is the important economic impact of administrative practice. 

FORMAL ANALYSIS. The effect of fixed-period awards in reducing the perceived tax effect of 
the withdrawal of benefits merits more formal analysis (non-technical readers can skip 
the equations). Consider the value of an income stream of £1 per year subject to a tax 
rate, t. In perpetuity this is worth 

P= f(i_f)e-"dv = — (10.1) 
Jo r 

where v = time, and r can be interpreted either as the rate of interest or as a marginal rate 
of time preference (both interpretations will be discussed). 

If no tax is imposed until the end of the current award period (here till the end of year 
1), then the present value of the income stream is P (from equation (10.1)) plus the value 
of the first year's tax remission, t. 

P-= P + t = ki i±i t = ki ia^o. a a 2 ) 
r r 

Comparing equation (10.2) with (10.1) shows that the effect of not levying any tax for 
the first year is to 'write down' the effect of the tax by a factor (1 - r), i.e. the effective bur­
den of the tax is only (1 - r) times the nominal burden. Interpreted as a rate of interest, 
the tax not paid in the first year (£f) can be invested to yield £rt in each successive year, 
to pay part of each year's tax bill. Interpreted as a rate of time preference, the more heav­
ily the future is discounted, the lower is the perceived burden of the tax. 

Equation (10.2) applies stiactly only when tax is unpaid for a full year. More generally, 
suppose that earnings increase when a fraction k, 0 < k < 1, of the year has already 
passed. Then only £( 1 - k) is earned during the current award period, and the present 
value of the income stream if fully taxed is 

245 



Cash benefits 

Pk = f(l - t)e~™ dv = — e " * . (10.3) 
{ r 

But, if no tax is levied till the end of the first period, then the present value of the income 
stream is Pk plus the value of the first year's tax remission: 

i 

Pk' = Pk + J fe r v dv. (10.4) 

Evaluating and simplifying 

P{ = • (10.5) 
r r 

The first term is the present value of an untaxed unit increase in income starting a 
fraction, fc, through the first period; the smaller is k, the larger the value of the pay 
increase. The second term is the perceived present value of the tax burden where the 
tax is imposed only after the end of the first period, and is lower the higher is r. Thus the 
higher the individual's marginal rate of time preference, the greater the tendency for 
the loss of future benefits to be discounted. 

MAJOR IMPLICATIONS. Fixed-period awards have important policy implications. They 
enable the poor to raise their net income more easily, since benefit need not be lost at 
the time earnings rise. To that extent, the tendency for families to be trapped in poverty 
is less acute than the traditional view suggests. Secondly, labour-supply incentives may 
be improved. Temporary changes in earnings (e.g. overtime at Christmas) will not 
affect benefits; and even where increases are expected to persist, the tax rate relevant to 
labour-supply decisions is that perceived by recipients, which, from equations (10.2) 
and (10.5), will depend on their rate of time preference. This is almost certainly high, 
both because their income is low and because any increase in earnings may only be tem­
porary. A poor worker is unlikely to reject an opportunity to increase his earnings 
because it might cost him benefit six months later. 

There is little systematic evidence on rates of time preference, but inferences are pos­
sible. In Canada it normally takes about two months to process a claim for a tax refund. 
In order to get the money immediately, some people (before the practice was made ille­
gal) would sell their title to a refund for between 30 and 70 per cent of its face value 
(Community Income Tax Service 1976). The sale of a title to $100 in two months' time 
for $70 now implies a marginal rate of time preference of 600 per cent per year. From 
the second term in equation (10.5), r = 6 implies 

t— = 0.0004t. (10.6) 
r 

In other words, the perceived tax burden is almost zero. Even with less extreme cases, the 
tax burden is reduced to under 40 per cent of its nominal value when r = 100 per cent, 
and to under 7 per cent when r = 200 per cent. If such rates of time preference are 
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general, the tax effects of delaying the withdrawal of benefits for a few months after 
earnings have increased are likely to be heavily discounted, thereby considerably reduc­
ing the disincentive effect. 

In addition to their beneficial impact on (a) family poverty and (b) labour supply, fixed-
period awards have two further advantages. If taxes are fully discounted, the withdraw­
al of benefit as income rises is analytically equivalent to a lump-sum tax collected at some 
time in the future, with all the welfare properties of lump-sum taxation. Secondly, fixed-
period awards ameliorate the dilemma faced by public policy between the desire to 
preserve incentives by keeping tax rates low, and the need to reduce costs by targeting 
benefits tightly on those in need (hence withdrawing benefits rapidly as income rises). 
Fixed-period awards cushion the impact of high rates of withdrawal, while avoiding the 
high expenditure which would be involved in substantially reducing them. 

3.3. Child benefit 

HOW WELL TARGETED? It has been argued that child benefit, because it is not income tested, 
is poorly targeted. The fallacy with this argument is that it ignores the possibility of 
indicator-targeting, discussed in Section 2.2. 

Having children is highly correlated with poverty and is thus a good indicator. This 
is no accident. Parents are typically in the younger segments of the population, and thus 
at a relatively low part of their lifetime earnings trajectory; and the arrival of children 
frequently reduces second-earner income. For both reasons, family income tends to be 
low precisely at the time when the demands on that income are high. For life-cycle 
reasons, families with children systematically have low income relative to needs. It is, of 
course, possible to point to specific high-income families with children; that merely 
makes the point that child benefit is not perfectly targeted. Pointing to exceptions is 
analogous to arguing that heavy smokers who live into their nineties disprove the ill-
health effects of smoking. 

This line of argument brings out the point that child benefit, in addition to any re-
distributive goals, has an efficiency function as a device which allows families to redis­
tribute to themselves over their lifetime. A similar result could in theory be attained by 
borrowing, but capital-market imperfections largely rule out that option in policy terms. 

TARGETING WITHIN THE FAMILY. Child benefit also assists targeting within the family in two ways. 
If paid to the mother, the benefit helps to empower women. Secondly, limited system­
atic evidence and considerable casual empiricism suggest that paying child benefit to the 
mother improves the targeting of benefits on children. 

OTHER ASPECTS. Because^targeting is achieved without an income test, the labour-supply 
disincentive of the benefit is considerably reduced.8 The incentive, particularly for sec­
ondary earners, to work at least part-time is considerably enhanced. 

8 There is a disincentive arising via the income effect but, unlike income-testing, none via the substitution effect. 
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The administration of an income test is costly, not least because information needs 
to be updated regularly. Child benefit is administratively cheap because it generally has 
a single, once-and-for-all information requirement—a birth certificate. Thereafter 
benefit can be paid automatically for sixteen years. Administrative costs (including sin­
gle-parent benefit) in 1995/6 were slightly over 2 per cent of benefit spending (UK DSS 
1997: fig. 12); as noted earlier, the comparable figure for (income-tested) income sup­
port was 9 per cent. For broader discussion of family benefits, see the Further Reading. 

3.4. Empirical issues and evidence 

The empirical literature on non-contributory benefits is surveyed by Atkinson (1987a) 
and Moffitt (1992). Two issues predominate: their effectiveness in relieving poverty; 
and their incentive effects. 

THE EFFECTIVENESS OF NON-CONTRIBUTORY BENEFITS IN RELIEVING POVERTY 

THE LEVEL OF BENEFITS. Are benefits high enough to relieve poverty assuming, initially, that 
people claim all the benefits to which they are entitled. For the period to 1980, the 
answer must be a qualified yes. Two points were noteworthy about the level of the main 
social-assistance benefit: it was set at 100 per cent of a notional poverty line, rather than 
some fraction; and between 1948 and 1980 it retained its relativity to pre-tax average earn­
ings, and hence rose relative to post-tax earnings (Barr 1981). About 8.4 per cent of 
GDP was transferred to the lowest income quintile, compared with about 10 per cent in 
Sweden and Germany, and 4.8 per cent in the USA (Smeeding etal. 1990: table 2.3). As 
a result, Beckerman (1979) found that cash benefits reduced the number of people 
below the social-assistance poverty line from 22.7 per cent of the population before all 
transfers to 3.3 per cent, and reduced the poverty gap from £5.9 billion per year to £0.25 
billion.9 

In the mid-1980s, there was a strategic change of direction, in which two sets of 
changes interacted. First, benefits were increasingly uprated with prices rather than 
earnings; thus the incomes of recipients fell relative to the rest of the population. As a 
result, reliance on income-tested assistance grew. Secondly, the underlying concept of 
poverty changed.'Indeed, it is possible to argue that "poverty" as a state concept of com­
mitment disappeared' (Martin Evans 1998:299). The government argued that it made 
no sense to measure poverty by comparing people's incomes with the level of income 
support, since improved benefits by definition led to more measured poverty. As a 
result, official statistics started to count the number of families whose income fell below 
a fraction of mean or median household income. A commonly used definition was the 
EU standard of 50 per cent of mean income. An extreme interpretation is that policy, 

9 The problems of defining and measuring poverty are discussed in Chapter 6, Section 2. 
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at least for the decade after 1985, was concerned not with eliminating poverty but with 
alleviating it. For these and other reasons, as discussed in Chapter 6, Section 2.3, the 
poverty headcount rose sharply in the UK from the late 1970s onwards. 

Poverty relief in the USA differs in two strategic ways: the level of benefit can be in­
adequate because there is no automatic relation between the official US poverty line 
(which is federal) and benefit levels (which are set by states); and coverage is incomplete 
because there is no equivalent to income support, for which anyone is in principle 
eligible. The main post-war social-assistance benefit, Aid to Families with Dependent 
Children (AFDC), became more generous over the 1960s, but after the first oil shock 
was increasingly restricted: between 1975 and 1984 real AFDC benefits per recipient 
fell by 18 per cent (for assessments of the system, see Blank 1997a: ch. 4; Levy, 1998). 
Perhaps more fundamentally, AFDC was replaced in 1996 by a new benefit, Temporary 
Assistance for Needy Families. The new benefit differs from its predecessor in important 
ways: states have more discretion over benefit design; the federal contribution is a block 
grant rather than a matching grant; and the federal contribution is fixed in nominal terms 
so its real value will decline over time (for fuller discussion, see Blank 1997b and the Further 
Reading). Such policy directions will do nothing to reverse the rising US poverty head-
counts discussed in Chapter 6, Section 2.3. 

Living standards in utility terms depend not only on cash benefits, but also on the extent 
of stigma. Empirical studies are inconclusive mainly because stigma is not the only 
influence on take-up (another crucial variable being the extent to which claimants are 
aware of their potential entitlement). Serious statistical problems arise in attempting to 
separate two influences so different and so hard to measure (see Warlick 1981; Moffitt 
1983; Duncan 1984). 

TARGETING 1: HORIZONTAL EFFICIENCY. First, do benefits go to those who need them (i.e. are they 
horizontally efficient)? This boils down mainly to take-up, of which there are two main 
measures: the caseload take-up rate refers to the proportion of eligible claimantswho receive 
benefit; the expenditure measure relates to the fraction of total expenditure (assuming 
hypothetical full take-up) which is actually claimed. Take-up is far from easy to measure 
(see Atkinson 1989: ch. 11). It has tended to rise over the years, in part as a result of delib­
erate action. Official estimates suggest that take-up for supplementary benefit (the pre­
decessor to income support) in the 1970s was slightly over 70 per cent (caseload) and 74 
per cent (expenditure) (for this and other estimates, see Martin Evans 1998: table 7.19). 
In 1994/5 around £9 out of every £10 of available benefit was being claimed, and about 
four out of every five eligible people were claiming. Take-up was lower for the other main 
means-tested benefits. Caseload take-up for family-income supplement (the predeces­
sor of family credit) was typically around 50 per cent; by 1994/5 it had risen to 82 per 
cent of available expenditure and 69 per cent by caseload. 

Problems, however, remain. At least one-third of eligible pensioners in 1994/5 
received no income support, leaving about 25 per cent of potential benefits unclaimed. 
In addition, given the sharp increase in the number of poor people, though the rate of 
take-up has increased, the absolute number of non-claimants has also gone up. 

249 



Cash benefits 

In the USA, take-up of the main income-tested benefit, Aid to Families with 
Dependent Children, increased over the 1970s, largely because of positive action by 
administrators and rights workers. This progress, however, was reversed from the later 
1970s onwards (see Sawhill 1988 and Levy 1998). 

A separate aspect of horizontal efficiency is the gender implications of targeting. 
The feminization of poverty was noted in Chapter 6, Section 2.3. In addition, though 
results are still tentative, Blank (1997b) puts forward a number of reasons why the work 
requirement in Temporary Assistance for Needy Families may affect women particularly: 
the disproportionate number of welfare recipients who have experienced domestic and 
sexual abuse (Raphael 1996), creating labour-market impediments; extensive learning 
difficulties among the welfare population; and health problems among the children of 
welfare mothers, hindering paid work. 

Drawing the threads together, cash benefits may fail to relieve poverty for three sets 
of reasons: (a) the absolute level of benefits may be too low; (b) coverage may be inad­
equate for certain groups, in the sense that they are poor but not eligible for benefit; 
and (c) take-up maybe incomplete either (on the demand side) because of ignorance 
about entitlement, or stigma, or (on the supply side) out of maladministration and/or 
discrimination. In the UK ib) applies in the case of working families and some single-
parent families, and (c) applies to the elderly. In the USA problems arise under all three 
heads. 

TARGETING 2: VERTICAL EFFICIENCY. The extent to which benefits are restricted to the poor has 
two aspects: to what extent does income-testing restrict benefits to the poor; and how 
well targeted are categorical benefits awarded on the basis of non-income criteria? 

Income-testing. For three main reasons—rising unemployment, joblessness con­
nected with lone parenthood and disability, and changes in social security policy— 
there was a dramatic rise in the number of people dependent on means-tested benefits, 
from 8 per cent of the population in the mid-1970s to almost 21 per cent twenty years 
later (Martin Evans 1998: table 7.22). In 1994, nearly 30 per cent of children under 5 lived 
in households receiving income support—clearly the presence of young children is a 
powerful indicator of poverty. 

There are two key questions about income-testing: the issue of implicit tax rates, 
and the extent to which benefits go to lower income groups. Prior to the 1985 review 
(Chapter 9, Section 5.1) marginal tax rates of over 100 per cent were common. The 
review set out to avoid such rates by basing the income test for different benefits on income 
net of income tax, national-insurance contributions, and other cash benefits. However, 
attempts to reduce the number of people facing rates of 100 per cent or more led 
inevitably to a sharp increase in the numbers facing marginal rates of between 70 per 
cent and 100 per cent. The changes introduced after the review reduced the numbers 
facing rates of 100 per cent or more from 70,000 in 1985 to 5,000 in 1996/7. Never­
theless, about 645,000 tax units in 1996/7 faced marginal tax rates of over 70 per cent, 
of whom slightly over 100,000 faced marginal rates of over 90 per cent (UK DSS 1997: 
fig. 34). 
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To what extent do benefits go to poorer families? In 1995/6, looking at non-retired house­
holds, over two-thirds of spending on cash benefits as a whole went to households 
(adjusted for household size) in the bottom two income quintiles; these benefits made 
up 57 per cent of the gross income of a household in the bottom quintile and nearly one-
quarter of the income of a household in the next quintile. In contrast, the top two quin­
tiles received some 17 per cent of benefit spending, making up 5 per cent of household 
income in the fourth quintile and 2 per cent of the income of the top quintile (UK 
Office for National Statistics 1997: table E). 

The interpretation of these figures highlights the dilemma discussed earlier—tightly 
targeted benefits score well in terms of containing costs, but only by trapping people in 
poverty and giving them little incentive to increasing their earnings. For these and other 
reasons, Atkinson (1995a: 303) concludes that 'for all the rhetoric about targeting, 
means testing has not worked, and a major policy aim in Britain should be to reduce depen­
dence on means-tested benefit'. 

Indicator-targeting. A second aspect of vertical efficiency is the extent to which 
benefits can be targeted through non-income criteria. The a priori arguments why child 
benefit is likely to be well targeted were set out in Section 3.3. The bottom quintile of house­
holds receives 33 per cent of all spending on child benefit, more than three times as 
much as a household in the top decile (UK Office for National Statistics 1997: table E). 

Finally, in assessing the effectiveness of income transfers in relieving poverty, we should 
remind ourselves of major and unavoidable methodological questions. First, there are 
the many problems in defining the poverty line, the unit of receipt, and the distribution 
of income within that unit (Chapter 6, Section 2.1). Secondly there is the value placed 
by recipients on the transfers: the value of cash benefits may be reduced by stigma, 
and that placed on in-kind transfers may be less than their market price (though see 
Chapter 4, Section 4.2). Thirdly, and possibly of greatest intractability, there is the incid­
ence of the transfers (Chapter 7, Section 4.1). Calculations assume (because no other pro­
cedure is practicable) that a family's pre-transfer income is that which it would have been 
in the absence of any system of income support. This is, to say the least, a strong assump­
tion. Similarly, it is assumed that benefits paid to those in work, including family credit 
and child benefit, have no effect on wage rates. 

INCENTIVE EFFECTS 

When we turn to the incentive effects of cash transfers, the waters are, if anything, even 
murkier. The incentive effects of unemployment benefit (Chapter 8, Section 3.1) and pen­
sions (Chapter 9, Section 5.1) are closely linked with the present discussion, which is con­
sequently brief. In the context of income-related benefits, the main empirical questions 
concern their effects on labour supply and on family formation. 

LABOUR SUPPLY. Two questions need to be distinguished: do benefits reduce work effort by 
those already on benefit; and do they encourage people to join? On the first, Barr and 
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Hall (1981), in a study of Aid to Families with Dependent Children in 1967, though it 
was not an explicit study of labour supply, found that recipients responded rationally to 
the budget constraint they faced, suggesting a negative relationship between benefit 
levels and labour supply. Levy (1979) showed that attempts to improve labour-supply 
incentives in the US system may be successful for existing recipients; but labour-
supply overall may fall because benefits (being now more attractive) induce non-
recipients to decrease their work effort and join the programme. This is precisely the 
reason (Section 3.1) why lowering the tax rate implicit in income support is likely to be 
so costly. 

On the second question, Moffitt's (1992) survey of income-tested benefits concluded 
that, though the major US welfare benefits reduce labour supply, the effect is not strong 
enough to explain the long-term increase in the number of recipients. All such conclu­
sions, however (and particularly numerical estimates of labour-supply elasticities), 
should be read alongside the caveats in Chapter 8, Section 3.1, about the empirical lit­
erature on unemployment benefits. Saunders's (1995: 6) conclusion about Australia 
applies equally to other countries: 'while there is a good deal of information on how the 
income . . . tests influence incentives, not enough evidence currently exists for Australia 
on how these translate into actual behaviour! 

Other approaches seek to target benefits in ways which rely less on income-testing (see 
Gramlich 1989). 

• Regulation involves policing individual behaviour, for example by enforcing job 
search or by pursuing child support from absent fathers more vigorously. As exam­
ples of the latter, in Australia, child support is enforced through the income tax 
system; the UK Child Support Agency has a similar function. 

• Indicator targeting. The categorical approach seeks to minimise distortions by paying 
more generous benefits to groups (e.g. pensioners) with less elastic labour supplies. 

• Self-targeting. Another approach is to introduce countervailing incentives which 
encourage self-targeting. As discussed in section 2.2, income support can be con­
ditioned on work or job training. 

EFFECTS ON FAMILY FORMATION. Income support may affect family formation in various 
ways. Bradshaw and Millar (1991) found no evidence to support the contention that women 
in the UK become pregnant in order to qualify for benefit. There has been a long-
running debate in the USA about whether the welfare system gives families an incentive 
to split up. In particular, it has been argued that the sharp rise in the number of black 
female-headed households after 1960 was causally related to the increase in real bene­
fits under Aid to Families with Dependent Children. Conclusions vary widely. Honig 
(1974,1976) found a positive relationship between benefit levels and the proportion of 
female-headed families, with a stronger effect for non-white families. Barr and Hall 
(1981), using 1967 data, found that race exerted no independent effect on welfare 
dependency (though this does not rule out the possibility that black and white family 
formation were equally affected by increasing benefit levels). Yet other studies have 
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failed to find any significant effects. The literature is surveyed by Atkinson (1987a) and 
Moffitt(1992). 

Once more, care is needed in interpreting aggregate results. As mentioned earlier, 
disproportionate numbers of welfare recipients—at least in the USA—suffer domestic 
and sexual abuse. To the extent that that is the case, it can be argued that an advantage 
of the benefit system is that it makes it possible for families to break up. 

3.5. Conclusion 

The UK's income distribution, like that in almost all industrialized countries, is heavily 
skewed towards lower incomes. We want to support the poor (the level criterion), but 
the income distribution makes it inevitable that benefits must be withdrawn fairly 
rapidly if limited resources (the cost criterion) are to be targeted on the most needy. This 
focus can be achieved in various ways: benefit can be withdrawn as family income 
rises, either immediately (income support) or eventually (family credit); or it can be 
removed when an individual's status changes (e.g. the loss of unemployment benefit 
upon resumption of work, or loss of child benefit when a child reaches the age of 16). 
Whatever the method, a poverty trap in one form or another is largely inevitable, an 
observation which brings us naturally to Chapter 11. 

FURTHER READING 

The most comprehensive and up-to-date summaries of the institutions of non-contributory 
benefits are in Tolley (1996) (which includes references to legislation); this work is published annu­
ally. For a survey of social assistance in the OECD countries, see Eardley et al. (1996a, b). Family 
benefits are surveyed by Ditch etal. (1997) and Kamerman and Kahn (1997). 

The analytics of targeting are discussed by Weisbrod (1969), Akerlof (1978), Besley and 
Kanbur (1993), Atkinson (1995a: ch. 12; 1995b), and Sen (1995b). For empirical discussion, see 
Grosh (1994) and Ravallion and Datt (1995). See also World Bank (1990) for compendious dis­
cussion of the practicalities of poverty relief. 

For assessment of non-contributory benefits in the UK, see particularly Martin Evans (1996a, 
b; 1998); see also Commission on Social Justice (1994:245-65), Parker (1995), Bennett (1996), 
and Oppenheim and Harker (1996), and, for more general discussion, Rowntree Foundation 
(1995). For US discussion, see Burtless (1990), Danziger etal (1994), and Blank 1997a: chs. 4 (assess­
ment) and 7 (directions for reform); 1997b). Family benefits are assessed by Atkinson (1995a: 
ch. 12). For international comparison, see Smeeding (1997) and Danziger and Jannti (forthcoming), 
and, for a European perspective, Atkinson (1995a: ch. 14). On problems and policies in the 
reforming former-CommuMst countries, see Sipos (1994) and World Bank (1996: ch. 4). On pover­
ty and inequality, see also the Further Reading to Chapter 6. 

Moffitt (1992) surveys the labour-supply incentives of welfare benefits in the USA; for 
European discussion, see Atkinson and Mogenson (1993). Effects on family formation are dis­
cussed by Bradshaw and Millar (1991). Raphael (1996) discusses the disproportionate amount 
of domestic and sexual abuse experienced by welfare recipients. 
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CHAPTER 11 

Strategies for reform 

If a free society cannot help the many who are poor, it cannot save the few who are 
rich. (John F. Kennedy, 1961) 

1. Approaches to income support 

The last three chapters discussed the cash side of the welfare state in some detail. This 
chapter considers more generally the pros and cons of different forms of income sup­
port. It is a discussion not of specific reform proposals, but of different strategies. The 
starting point is how most usefully to identify the poor. Chapter 10, Section 2.2, distin­
guished two approaches. 

• Benefits can be conditioned on income (i.e. means-tested), the archetypal example 
being the sort of negative income tax discussed in Section 2, below. 

• Alternatively, they can be conditioned on the characteristics of recipients. The 
resulting categorical schemes award benefit on the basis of indicators such as being 
unemployed, sick, or retired. This so-called 'Back-to-Beveridge' strategy is dis­
cussed in Section 3. 

Section 4 considers mixed strategies. Section 5 summarizes the major conclusions to emerge 
from Chapters 8 to 11. 

The distinction between categorical and non-categorical schemes is important. 
The former stress the causes of poverty, and institute programmes for specific groups. 
Historically, it was thought that most people would be self-supporting through work, 
or through insurance against income loss due to unemployment, sickness, or old age; 
and that the few who fell outside these groups could be categorized into the disabled, the 
blind, etc. Underlying this approach is the distinction between the 'deserving' poor (e.g. 
widows with young children) and the 'undeserving'. Such thinking lay behind the Poor 
Law, and permeated much of the 1930s New Deal legislation in the USA. The Beveridge 
Report (1942: 124-5), though liberal in its attitude, distinguished eight 'reasonable' 
causes of poverty. 

11. Strategies for reform 

Non-categorical schemes, in contrast, regard recipients as a spectrum which includes 
the self-supporting, the very poor, and a large number in between. Such schemes con­
centrate on outcome rather than cause, and classification is made only in terms of need. 
The approach is attractive because there are few gaps through which 'difficult' cases can 
fall, but it has the disadvantage of requiring a means test in one form or another. 

A common thread throughout the chapter is that there are no easy solutions to 
poverty in countries with relatively large numbers of people with low incomes. This is 
not an argument against increased redistribution, but a warning that it will not be 
brought about without an awareness of the difficulties involved. 

2. Income-testing: The negative income-tax approach 

2.1. The idea 

Negative income taxation is the archetype of cash support conditioned on an income 
test. This section sets out the analytics of such schemes. Section 2.2 discusses large-scale 
negative income taxation, and Section 2.3 how a small-scale scheme could be part of a 
package of wider reform. 

THE PRINCIPLE is outlined in terms of a simple income-tax system shown in Figure 11. la by 
the line OBA: individual income is tax free up to £B; thereafter it is taxed at t per cent. 
Suppose that B = £4,000 and t = 35 per cent. The simplest negative income tax is shown 
by the line GQBA: if an individual's income is above £4,000, he pays tax of 35 per cent of 
the excess over £4,000; if it is below £4,000 he receives 35 per cent of the shortfall below 
£4,000. Someone with an income of £4,500 pays 35 per cent of £500, i.e. £175; someone 
with an income of £3,500 receives £175. More generally, it is possible to have a different 
tax rate above and below the break-even income (shown by the line GXBA), and a higher 
break-even point for larger families. 

Formally, the simplest negative income tax relates the individual's tax bill, T (positive 
or negative), to his income, 7, as 

T=t(Y-B) (11.1) 

where t is the tax rate appjjed above and below the break-even income, B, as shown by 
the line GQBA. It is often more useful to think of the system in a different way: an indi­
vidual with zero income receives 35 per cent of the amount by which his income falls below 
£4,000, i.e. £ 1,400; from equation (11.1) it is entirely equivalent to give everyone a trans­
fer of £1,400, and to tax all other income at 35 per cent. Thus 

T=tY-G (11.2) 

where G = tB is a lump-sum transfer to the individual, who then pays tax at a rate, t, on 
all his other income, Y. Similarly, an individual could be given a larger transfer, say G: in 
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Figure 11.1A, and taxed at 50 per cent on the first £B of his income and 35 per cent there­
after. A scheme which gives everyone a lump sum and taxes all other income goes under 
the generic name of a guaranteed-income scheme. Equations (11.1) and (11.2) show that 
guaranteed-income schemes and negative income taxes are analytically identical. Such 
arrangements have been given various names: minimum-income guarantee, reverse 
income tax, basic-income guarantee, and social-dividend schemes. Though their admin­
istration is different, all are completely identified by two features: the size of the transfer, 
G, to an individual with no income, and the tax structure applied to any other income. 

AN EXAMPLE of the guaranteed-income approach is a scheme (the tax-credit scheme) put 
forward by the UK government in the early 1970s.l It proposed weekly payments (at 1972 
prices) of £4 per single person, £6 per couple, and £2 per child; all other income was to 

1 For the proposals, see UK Treasury and DHSS (1972), for assessments, Prest (1973), UK Select Committee on Tax 
Credit (1973), and Barr and Roper (1974), and, for a counter-view, Atkinson (1973). 
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be taxed at 30 per cent, with higher rates for the highest incomes. For people with low 
earnings the tax credit was greater than their tax liability, thus raising take-home pay above 
gross pay. Certain groups were excluded—notably, the self-employed and people below 
the poverty line, the latter because they almost certainly already received some sort of 
poverty relief, thereby (it was argued) complicating the administration of cash assistance 
if they received some of their income as tax credit and the rest in other forms of income 
transfer. The implications of such small-scale schemes are taken up in Section 2.3. 

2.2. An assessment of large-scale negative 
income-tax schemes 

Negative income-tax schemes have attracted widespread support (see the Further 
Reading): from libertarians because cash transfers are compatible with market alloca­
tion, and so can loosen what they see as the stranglehold of in-kind transfers under the 
welfare state, and from socialists because the scheme guarantees everyone at least a 
minimum income as a right of citizenship and without a means test. Additionally, it is 
claimed that negative income tax will boost take-up, reduce stigma, and, by bringing all 
individuals under a single umbrella, enable government to be better informed about the 
economic condition of the population. Possibly the most important claims are that 
negative income tax can solve two major problems—the poverty trap, and the failure of 
the welfare state to redistribute more income. 

Why then, despite such widespread support, has no country adopted a large-scale 
scheme? The short answer, with an income distribution like that in almost all countries, 
is its cost. This implies a large increase in tax rates, which aggravates the poverty trap and/or 
creates labour-supply disincentives. 

ISSUES OF COST 

A useful starting point is the distinction between a small-scale scheme, which offers a 
low guaranteed income like G0 in Figure 11.1a, and a large-scale scheme giving a higher 
transfer like G r Under the first, trig cost is not large, and no high tax rates are necessary; 
but the guaranteed income is low, so no substantial help is given to the poor, and the need 
for additional benefits remains. If negative income tax is the sole anti-poverty device, it 
is necessary to have a high guaranteed income like Gx. This raises problems of cost, as 
illustrated in Figure 11.1. The intercept, G0, and slope, t, of negative income tax completely 
characterize the position of an individual or family. But the cost of the scheme and its 
redistributive strength depend both on the tax/benefit function and on the size distri­
bution of income. The society shown in Figure \\.\b contains many poor people with 
income less than B, and relatively few rich people; consequently, the cost of the scheme 
shown in Figure 11.1a will be higher, because of the larger number of net beneficiaries 
relative to net contributors, than in a richer country (i.e. one in which the left-hand tail, 
7„ is smaller). 
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THE LOGIC OFTHE COST ISSUE. Estimates for 1972 (Barr 1975) suggest that a scheme which paid 
a universal transfer equal to the poverty line, would require an average tax burden of between 
50 and 60 per cent. Atkinson (1983:275) illustrates the point: if the guaranteed income 
for an average family is x per cent of average income, and if income tax currently raises 
y per cent of average income for purposes other than income support, then the average 
income tax rate must be x-\-y. With plausible values for x and y (Atkinson suggests 35 per 
cent and 15 per cent), the average rate of income tax (i.e. ignoring all indirect taxes, etc.) 
is at least 50 per cent. 

Why are large-scale schemes so costly? The intuitive answer is that 'ordinary' income 
tax has to raise revenue to finance benefits only (or largely) for poor people, whereas 
negative income tax pays benefit to everyone. The resulting increase in taxation can be 
viewed in two ways: either because higher gross benefit payments require higher taxa­
tion; or because higher taxes are necessary to claw back benefits paid to rich people. The 
effect of universal benefits is to raise at least some marginal tax rates, even if the average 
tax rate (inclusive of benefits) is unchanged. 

It is necessary, however, to dig deeper. Consider the society shown in Table 11.1 with 
five poor individuals (assumed to have no income) and ten rich people (whose income 
is £10,000 per year) as shown in rows 1 and 2. The tax base (i.e. pre-transfer personal 
income) is £ 100,000 (line 3), and the tax threshold £4,000 under income tax and £0 under 
negative income tax (row 4). The poverty line, by assumption, is £4,000 per year (row 
5). Under'ordinary' income tax (columns 1 and 2), £4,000 is transferred to each ofthe 
five poor individuals in the form of'welfare' benefits; rich individuals receive no trans­
fer (row 6a). The total cost ofthe scheme is £20,000 (row 7), requiring a tax rate on income 
above the threshold of 33} per cent (rows 8 and 9); post-transfer incomes of poor and 
rich are £4,000 and £8,000, respectively (row 10). Under an otherwise identical negative 
income tax (columns 3 and 4), both poor and rich receive a transfer of £4,000 (row 6b). 
The cost ofthe scheme is £60,000, requiring a tax rate on all income of 60 per cent (rows 
7-9). Post-transfer incomes of rich and poor are identical to the income tax case: poor 
individuals have £4,000; rich individuals each receive £4,000 but have to pay £6,000 in 
tax, leaving a net income of £8,000. The introduction of a negative income tax with a 
uniform tax rate has had no effect on post-transfer incomes but, by tripling the cost of 
income support, has tripled the average tax rate (row 11) to ensure that rich individu­
als still pay £2,000 net tax despite receiving an initial transfer of £4,000. 

However, Table 11.1 to some extent hides the fact that negative income tax may not 
increase taxation per se, so much as replace implicit by explicit taxation.2 There are two 
cases. In the first, both the level of benefits and their coverage remain unchanged under 
negative income tax, as in Table 11.1. Identical recipients receive identical benefits; total 
net expenditure is unchanged; no increase in net revenue is necessary; and nobody's post-
transfer income has changed. Negative income tax has produced an exact mimic ofthe 
previous system by a different administrative mechanism: nothing has been done to relieve 
poverty; and the poverty trap and labour-supply disincentives are unchanged. The only 

2 See the Glossary. 
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difference is that in Table 11.1 someone whose income rises from £0 to £10,000 under 
income tax will (a) lose £4,000 via implicit taxation, and (b) pay an additional £2,000 in 
explicit income tax; under negative income tax he pays £6,000 in explicit tax. The only 
effect of negative income tax in this case is to make all withdrawal of benefit part ofexpli­
cittaxation. From one perspective this is a difference more of form than of substance; from 
another it forecloses the possibility of minimizing incentive effects through devices like 
fixed-period awards (Chapter 10, Section 3.2), or—as discussed in Section 3—the con­
ditioning of benefits not on income but, for example, on health or employment status. 

A second, and very different, case arises where net benefits and/or coverage are in­
creased by negative income tax. This raises the net income of at least some poor people; 
but net expenditure rises, necessitating an increase in taxes over and above the replace­
ment of implicit by explicit taxation. 

The logic of what is happening is seen most easily in terms of two hypothetical states 
of the world, in which benefits are paid only to the poor (state A) or to everyone (state 
B).Then: 

1. Total tax revenue: gross expenditure, and hence on a revenue-neutral basis also gross 
tax revenues, must be higher in state B than in state A. 

2. Average tax rate (ATR): if tax revenues are greater in state B then ATR must be 
higher. 

3. Marginal tax rates (MTR): if ATR is higher, then MTR must be higher for at least 
some groups. There are two polar cases: either the increase in MTR is concentrated 
wholly on the poor, in which case (a) the poverty trap is institutionalized, and (b) 
there is a potential labour-supply problem for the poor; or the increase in MTR is 
concentrated wholly on the rich, in which case (a) the poverty trap is in principle 
'solved', but (b) there is a potential labour-supply problem for the rich. 

Thus negative income tax inevitably increases explicit tax rates. 

FORMAL ANALYSIS. The cost of any scheme is the tax/benefit function in Figure 11.1a 
weighted by the income distribution in Figure 11.1 b (non-technical readers can skip the 
equations). Thus: 

C = AG-jt(Y)D(Y)dY (11.3) 

o 

where: 

G = the guaranteed income per individual/family, 
A = the total number of individuals/families, 
Y- personal income, 
t(Y) is the tax function (given in Figure 11.1a by the tax parameter, t), and 
D(Y) is the distribution of pre-tax income (given in Figure 11.1b). 
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Any issue of cost boils down to an empirical question about the elements of equation 
(11.3). For a given population, A, guaranteed income, G, and tax function, t(Y), the cost 
of the scheme and its redistributive strength depend on the size distribution of pre-tax 
personal income D( Y), and in particular on the relative size of the left-hand tail of 
Figure 11.1b. 

Within this framework it is possible (see Barr 1975) to estimate the cost of different 
tax regimes—'ordinary' income tax and two variants of negative income tax. Each of the 
systems comprises two elements—gross expenditure and gross revenue. For income 
tax, gross expenditure consists of total spending on cash benefits, S, and all remaining 
expenditure, R, out of income tax revenue. R, in other words, is the required surplus of 
income tax over expenditure on cash benefits. Under a large-scale negative income tax, 
S is omitted (since all existing cash benefits are, by assumption, abolished), and gross expen­
diture consists of R and the cost of the guaranteed income payments, AG in equation (11.3). 
On the revenue side, total personal income, Y, is split into three components: Y, is the 
income of'poor' individuals/families with pre-transfer income below the tax threshold 
(i.e. the left-hand tail of Figure 1 Lib); Y2 is income below the tax threshold of families 
whose total income exceeds the tax threshold (equivalent to the personal allowances under 
income tax); and Y3 is income above the tax threshold. Formally, 

B 

Yx = JD(Y)dY 
0 

- (11.4) 
Y2 + Y3 = JD(Y)dY 

B 

where B is the income-tax threshold. Attention is focused on a very simple form of the 
tax function, t(Y), in equation (11.3), with tax rates tx and t2 applying, respectively, to 
income above and below the tax^threshold. 

Income tax is shown by the line OBA in Figure 11.2. Gross expenditure consists of cash 
benefits, S, plus the required surplus, R. On the revenue side, income below the tax 
threshold, Yx + Y2, is not taxed (i.e. tx - 0); income above the threshold, Y3, is taxed at 
the basic rate of income tax (including national-insurance contributions), t. Thus a sim­
plified version of income tax is 

C^S + R-tY, (11.5) 

where, by definition, Cx = 0. 
Dual-rate negative income tax consists on the expenditure side of the gross cost of the 

guaranteed income, AG (replacing existing cash benefits, 5), and the required surplus, 
R. On the revenue side, taxes are levied at rates tx and t2 on the relevant parts of the tax 
base, as shown by the line GBC in Figure 11.2. Dual-rate negative income tax is constructed 
so as to keep benefits in the hands of the poor by ensuring that all benefits are taxed away 
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by the time the tax threshold, B, is reached. A benefit of £80 and a threshold of £ 100 implies 
that tx = 80/100 = 0.8, i.e. the restriction 

*,=•£ (H.6) 
D 

and the cost of the system is 

C2=AG + R--(Yl + Y2)-t2Y3. (11.7) 

Compared with income tax, the poor gain an amount related to the area Px in Figure 
11.2.3 Since all benefits are taxed away by the time the tax threshold is reached, the rich 
are invariant between the two systems if the tax rate on income above the threshold 
remains unchanged. But, as drawn, the dual-rate scheme imposes a higher rate than income 
tax above the tax threshold (i.e. BC has a steeper slope than BA), so the rich lose an 
amount related to the area H2. Benefits remain in the hands of the poor. 

Single-rate negative income tax is a special case where the same tax rate is levied on all 
income. Thus tx = f2, and from equation (11.7) 

C, = AG + R-t2Y (11.8) 

where by definition (from Figure 11.1 b and equation (11.4)) 

Y = JD(Y)dY = YX + Y2 + Y3. (11.9) 
0 

3 Understood as weighted by the appropriate section of the income distribution. 
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If the constraint of revenue neutrality is relaxed, this system is illustrated by the line GD 
in Figure 11.2. Income below the tax threshold is now taxed at the lower rate, f2, so in com­
parison with income tax the poor gain an amount related to the area Px + P2. As drawn, 
the rich gain H,.4 In this scheme, therefore, some benefit spills over to the rich, a result 
which remains true even if the single tax rate is chosen to ensure revenue neutrality. 

A final and important point is the relation between the tax rate t under the single-rate 
scheme and the dual rates tx and t2, on the assumption that the schemes cost the same. 
From equations (11.7), (11.8), and (11.9) the tax yields under the two schemes are equal 
if 

tY=tl(Yl+Y2) + t2Yr (11.10) 

Hence the relation between the single and dual rates is given by 

t=0tl + (l-0)t2 (11.11) 

where 

d = ?t±A. (11.12) 
Y 

Two important implications follow from equation (11.11). First, t can be thought of as 
the marginal rate applied to all income, or as a weighted average of the dual rates, or, more 
generally, as the average of any set of marginal rates with the same tax yield. Secondly, if 
f, is higher than t2 (which is likely if the poverty trap is a problem), then t is higher the 
larger is 9: put another way, t is higher the smaller is 73 as a proportion of total income— 
that is, the lighter the upper tail of the income distribution. 

MAJOR IMPLICATIONS. The foregoing apparatus demonstrates some earlier results more 
precisely. Equation (11.6) shows that under the dual-rate scheme the tax rate, tv on low 
income rises in parallel with the level o/benefits. Thus negative income tax recreates the 
poverty trap in another form. The first conclusion, therefore, is that with the dual-rate 
scheme (which keeps all benefits in the hands of the poor) the more successfully poverty is 
alleviated, the more serious becomes the problem of the poverty trap. The situation is no 
different from that under the present benefit system. 

The solution to the poverty trap is to withdraw benefits more slowly, in which case the 
break-even income rises above the tax threshold. This is the case under the single-rate 
scheme, which lowers the marginal tax rate on the poor. But, from equation (11.7), if the 
poor pay lower taxes on Yx, then the rich pay lower taxes on Y2. It follows, on an equi-
cost basis, that more revenue will have to be collected from Y3. Thus, for a given guar­
anteed income, the poverty trap can be alleviated only by increased taxation of the rich. This, 
as we shall see, can cause labour-supply problems. 

The last result is emphasized by equation (11.11), which shows that the average 
tax rate t (whether thought of as a single rate of tax applied to all income, or as the 

4 Again weighted by the appropriate section of the income distribution. 
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weighted average of a set of marginal rates) will be higher the smaller is Y3 as a propor­
tion of the tax base. This gives rise to a fundamental (but often overlooked) conclusion— 
that for a given level of benefit it is the shape of the income distribution which 'creates' the 
poverty trap—changing the system of cash transfers will not solve the problem so long as benefits 
are conditioned on income. 

Negative income tax thus increases tax rates at some or all levels of income: it 
institutionalizes the poverty trap and/or leads to higher tax rates on incomes above the 
poverty line. In a country with the UK's income distribution, the level of benefit and its 
cost can be reconciled only by the imposition of punitive taxation. This raises two 
consequential problems: the vertical efficiency5 of negative income tax, as we shall see 
shortly, is not high despite the presence of high tax rates; and there is potentially a seri­
ous labour-supply problem. 

CONSEQUENTIAL ISSUES 

LABOUR SUPPLY. It is possible to draw on two sets of evidence (see the Further Reading to 
Chapter 8). Econometric studies broadly confirm the conclusions of attitude surveys that 
the labour supply of primary workers is wage inelastic. This might be taken to suggest 
that the introduction of a negative income tax would have no substantial effect on work 
effort, but several major caveats are necessary. First, labour-supply estimates, being 
based on actual data, are derived for the most part from tax rates between 25 and 40 per 
cent; their conclusions are therefore valid only for tax rates within this range. The pit­
falls of making predictions outside the range of data on which estimates are based are 
well known. Secondly (see the references on labour supply in the Further Reading to Chapter 
8), the supply elasticity of secondary workers (married women, teenagers, people past 
retiring age) can be substantial. Finally, there is the effect of perceptions on behaviour. 
The withdrawal of means-tested benefits as income rises can impose a 100 per cent 
implicit tax. Negative income taxation makes the tax explicit; and, if taxation is thereby 
made more visible, labour-supply disincentives might be strengthened. 

A second source of evidence is a series of negative income-tax experiments in the USA 
in the years after 1968. The main one, informally called the New Jersey Experiment, 
involved more than 1,300 families, who received a guaranteed income between 50 
and 125 per cent of the poverty line, and faced tax rates of between 30 and 70 per cent. 
The experiment spawned a vast literature (see the Further Reading). The consensus, 
broadly, is that the prime-aged men reduced their labour supply by up to 10 per cent, 
their spouses by somewhat more, and single women heading families by up to 30 per cent 
in the longer-lasting schemes, in which the labour-supply responses of participants 
were not muted by the limited duration of the experiment (see Burtless 1986). 

REDISTRIBUTIVE EFFECTS. Negative income taxation has implications for both horizontal and 
vertical redistribution. A large-scale scheme paying benefits equal to the poverty line may 

5 Vertical efficiency is defined in Chapter 10, Section 2.1. 
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improve horizontal efficiency in two ways: it can increase take-up; and it can reduce 
stigma, because there is no longer a benefit system for the poor and a tax system for the 
non-poor, but one system in which everyone is treated similarly. 

On vertical efficiency, negative income tax scores less well. At first glance it might 
appear that by benefiting the poor at the expense of the non-poor, it is strongly redis­
tributive. This is not necessarily so. The cost of negative income tax, as we have seen, depends 
inter alia on the size distribution of income. So too does the redistributive strength of 
any particular scheme, simply because a 1 per cent increase in the average tax rate raises 
more revenue for redistribution to the poor the greater the proportion of taxpayers 
who are non-poor. 

Virtually all countries have an income distribution heavily skewed towards lower 
incomes. With such an income distribution, negative income tax will not be a strong re-
distributor for two reasons.6 First, as benefits are increased, the average tax rate has to 
be raised to finance them. Secondly, there are many people with low incomes and rela­
tively few with high incomes; the tax increase necessary to finance a high guaranteed income 
therefore falls substantially on those with low and average incomes, thus clawing back a 
substantial proportion of the benefit to the poor. In consequence, the redistributive 
effects, though not trivial, are muted. 

CONCLUSION 1. Given (a) the shape of the UK income distribution, (b) current benefit 
levels, and (c) the fact that labour supply is potentially endogenous, two results follow: 

• A universal negative income tax will be very costly; this will necessitate high tax rates 
which are likely to cause labour-supply problems. 

• Negative income taxation will not be a strong redistributor. 

2.3. The role of a small-scale negative income tax 

Given this conclusion, there are three potential ways forward: a small-scale negative 
income tax in combination with other forms of income support; the 'Back-to-
Beveridge' approach discussed in the next section; and schemes which combine the two 
approaches (Section 4). 

THE APPROACH. A small-scale scheme will not solve poverty, and is therefore relevant to 
poverty relief only if it makes other redistributive schemes more effective. The starting 
point is the tax-credit proposals described in Section 2.1. The scheme proposed a week­
ly tax credit, with all other income taxed at 30 per cent;7 but it would have excluded the 
self-employed and, more importantly, the poor. The scheme was feasible and would 
have been implemented but for the election of February 1974. From official evidence (UK 
Select Committee on Tax Credit 1973: ii. 424), it would have been fiscally possible to make 

6 Barr (1975) demonstrates the case in the UK. 
7 Except that those with higher incomes would have paid a higher marginal tax rate. 
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the scheme universal. This lends support to the proposition that a small-scale negative 
income tax is financially feasible if the guaranteed income is chosen to supplement 
existing arrangements rather than to supplant them. For this purpose a guarantee equal 
to the 'cashed-out' value of the income-tax personal allowance would suffice.8 

How useful would such a scheme be? We saw in Chapter 6, Section 2.3, that one of 
the major difficulties in identifying and counting the poor lies in the fact that the 
income-tax authorities know little about them. The key feature of a universal neg­
ative income-tax scheme is not that it would help the poor directly (because the 
guaranteed income would be small), but that for the first time the great bulk of the 
population would be brought under the tax authority's umbrella. This would make it 
possible to use computers to search out the poor (discussed shortly), thereby increasing 
the take-up of other benefits. The strategy is to use a universal negative income tax not 
to solve poverty, but to enhance the effectiveness of benefits aimed specifically at the poor. 

A scheme of this sort, as well as improving take-up, would alleviate the poverty 
trap in two ways. First, the guaranteed income being universal, all other cash benefits 
become devices only for'topping up' income, rather than mechanisms for total income 
support. This has the important advantage that the tax implicit in, for example, in­
come support will apply over a shorter range of income. Suppose a family receives £100 
in income support; under the present system (ignoring disregards) it faces a 100 per cent 
implicit tax on the first £100 of its net earnings. But if its weekly guaranteed income was 
£60 it would receive only £40 in income support, and so face a 100 per cent tax rate 
on only the first £40 of net earnings. As a second improvement, fixed-period awards 
(Chapter 10, Section 3.2) would further reduce the poverty trap. A family in receipt of 
a £60 guaranteed income, if awarded housing benefit of £40 per week for six months, 
would receive £100 per week irrespective of changes in income. Thus, by the back door, 
one is able to achieve the desirable result of paying a larger guaranteed income to 
families with low incomes. For a detailed proposal of a scheme of this type, see Parker 
(1989). 

ADMINISTRATIVE ASPECTS. It would be highly desirable if existing means-tested benefits were 
rationalized. This should include standardizing the definition of income used in 
assessing different benefits; standardizing eligibility requirements (e.g. by extending 
the current system whereby families receiving income support or family credit are 
automatically entitled to various other benefits); merging some benefits; and, where 
possible, making use of fixed-period awards. 

Work is also needed on computerizing the tax and benefit systems to enable a universal 
negative income tax to be used as a search device to seek out the poor. Such development 
work should ideally be compatible with the move towards self-assessment for income 
tax in the UK.9 

8 For example, if the tax threshold is £4,000 per year and the tax rate 25%, the cashed-out value of the personal 
allowance is £1,000. 

9 For detailed discussion of self-assessment, see Barr et al. (1977). 
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THE RESULTING SCHEME. Anyone could apply for benefit at any time. In addition, the tax 
authorities could combine their knowledge of (in theory) everyone's income to compile 
at the end of each tax year a list of all tax units with income below some specified 
amount. This list would be passed to the Department of Social Security. Everyone on the 
list would have a low income; but not everyone would be poor (e.g. a highly paid person 
who had started working in the UK only during the last month of the tax year would (legit­
imately) have a low income for tax purposes, but would not be poor). The Department 
of Social Security would weed out the non-poor by sending each tax unit on the list an 
application form for benefit (completion of which would be voluntary). The result, 
almost certainly, would be improved take-up rates. 

CONCLUSION 2. The only feasible role for a pure negative income-tax scheme is not as a major 
redistributor of income, but as a search device to discover low-income families, in order 
to increase take-up rates. For this purpose, the guaranteed income need be no higher than 
the cashed-out value of current income-tax allowances; thus costs are not excessive, 
minimizing problems with the poverty trap. 

3. Indicator-targeting: 
The 'Back-to-Beveridge' approach 

3.1. The idea 

Negative income taxation seeks to raise low incomes by paying benefits conditioned 
on income. The so-called 'Back-to-Beveridge' strategy makes benefits conditional on other 
characteristics—for example, being unemployed, ill, or retired, or having children. In its 
pure form, the approach is based wholly on indicator targeting, with no means testing 
at all. 

Indicator-targeting was discussed in Chapter 10, Section 2.2. The ideal indicators are 
(a) highly correlated with poverty, to ensure accurate targeting, (b) exogenous to the indi­
vidual, to minimize disincentives, and (c) easy to observe, to assist administration. 

What does the approach imply in practice? Empirically, the major correlates of 
poverty are unemployment; ill health; large families; single-parent families; old age; 
and high housing costs; in developing economies, geographical location (i.e. place of 
residence) or being landless may also be highly correlated with poverty (see Lipton and 
Ravallion 1995). Benefits paid to people in these categories would embrace a majority 
of the poor. How exogenous are these characteristics? 

• The endogeneity of the level and duration of unemployment is highly controver­
sial (Chapter 8, Section 3.1). 
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• With ill health, the problem is less acute because genuine ill health is costly to the 
individual, and because, if administrative capacity allows, policing is possible 
through certification procedures. 

• The incidence of large families is exogenous with respect to benefits unless decisions 
to have children are influenced by the existence of family benefits; and, similarly, the 
occurrence of single-parent families is exogenous unless the decision by parents to 
separate is substantially influenced by the benefit system (see the discussion in 
Chapter 10, Section 3.4, of the empirical literature on family formation). A crucial 
issue in this context is whether having children/separating is more strongly 
endogenous than labour supply. 

• Turning to old age, reaching retirement age is entirely beyond the individual's con­
trol. Individuals may choose voluntarily to defer retirement, but this works in the 
'right' direction by increasing labour supply. 

• Housing costs are far from exogenous under any system which, like housing bene­
fit, bases assistance on actual costs. Matters could be improved if assistance were relat­
ed to a regional index of average housing costs (see Chapter 14, Section 5.2). 

Particularly where administrative capacity is limited, good indicators are pregnancy, 
infancy, and school attendance by young children. Such characteristics are not necessarily 
associated with poverty, but the correlation is generally high; there are no major prob­
lems of endogeneity (the existence of benefits for very young children is not usually a 
primary motive for pregnancy); and the characteristics are easily observed. In such 
cases, direct in-kind transfers are both well targeted and non-transferable, particularly 
because there is a 'captive' target. Pregnant women and infants benefit from nutrition­
al programmes such as free orange juice at maternity clinics and medical check-ups; 
schoolchildren can be given free milk, meals, and health checks. Such programmes are 
aimed at a precise, and largely captive group, and they are not readily tradeable. More 
generally, targeted family support, particularly for nutritional and medical purposes, can 
be a useful instrument (for further discussion, see Grosh 1994). Another possible indi­
cator is visible old age. Such benefits would empower the elderly (disproportionately 
women), thereby, through grandmother's discretion, offering family support. 

Some comments on indicator-targeting are necessary. First, the strategy offers the pos­
sibility of sidestepping the poverty trap by concentrating the entire loss of benefit on a 
change of category (e.g. accepting a job, or regaining health). Exogeneity in this context 
is clearly crucial. 

Secondly, some individuals with incomes below the poverty line will fall outside the 
characteristics just described (i.e. the characteristics are not completely horizontally 
efficient). For this group at least, a residual income-tested scheme would be necessary. 
There will also be people within the six categories (hence qualifying for benefit) whose 
pre-transfer income is above the poverty line (i.e. the categories are not completely ver­
tically efficient). For this reason there is a case for making all benefits taxable in the same 
way as earned income. 
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Finally, it should be noted that the indicator approach can, at least in part, be organ­
ized through the institutions of social insurance (as currently for unemployment, ill health, 
and old age), but does not have to be (e.g. child benefit). The issue of whether some forms 
of income support are organized through social insurance therefore remains open. 

3.2. A practical example 

The Meade proposals are a practical example of the indicator approach. Meade (1978) 
argues that the existing system fails to prevent poverty because the main national-
insurance benefits and child benefit are below the poverty line defined by supple­
mentary benefit/income support, thus violating a key Beveridge principle. His 
proposed reforms concentrate on rectifying this problem. They are: (a) raising all 
national-insurance benefits to the poverty line defined by income support; (b) paying 
child benefit at the income-support level; (c) paying additional benefits (to one-parent 
families, people with disabilities, etc.); and (d) phasing out many means-tested benefits. 
Income tax should be harmonized with the reformed system: in particular, (e) the 
income-tax threshold should be raised to the poverty line. 

Proposals of this sort can alleviate the poverty trap in two ways. First, the major 
benefits are at or above the poverty line, thus reducing the number of people receiving 
income support and facing its 100 per cent implicit tax. Secondly, these benefits are not 
affected by changes in income, but only by a change in the recipient's category—for 
example, the loss of unemployment benefit upon resumption of work. This does not 
remove the poverty trap so much as sidestep it by concentrating the entire tax effect on 
the change in status. 

The resulting advantages are twofold. Families are not trapped in poverty (an equity 
gain). Secondly, the arrangements will have beneficial incentive effects (an efficiency gain), 
since the criteria on which benefits are awarded are largely exogenous to recipients (or, 
at least, are more exogenous than labour supply). 

4. Mixed strategies 

Sections 2 and 3 discussed the two strategies for the most part in isolation. As a guide to 
practical policy, however, neither on its own is likely to succeed. Benefits conditioned on 
income generally run into problems of high tax rates, with consequent problems of dis­
incentives and administrative cost; and pure categorical schemes face intractable prob­
lems of gaps in coverage, benefits 'leaking' to the non-poor, and problems with defining 
and administering borderline cases. Targeting, as Atkinson (1995b) points out, is a mat­
ter of some subtlety and has a number of different dimensions.10 The most likely path 

10 For references on the analytics of targeting, see the Further Reading to Chapter 10. 

269 



Cash benefits 

for reform is a judicious combination of the two approaches. Schemes of this sort start 
from a small-scale negative income tax, superimposed on which are additional benefits 
for specific groups such as people who are unemployed or old, and for families with 
children. 

The main purpose of this chapter has been to set out the logic of different strategies 
for reform, so no attempt is made here to go beyond a brief listing of some proposals. 
Dilnot etal. (1984) advocate a substantial integration of income taxation with benefits, 
whereby virtually all national-insurance benefits and child benefit are replaced by a 
series of income-tested benefits with a high rate of withdrawal (in some instances over 
80 per cent) at low incomes. The package, though clearing up some of what Dilnot 
et al. regarded as the worst difficulties of present arrangements, had its severe critics 
(Piachaud 1984; O'Kelly 1985), not least over its administrative feasibility. 

The proposals of the Basic Income Research Group (Parker 1989) are more obvi­
ously a negative income tax. The scheme has several variants. The most promising pays 
a guaranteed income roughly equal to the cashed-out value of income-tax allowances, 
upon which are superimposed more or less the existing structure of social-insurance 
benefits. Some versions have the additional desirable characteristics that benefit is 
invariant to age (if below pensionable age), sex, marital status, and employment status, 
thus minimizing distortions in respect of labour-market decisions and family formation. 
The use of social-insurance benefits as part of the scheme is seen as transitional, pend­
ing the introduction of a large-scale scheme. In many ways this scheme is a universal neg­
ative income tax whose intercept varies with the characteristics of recipients, and hence 
is very much a blend of the two approaches. 

Perhaps the most fully articulated mixed scheme is by Atkinson (1995a: ch. 15). 
He argues (p. 300) that 'it is a mistake to see basic income as an alternative to social 
insurance . . . It is more productive to see [it] as complementary . . . I would see [the] 
partnership between social insurance and basic income not just as a transitional com­
promise, but as an alternative conception of basic income' (emphasis in original). 

What Atkinson calls the Participation Income scheme is, in essence, a negative 
income-tax scheme—but one in which benefit is conditioned on some form of par­
ticipation. Participation is interpreted broadly. A person is eligible if she is working 
(employed or self-employed), retired, unable to work because of ill health, unemployed 
and available for work, engaged in education or training, caring for young, old, or dis­
abled dependants, or undertaking approved types of voluntary work. 

On the benefits side, the scheme pays a participation income to everyone aged 18 or 
over who participates in one or more of these ways; and it pays a basic income to all 
children in place of child benefit. People would also continue to be eligible for social-
insurance benefits. On the taxation side, all income, including all social-insurance 
benefits, is taxed, the only exception being a disregard on the first £10 of weekly earnings 
(early 1990s prices). Thus the participation income and social-insurance complement 
and reinforce each other—an explicit mix of the negative income-tax approach and 
the indicator-targeting approach, with the advantages of both, but few of the dis­
advantages. 
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5. Conclusion: Cash benefits 

This section brings together the main conclusions of Part 2. The aims of cash benefits 
were set out in Chapter 1, Section 2.2. Their achievement requires two sorts of mech­
anism. Self-help is necessary for people who are self-supporting on a lifetime basis but 
need a system of income-smoothing or insurance to iron out discontinuities. Vertical redis­
tribution is necessary for those who are unable to support themselves over their lifetime 
as a whole. Thus the welfare state has both a 'piggy-bank' function and a 'Robin Hood' 
function. 

The menu of methods of self-help includes private insurance and state activity, the 
latter in the form of social insurance or through transfers out of current tax revenues. 
Vertical redistribution can be achieved by private charity, or through publicly organ­
ized transfers out of tax revenues (note that actuarial insurance cannot systematically 
redistribute from rich to poor). The respective merits of these methods can be summar­
ized as follows. 

ACTUARIAL VERSUS SOCIAL INSURANCE. The private market cannot always supply the efficient 
quantity and type of insurance against all causes of income loss. 

1. Because non-insurance may cause an externality, there is an efficiency argument 
for making some forms of insurance compulsory (Chapter 8, Section 2.1). 

2. Private insurance in several important areas will be inefficient or non-existent: 
unemployment is an uninsurable risk, mainly because of moral hazard (Chapter 8, 
Section 2.2); and so, in the context of pensions, is inflation (Chapter 9, Section 3.1). This 
gives an efficiency justification for public provision of unemployment compensation and, 
at a minimum, underwriting on a PAYG basis of the indexation component of pension 
schemes. The efficiency arguments for public provision of sickness benefits and the 
smaller national-insurance benefits are weaker. 

Social insurance was discussed in Chapter 5, Section 4.2. It can deal with risks which 
market failures prevent actuarial insurance from covering. It can also adapt to changing 
social and economic circumstances. These can occur because some risks (unemploy­
ment, retirement) are in important respects social constructs, the nature of which has 
changed over time; they can also arise because technical advances (e.g. genetic screen­
ing) can create new uninsurable conditions. 

PENSION FINANCE. No definitive answer is possible. 

1. Theoretical and empirical analysis of the effects of pension schemes on saving and 
labour supply have produced conflicting results (Chapter 9, Section 5.1). 

2. Moving national insurance pensions on to a funded basis will not by itself solve 
the problems of pension finance caused by demographic change (Chapter 9, Section 5.1). 
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The important policies are those which increase national output directly: through 
investment in new technology and improvements in the quality of labour (both of 
which increase productivity per worker); and through increased labour-force partici­
pation, including lower unemployment, increased participation by women, and— 
highly effective—later retirement. 

3. The choice between PAYG and funding depends mainly on views about income redis­
tribution and policy flexibility (Chapter 9, Sections 3.2 and 5.3). 

THE INSURANCE PRINCIPLE—is it possible, necessary, or desirable? It is possible for the state to 
create institutions similar to private, actuarial insurance, e.g. the original Beveridge 
concept of flat-rate contributions based on average risk, giving entitlement to flat-rate 
benefits. For non-insurable risks (unemployment, inflation), these merely mimic pri­
vate institutions but are not true insurance. It does not follow that actuarial institutions 
(i.e. with risk-related premiums) are necessary. If membership is compulsory, it is pos­
sible, without the likelihood of substantial inefficiency, to impose a pooling solution in 
which premiums are not based on individual risk (Chapters 5, Section 3.2, and Chapter 
8, Section 3.1). 

It is an open question whether adherence to the contributory principle in a state 
scheme is desirable (Chapter 8, Section 3.1). Social assistance has the advantage of 
flexibility, since entitlement to benefit does not depend on a contributions record; the 
corresponding disadvantages are that benefits conditioned on income may be stigma­
tizing, and can cause a poverty trap (Chapter 10, Section 3). Contributory schemes, 
while less flexible, may have advantages because they sidestep the poverty trap (Chapter 
11, Section 3); because individuals might perceive contributions differently from taxes, 
with correspondingly different labour-supply effects; and because recipients might feel 
less stigmatized by benefits conditioned on previous contributions rather than an 
income test. 

VERTICAL REDISTRIBUTION. In part because of the free-rider problem, redistribution through 
private charity is likely to be suboptimal even from a libertarian perspective and a for­
tiori from a Rawlsian or socialist viewpoint (Chapter 4, Section 4.1). Thus at least some 
publicly organised redistribution through the tax system can be justified under any 
theory of society, though with considerable disagreement about how much (Chapter 4, 
Sections 2.2 and 4.4). Any such redistribution will be constrained by the size distribu­
tion of income (Chapter 11, Section 2.2). 

NATIONAL INSURANCE IN THE UK. Present arrangements (a) are social insurance not run on an 
actuarial basis (Chapter 8, Section 3.1), and (b) (subject to qualifications) redistribute 
over the life cycle, and from rich to poor, young to old, and men to women (Chapter 8, 
Section 3.2, and Chapter 9, Section 5.2). Because the scheme is compulsory, (a) and (b) 
can be argued to cause no major inefficiency apart from a potential labour-supply dis­
incentive—an issue on which evidence to date is inconclusive (Chapter 8, Section 3.1). 
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NON-CONTRIBUTORY BENEFITS IN THE UK. There has been a major move towards income-tested 
benefits since the late 1970s (Chapter 10, Section 3.4). 

1. Income support is withdrawn rapidly as the income of recipients rises, thereby con­
taining costs and targeting benefits on those with the lowest incomes. The price 
of these advantages is the poverty trap, which makes it difficult for families to increase 
their standard of living, and therefore creates a labour-supply disincentive (Chapter 10, 
Section 3.1). 

2. Families not in receipt of income support may also face a poverty trap arising out 
of the withdrawal of other benefits for which entitlement is determined by an income 
test. Awarding benefit for a fixed period can mitigate the worst labour-supply effects, but 
the complexity of the existing system makes firm conclusions difficult (Chapter 10, 
Section 3.2). 

REFORM 

1. Benefits conditioned on income (whether means-tested explicitly or in the form 
of a large-scale negative income tax) suffer from the necessity of high tax rates to 
finance them. This causes a poverty trap with major efficiency and equity costs. 

2. For this reason large-scale negative income-tax schemes cannot solve poverty on 
their own. Their cost is a consequence not of the negative income-tax mechanism per se 
but of (a) the existing size distribution of income, (b) the poverty line chosen, and (c) 
the empirical fact that labour supply is not exogenous (Chapter 11, Section 2.2). 

3. Benefits conditioned on indicators other than income can circumvent some of these 
difficulties, particularly if the criteria are exogenous to the recipient and highly cor­
related with poverty. Such indicator-targeting offers some hope of improvement 
(Chapter 10, Section 2.2, and Chapter 11, Section 3). The most hopeful route for reform 
is a careful blend of the two approaches (Chapter 11, Section 4). 

4. Reform is likely to be hampered by the political difficulties which can beset even 
small changes (Prest 1983), and by the major difficulties of theory, measurement, and 
methodology (Chapter 8, Section 3.1, Chapter 9, Section 5.1, and Chapter 10, Section 
3.4) which face empirical work. 

What are the implications for policy of these largely technical arguments? The pre­
ferred libertarian methods of voluntary private insurance and voluntary charity rather 
fall by the wayside. Private insurance will frequently be inefficient, sometimes because, 
with complex, long-term contracts, consumers might be badly informed, but more 
often because of technical problems on the supply side. Libertarians might therefore 
concede an element of compulsion in view of the externality caused by non-insurance 
(Chapter 8, Section 2.1), and allow in addition a limited role for non-actuarial, tax-
financed transfers to raise to subsistence those incomes which remain low despite pri­
vate charity. This will be especially relevant to non-insurable risks. Libertarians criticize 
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national insurance as exceeding the scope necessary to achieve this limited purpose, 
thereby curtailing the freedom of taxpayers to make their own decisions. 

Socialists favour public organization of cash transfers, financed by progressive taxa­
tion; benefits should be awarded on the basis of need, and should be above subsistence 
so as to reduce inequality. Whether insurable risks are dealt with out of tax revenues or 
by social insurance is an area of debate. However, many socialists abhor means-testing, 
partly because of the poverty trap and partly as a legacy of the Poor Law. In the absence 
of a universal guaranteed income, this brings us back to insurance, at which point there 
is some convergence between socialist and liberal views. 

FURTHER READING 

There is a huge literature on negative income taxation. For a government proposal, see UK 
Treasury and DHSS (1972), for a range of other proposals, Christopher etal. (1970) (tending to 
the libertarian), Meade (1972) (a cogent liberal appeal), and, for a detailed proposal, Parker 
(1989). In the US context, see Tobin et al. (1967), Christopher Green (1967), Tobin (1968), and 
Aaron (1973). On the costs of negative income tax, see Barr (1975) and Atkinson (1989: ch. 16). 

One of the best accounts of the US negative income-tax experiments, including details of the 
experimental design and an analysis of the labour-supply responses, can be found in the contri­
butions to Pechman and Timpane (1975); for an account of the experiments in rural areas, see 
Palmer and Pechman (1978). The official findings from the New Jersey experiment on labour sup­
ply are presented in Watts and Rees (1977). For a survey of the large literature on the incentive 
effects of the experiments, see Burtless (1986). 

On the case for 'Back to Beveridge', see Meade (1978: ch. 13) and UK Treasury and Civil 
Service Committee (1983a). On targeting issues more generally, see the Further Reading to 
Chapter 10. 

Reform proposals can be found in Dilnot etal. (1984), Parker (1989), Atkinson (1995A: ch. 15), 
Brittan (1995: ch. 13), and Field (1996b). 
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BENEFITS IN KIND 



CHAPTER 12 

Health and health care 

Risk varies inversely with knowledge. 
(Irving Fisher, 1930) 

That any sane nation, having observed that you could provide for the supply of bread 
by giving bakers a pecuniary interest in baking for you, should go on to give a sur­
geon a pecuniary interest in cutting off your leg, is enough to make one despair of 
political humanity. (George Bernard Shaw, 1911) 

1. Introduction to benefits in kind 

THE QUESTIONS. Three intellectual threads run through this book: the social-welfare max­
imization problem, issues of social justice, and problems of definition and measurement. 
The discussion of cash benefits was concerned mainly with the first two; in the case of 
benefits in kind the third assumes special importance. Many of the arguments about health 
care and education turn crucially on the measurement of private and social costs and 
benefits, and also on the extent to which it is reasonable to assume perfect information. 

In part because of these problems, the issues raised by benefits in kind are particularly 
complex. It is therefore unfortunate that health care and education are bedevilled by emo­
tional polemics, most of which confuse aims and methods. The main purpose of these 
chapters is not to give the 'right' answer, but firmly to establish the right battleground. 

Chapters 12-14 look at health care, education, and housing. Each chapter has a com­
mon outline. After a brief introduction (Section 1), the aims of policy are discussed in 
Section 2 and the theoretical arguments about state intervention in Section 3. Policy ana­
lysis concentrates on assessment of the current UK system (Section 4) and possible 
reform strategies in the UK and elsewhere (Section 5). The conclusions are set out in Section 
6. Many of the theoretical arguments, particularly as they apply to health care and edu­
cation, are very similar. The theoretical sections of Chapters 12 and 13 are written to bring 
out the parallels rather than to be repetitive. 

Given the size of the topics, the three chapters are inevitably eclectic. The main 
questions asked are: how efficient/just is a competitive market for health care/ 
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education/housing likely to be; to what extent would public production and allocation 
be more efficient/just; and would any mixed system perform better than either of the pure 
cases? Several important issues receive little mention, including the detailed finances of 
health care and education (see Glennerster 1997 and the Further Reading). 

NON-ECONOMIC ARGUMENTS. To clarify the approach, it is useful to remind ourselves of earl­
ier discussion of flawed arguments. Bad economic arguments about state intervention 
are generally of two sorts: either they fail to understand the nature and limitations of mar­
ket allocation; or they confuse aims and methods. A common libertarian position is that 
health care is an 'ordinary' commodity which (like any other) should be distributed in 
accordance with income, tastes, and relative prices; if we do not like the distribution of 
health care or education, we should change the distribution of income. It is argued 
below that this is a mistake of the first kind. 

Arguments which confuse aims and methods were discussed in Chapter 4, Section 7.2. 
The view that 'health care/education/housing are basic rights and therefore should be 
provided by the state' is illogical because the words 'and therefore' simply do not follow 
from the initial premiss. If health care, etc., are basic rights, then so is food, which is pro­
vided well enough by the private sector. For the same reason, the argument that 'health 
care, etc. should be publicly provided because otherwise the poor could not afford 
them' does not stand up. Poverty may justify cash transfers but is not, without consid­
erable qualification, a justification for public provision. 

The same arguments can be viewed from the political perspectives discussed in 
Chapter 3. Many socialists believe that health care, education, and housing should be pro­
vided collectively. This view is tenable as a value judgement, but the consequent policies 
will be unsuccessful unless they go with rather than against the grain of economic the­
ory. It is argued here that health care can successfully be provided publicly, mostly with­
out direct charge; but the same cannot be said of housing. Libertarians argue that 
virtually all goods, including health care, education, and housing, should be supplied 
privately, because collective provision is both inefficient and a violation of individual 
liberty. This view, again, is workable in practice only if it accords with economic theory. 
Markets can fail entirely (unemployment insurance) or be inefficient (many forms of 
health-care insurance)—devout hopes are not enough. Liberals reject both lines of 
argument because each makes the method of provision (market or state) a primary 
aim. It is argued in Chapter 4, Section 7.2, that a better approach is to choose aims on 
the basis of personal values and ideology, and then to select on technical grounds 
whichever method best achieves them. 

INSTITUTIONS. The institutions of the National Health Service (NHS) are described in 
Section 4.1. During the early part of the chapter virtually no institutional knowledge is 
necessary. As a good approximation, the NHS is financed out of central government 
revenues, and health care (with minor exceptions) is provided publicly and without 
charge, both for treatment by a general practitioner (i.e. family doctor) and for hospi­
tal in- and out-patient treatment. Most hospital doctors and nurses in the NHS are paid 
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a salary. Family doctors are paid in a complex way reflecting inter alia the numbers and 
ages of their patients. Throughout the NHS there is relatively little fee-for-service. 
Alongside the NHS is a small private sector. 

2. Aims 

2.1. Concepts 

Social welfare is maximized by the joint pursuit of efficiency1 and social justice (or 
equity). This section outlines the meaning of these ideas as they apply to the health 
sector and then turns to the more difficult problem of measuring them. 

The starting point is the obvious, but often overlooked, distinction between health and 
health care. The primary objective of health policy, it can be argued, is to improve peo­
ple's health. Health, however, derives from many sources, including (a) overall living 
standards, including the level of income and its distribution, (b) individual choice, for 
example about diet (plenty of fruit and vegetables) and life style (exercise, avoiding 
smoking, etc.), (c) the general external environment (e.g. pollution), (d) the individual 
environment, such as the type of job (or having a job), (e) the quality and availability of 
health care, and (/) a person's inheritance (e.g. physical and emotional strength). 
Medical treatment is thus only part of the story. Health policy should look at all of 
(a) -(e), not just at health care narrowly defined; policy, for example, should include action 
on food quality and public education about the health benefits of diet and life-style 
decisions as well as the resourcing and management of the NHS. 

Efficiency is as important here as elsewhere. If we spent nothing on health, some 
people would die unnecessarily of trivial complaints; if we spent the whole of national 
income on health care, there would be no food and we would all die of starvation. The 
optimal quantity lies somewhere between—in principle where the value gained from the 
last health intervention is equal to the marginal value which would be derived from the 
alternative use to which the resources involved could be put. This is the quantity X* in 
Figure 4.1. 

Allocative efficiency (sometimes referred to in discussions of health and education as 
external efficiency) is concerned with producing the quantity, quality, and mix of health 
interventions (including preventive care and health education) which bring about the 
greatest improvement in health. External efficiency relates both to the overall size of the 
health sector as a proportion of gross domestic product (the macro-efficiency aim in 
Chapter 1, Section 2.2) and to the way resources are divided between alternative uses 
within the health sector (the micro-efficiency aim). Separately, productive efficiency 
(Chapter 4, Section 2.1) (sometimes referred to as internal efficiency) is concerned, for 
example, with running medical institutions as efficiently as possible. 

1 The concept of efficiency is defined in Chapter 4, Section 2.1. 
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Equity is more elusive.2 Le Grand (1982: 14-15) distinguishes four definitions of 
equity in consumption: equality of public expenditure; equality of use—that is, individuals 
with the same need should consume the same quantity; equality of cost—that is, ceteris 
paribus individuals should face the same'price' for the service (including such factors as 
forgone earnings, time, etc.); and equality of outcome. Two definitions are of particu­
lar interest. Equality of utilization implies that everyone in a given condition should receive 
the same quantity; the problem is that people differ in the extent to which they choose 
to consume health care or education. Equality of outcome implies an unequal alloca­
tion such that everyone enjoys an equal state of health or level of educational attainment. 
Whether or not such an aim is thought desirable, it is not fully feasible. 

To avoid some of these difficulties equity will be defined as a form of equality of 
opportunity, as described in Chapter 6, Section 3.1 (especially equation (6.18)). This does 
not mean that individuals can necessarily obtain as much health care as they want 
(since health-care resources are scarce, no system can satisfy everyone's wants). But it does 
mean that any individual should receive as much health care as anyone else in the same 
medical condition, regardless of any factors which are thought to be irrelevant—for 
example, income. The same is true, mutatis mutandis, for education. 

Problems remain, however. Le Grand (1996) assesses health systems in terms of their 
efficiency, equity, and administrative feasibility and concludes that no rationing device 
can simultaneously satisfy all three. Hence evaluation of any system will depend on the 
relative weights accorded each of the criteria. 

Once we have decided the efficient level of health activities and their equitable distri­
bution, the remaining question is who should pay for them—that is, to what extent is it 
appropriate to finance health care progressively? This is the issue of vertical equity 
discussed in Chapter 4, Section 4.1. It was argued in Chapter 4, Section 7.2, that if, 
for example, health care is allocated efficiently by the market, then equity aims are 
generally best achieved through cash transfers. But where health care is publicly produced 
and allocated for efficiency reasons, it maybe appropriate to finance it out of progressive 
taxation; if so, it is possible, though not inevitable (Section 4.3), that in-kind transfers 
will redistribute from rich to poor. 

2.2. Measuring costs and benefits 

The concept of efficiency is well understood. But attempts to make it operational by 
measuring costs and benefits must of necessity be rough and ready because of serious 
measurement problems, particularly in quantifying benefits. The total cost of the NHS 
and its component parts is readily available (Table 12.1). The costs of different types of 
treatment are harder to establish, inter alia because of the familiar problem of appor­
tioning overheads and the need to distinguish short- and long-run marginal costs, but 
these problems are not insurmountable. 

2 See Chapter 4, Section 4, and Chapter 6, Section 3.1. See also Le Grand (1991b, 1996) and Culyer and Wagstaff 
(1993). 
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MEASURING BENEFITS faces three major problems. 
Health is hard to measure. Health care is only an input, the output is improved health. 

Expenditure on health care can be estimated, but health itself is hard to measure except 
in terms of broad indicators such as infant mortality, life expectancy, and estimates of 
the burden of disease. 

Causality is complex. To what extent is any improvement in health caused by medical 
care? A patient's complete recovery could be due entirely to the treatment she has 
received; or it could be due, wholly or in part, to her natural recuperative powers. The 
influence of intangible factors (the 'will to live') is crucial, but impossible to measure. 
Similarly, improvements in health outcomes (e.g. life expectancy) may be due to 
improved diet, reduced smoking, cleaner air, and the like. If such factors are ignored, we 
will tend to overestimate the benefits of health care. 

Improved health is hard to value. The difficulties are illustrated by the extensive liter­
ature on valuing human life (see the Further Reading). Such attempts are sometimes regard­
ed as immoral. But all sorts of policies affect the risks faced by individuals, and hence 
the number of deaths. Many accident victims would be saved if they could receive med­
ical attention rapidly; nevertheless, we do not have casualty departments on every 
corner, nor ambulances constantly patrolling the streets. Thus we are not prepared to 
spend infinite sums of money to save one life. The question therefore arises of how 
much we should be prepared to spend to reduce the risk of death by 1 per cent or, more 
generally, to reduce the extent or duration of ill health. 

The measurement problems are obvious once we realize that the benefits of im­
proved health are twofold. There are (or may be) output benefits—that is, the increased 
output/income of the individual whose affliction is reduced or removed. This is hard 
enough to measure. In addition, there are intractable problems in measuring the utility 
benefits arising from any reduction in the physical and emotional suffering of the 
patient and his or her family. 

ASSESSING EFFICIENCY is therefore problematical. There are three approaches: cost-benefit 
analysis, cost-effectiveness analysis, and cost-utility analysis. Cost-benefit studies are 
limited by the difficulties of measuring health benefits. Cost-effectiveness analysis con­
siders a specific medical condition, and examines the costs of alternative forms of treat­
ment. Thus it avoids the need to measure benefits; major difficulties remain, however, 
because evidence on the effectiveness of most medical treatment is scant (only about 
25 per cent of current health interventions have been tested in double-blind trials). 

Cost-utility analysis looks not at the health benefits of treatment but at the utility 
benefits, based round the idea of a Quality Adjusted Life Year (QALY). A QALY starts from 
the premiss that the outcome of medical care should be measured in terms not only of 
the quantity of extra life it produces, but also of its quality. Though measuring quality 
inevitably involves subjective judgement (e.g. of how much a restriction in mobility 
reduces the quality of life), QALYs have the merit of incorporating subjective values explic­
itly and systematically. QALYs look at the extra years (adjusted for quality) resulting from 
treatment, and divide them by its cost. Some forms of treatment represent an inefficient 
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use of resources—for example, the treatment is unpleasant, it does not extend life by much, 
and the time remaining is full of pain and discomfort. Other types of treatment, in con­
trast, are underused. One example is a hip replacement: it is not expensive; and, though 
it does not prolong life, it considerably improves its quality. For further discussion, see 
Williams (1985) (the classic article) andWagstaff (1991), and for discussion of an alter­
native measure, Healthy Year Equivalents, Bleichrodt (1995) and Culyer and Wagstaff 
(1995). 

The conclusion to which this leads is simple but depressing. The efficiency aim for 
health is clear enough in principle (and the same will turn out to be true for education), 
but measurement problems make definitive empirical answers unlikely, if not impossi­
ble. The definition of equity is more elusive but, as we shall see in Section 4.3, empirical 
work has made some headway. 

3. Methods 

3.1. Theoretical arguments for intervention 1: Efficiency 

This section looks at how the aims discussed in Section 2 might be achieved, in partic­
ular why the state intervenes (Sections 3.1 and 3.2) and how in theory it might intervene 
so as jointly to maximize efficiency and equity (Section 3.3). 

Private markets allocate efficiently only if the standard assumptions hold—that is, 
perfect information, perfect competition, and no market failures such as external 
effects (Chapter 4, Section 3.2, and the Appendix to Chapter 4, paras. 5-17). The under­
lying question is why health care is 'different' from equally vital commodities like food. 

INFORMATION PROBLEMS 

Does medical care conform with the standard assumptions (Arrow 1963; Culyer 
1971a)? First, are individuals perfectly informed about the nature of the product (in ana­
lytical terms, is their indifference map well defined)? The answer, clearly, is no. Many 
people are unknowingly ill, particularly the elderly, and those with ailments such as dia­
betes and hypertension, which can be largely without symptoms in their early stages. 
In addition, individuals are often ignorant about which types of treatment are avail­
able, and about the outcome of different treatments, which is often probabilistic. 
Furthermore, what little the patient knows is generally learnt from the provider of med­
ical services; and many types of treatment (e.g. setting a broken leg) are not repeated so 
that much of what a patient learns is of little future use. 

There are other areas (hi-fi, used cars) where the consumer has to rely on the sup­
plier for information. But in these cases it is usually possible to buy information (e.g. 
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consumer magazines, or a report by the Automobile Association), and legislation offers 
increasing consumer protection.3 With medical care: 

• Much (though not all) the information is technically complex, so that a person 
would not necessarily understand the information even were it available. 

• Mistaken choice is costlier and less reversible than with most other commodities. 

• An individual generally does not have time to shop around if his condition is acute 
(contrast the situation with a car repair, which can be left until the car owner has 
enough information and can afford the repair). 

• Consumers frequently lack the information to weigh one doctor's advice against 
another's. 

• Health and health care have strongly emotive connotations—for example, ignorance 
may in part be a consequence of fear, superstition, etc. 

To a considerable extent, therefore, consumers are poorly informed both about the 
quantity of treatment they need and the quality of the care they receive; and even if 
information were available, health care is inherently a technical subject, so that there is 
a limit to what consumers could understand without themselves becoming doctors. 
The problem is exacerbated by the existence of groups who would not be able to make 
use of information even if they had it, such as victims of road accidents. 

Ignorance is not necessarily evidence of inefficiency. Information maybe costly, and 
its acquisition therefore inefficient if the resulting gain is small. Some degree of ignor­
ance may well be optimal, though certainly less than would prevail under a private 
health-care market. 

If consumers are to make rational choices, they need to have the necessary informa­
tion, and also the power to enforce their decisions. Efficiency therefore requires equal 
power, in the sense that there should be no constraint on the ability of individuals to con­
sume health care (or education) apart from differences in their money income—that 
is, people may have different incomes, but there should be no discrimination. This 
assumption was presented in Chapter 4, Section 3.2, as a precondition of perfect com­
petition, but the issue is closely related to perfect information and so fits naturally into 
the discussion at this point. In the context of health care and education, power consists 
largely of knowledge about their uses and benefits; knowledge about one's rights in 
respect of the NHS and the educational system; and the ability and confidence to be artic­
ulate. It is somewhat implausible to imagine that this is the state of affairs for all con­
sumers, though in the final analysis the issue is empirical. 

Because of imperfect information and unequal power, consumers will choose 
inefficiently, though there is room for debate about the extent of the problem (this is one 
of the key issues in any discussion of health care). It is also not clear whether the result 
will be under- or over-consumption. If the 'true' marginal private valuation in Figure 12.1 
is shown by the curve MPV, consumer ignorance can result in demand curves Dl 

3 It has been suggested that a consumer magazine about medicine might be called Which Doctor? 
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Fig. 12.1. The effects of consumer ignorance on individual demand for health care/ 
education 

(under-consumption) or D2 (over-consumption). In addition, where knowledge and 
power are systematically related to socioeconomic status, there is also inequity (Section 
3.3). 

What solutions exist? The provision of information on a scale sufficient for rational 
individual choice may be too costly, in which case decisions about treatment must be 
delegated to doctors. Minimal intervention takes the form of regulation—for example, 
only individuals with approved qualifications are allowed to practise medicine. But 
where the information problem is serious, the performance of the market may be so 
inefficient that more extensive state involvement, either through substantial regulation 
of private production, or through public production and allocation, might be a better 
solution. We return to this issue in Section 4.2. 

A separate issue is whether consumers are adequately informed about prices (formally, 
whether their budget constraint is well defined). Here, again, it can be argued that most 
consumers are ignorant of what a particular form of treatment 'should' cost; and, 
because a great deal of medical care is not repeated, information often has no future use. 
Nor would it help if consumers were well informed about prices. Rational choice 
requires simultaneous knowledge both of prices and of the nature of the product (i.e. of 
both budget constraint and indifference map); knowledge of prices without adequate 
information about different types of treatment will not ensure efficiency. 

The result is inefficiency of the type discussed above, and summarized in Figure 12.1. 
If the only problem were inadequate information about prices, the appropriate intervention 
would be regulation, either in the form of a published price list or through price con­
trols. But where information about the nature of the product is imperfect, ignorance about 
prices adds further weight to the argument for more substantial state involvement. 
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INSURANCE PROBLEMS 

The third information assumption—knowledge about the future—clearly fails with 
health care, as stressed in Arrow's (1963) classic article. Patients do not know when, or 
how much, health care they will demand; they lack information about the probabilities 
of different outcomes for different types of treatment, and about the relative efficiency 
of different providers of health care; and they consume health-care services infre­
quently, often at a time when their judgement and ability to acquire information are small. 
The problem of uncertainty is therefore serious. 

In many instances the market solution is insurance (Chapter 5). The real issue, there­
fore, is whether the private market can supply medical insurance efficiently. This, we saw 
in Chapter 5, Section 3.1, requires five technical conditions to hold: the probability of 
needing treatment (see equation (5.12)) must be independent across individuals, and 
less than one; it must be known or estimable; and there must be no substantial problem 
of adverse selection or moral hazard (the last three conditions adding up to perfect 
information on the part of the insurance company). The extent to which these hold for 
health care is discussed inter alia by Arrow (1963) and Pauly (1974,1986); for a summary, 
see Culyer (1993). 

Looking at the first condition, the probabilities of different individuals requiring 
treatment are independent except during major epidemics. 

Secondly, the probability of requiring treatment of a particular type is less than 
one for ailments like appendicitis or a broken leg. But the condition fails for chronic 
medical problems (e.g. diabetes) arising before a policy is taken out. Also—a big future 
problem—it will fail as developments in genetic screening, by improving knowledge of 
future health problems, create more and more uninsurable conditions (Barr 1995).4 

The libertarian solution is insurance starting before birth. More realistically, perhaps, 
President Clinton in 1997 foreshadowed regulation preventing insurance companies dis­
criminating on the basis of genetic tests. 

Thirdly, the probabilities relevant to medical insurance are generally estimable. 
However, problems arise with policies whose benefits are a long time in the future, 
clouding knowledge of the relevant risks—for example, long-term incapacity to work 
(Burchardt and Hills 1997: ch. 5) and residential-care insurance, discussed in Chapter 9, 
Section 3.1. 

Finally, problems arise of both adverse selection and moral hazard (Chapter 5, 
Section 3.2). 

ADVERSE SELECTION occurs where an individual can conceal from the insurance company 
that he is a bad risk. In this situation equilibrium can be inefficient, unstable, or non­
existent. Akerlof (1970:492-3) asks why Americans over 65 cannot easily buy medical 
insurance, and concludes'that as the price [of insurance] rises the people who insure them­
selves will be those who are increasingly certain that they will need the insurance; for error 

4 A related (but different) point is that treatment of long-term illness is generally expensive, so that competitive pres­
sures act to reduce premiums at the expense of long-term coverage. 
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in medical check-ups, doctors' sympathy with older patients, and so on make it much 
easier for the applicant to assess the risks involved than the insurance company'. Sum­
mers (1989), more broadly, argues that, if employees know better than their employers 
whether they are likely to have high medical bills, the employers providing good 
medical benefits will disproportionately attract employees with health problems, thus 
discouraging the provision of fringe benefits. 

Notwithstanding debate about the magnitude of the problem (see Pauly 1986), there 
is evidence about the instability of pooling equilibria (see Chapter 5, Section 3.2) in the 
face of competitive pressures: Blue Cross/Blue Shield, the main US non-profit insurer, 
originally practised community rating (charging everyone in a locality the same premium), 
but was forced by competitive pressures from commercial insurers to adopt experience 
rating (related to the risk of individual subscribers). 

MORAL HAZARD can arise in two generic ways: patients may be able to influence either the 
probability of requiring medical treatment, or its cost. Taking the probability issue first, 
individuals with full insurance might take fewer health precautions; this is the problem 
(case 2 in Chapter 5, Section 3.2) addressed by Pauly (1974,1986). Secondly, both the 
decision to consult one's family doctor and pregnancy can be matters of choice which 
lead to the consumption of medical services. Elective medical care of this sort (case 3 
in Chapter 5, Section 3.2) is not well covered by voluntary policies: some risks are un­
insurable in private markets, at least for voluntary individual policies. 

Moral hazard arises also through the third-party payment problem (case 4 in Chapter 
5, Section 3.2). The problem arises because (a) the insurance company is largely 
divorced from the decisions of doctor and patient, and (b) the doctor is paid a fee for ser­
vice. At its simplest, suppose medical insurance covers all costs. Health care is then 'free' 
to the patient; and the supplier is not constrained by the patient's ability to pay. Patient 
and doctor both face zero private costs, even though the social costs of health care are 
positive and frequently large, and both have an incentive to consume all health care 
which yields any private benefit. The result is over-consumption, i.e. Qp greater than 
the efficient outcome, Q*, in Figure 12.2. 

Matters, however, can be more complex. The doctor is an agent for two principals— 
the patient and the insurance company. As a result, 'the relation between health care and 
health outcomes is so loose that performance guarantees cannot be given to either prin­
cipal; this is a kind of information asymmetry that faces both ways and that is perhaps 
even shared by the agent him- or herself (Blaug, 1997, p. 10; for fuller discussion, see 
Blomqvistl991). 

One additional, and separate, problem requires discussion—that of transactions 
costs. We saw earlier (equation (5.17)) that insurance, even if efficient on the supply side, 
can be provided at a price which the individual is prepared to pay only if his degree of 
risk aversion is sufficient to cover the insurance company's administrative costs and 
normal profit. If transactions costs are too high, some risk-averse individuals will 
choose not to insure. This is not per se inefficient if high transactions costs are unavoid­
able. But it is inefficient if an alternative system could avoid them—for example, private 
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health-care insurance in the USA has high accounting costs; these are avoided by the NHS, 
which rarely has to send patients a bill. 

The theory thus predicts that conventional medical insurance will face two sets of 
problems: 

• Gaps in coverage arise for risks such as chronic and congenital illness, the medical 
needs of the elderly, and primary health care. 

• Inefficiency occurs in various forms, particularly over-prescription of medical care 
as a result of third-party incentives. 

The first set of difficulties, plus the problem which arises if transactions costs are high, 
all lead to under-consumption. Third-party payments cause over-consumption. 

SOLUTIONS. There are two lines of attack on these problems: market solutions, and the 
adoption of different forms of intervention. As discussed in Chapter 5, Section 3.2 (see 
also Pauly 1986; Ellis and McGuire 1993), insurance companies have adopted various 
devices to contain costs in the face of the third-party payment problem. To reduce 
demand, insurers can limit coverage: premiums can rise disproportionately with the degree 
of cover sought; and there can be less-than-full cover through deductibles (where the 
insured person pays the first $Xof any claim) and coinsurance (where the insured per­
son pays x per cent of any claim). Such devices reduce the demand for treatment. None 
is a complete solution: deductibles, except for small claims, do nothing to face individ­
uals with the marginal cost of treatment; and, with a coinsurance rate of, say, 20 per 
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cent, the patient's private marginal cost is only 20 per cent of marginal social cost. 
Alternatively, insurers can seek to influence the supply side by restricting treatment to 
certain providers, who then face competitive pressures to retain the insurance compa­
ny's approved status. 

However, there is no complete solution to moral hazard for two reasons. As discussed 
in Chapter 5, Section 3.2, the root problem is the imperfect information of insurers 
about the behaviour of the insured. In addition, as discussed in Section 2.2, 'health' is 
hard both to define and to measure, making it hard to specify contractually what treat­
ment is covered for different medical conditions. 

Intervention can reduce inefficiency in a number of ways. Insurance could be com­
pulsory to prevent the externalities caused by non-insurance (Chapter 8, Section 2.1), 
with cover starting before birth to cope with the congenitally and chronically ill. As dis­
cussed in Chapter 5, Section 3.2, a partial solution to adverse selection is to make 
membership (e.g. of an employer scheme) compulsory to prevent low risks opting out. 
Alternatively, regulation could prevent insurance companies from withholding cover from 
high-risk individuals, simultaneously regulating the conditions under which they 
could increase premiums. Compulsory membership of national, provincial, or work-
related systems of social insurance in various industrialized countries has a similar 
effect. Moral hazard would have to be left to dubiously effective devices like coinsurance, 
or to different types of insurance, like health maintenance organizations (discussed in 
Section 5). 

Most industrial countries (the USA is an outlier) do not use private insurance 
as the primary method of financing health care. Two models predominate. Social insur­
ance (as defined and discussed in Chapter 5, Section 4.2) abandons the model of 
actuarial insurance because it does not fit health care very well. Alternatively, medical 
care can be financed via the tax system. 

THE REMAINING ASSUMPTIONS 

The assumption of equal power was discussed earlier. The next step is to consider the 
applicability of perfect competition—that is, whether the markets for inputs like skilled 
manpower and drugs are competitive. Doctors, it is argued, do not act like the profit-
maximizing monopolists of elementary textbooks, but rather pursue several goals. It is 
suggested that a doctor's reputation depends more on the assessment of her fellow 
professionals than on direct evaluation by the consumer, and that the approval of col­
leagues is more easily achieved in the development of more advanced techniques (e.g. 
heart transplants). Thus, there can be a bias towards certain glamorous types of health 
care. Doctors' behaviour is then determined jointly by this type of motive and by their 
economic environment. As we have seen, doctors may not face the costs of their production 
decisions, but are reimbursed by insurance companies. There is no budget constraint fac­
ing doctors individually; and on aggregate they are constrained only by the willingness 
of consumers or employers to pay insurance premiums. These arguments, if true, point 
towards oversupply of health care generally. In addition, the composition of that supply 
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may be distorted in favour of glamorous areas, and against low-prestige activities (e.g. 
general practice, occupational health). 

What solutions exist for this non-competitive behaviour? At a minimum, regulation 
is required on standards (e.g. doctors must have approved qualifications), plus perhaps 
some regulation of prices and possibly also monitoring of doctors' activities. Another 
potential solution is the libertarian approach (see the Further Reading) of removing entry 
barriers to medical practice, thereby enhancing competitiveness on the supply side and 
largely removing the need for state intervention of the type just described. This solution 
may be more apparent than real. The advantages of competition are that it increases con­
sumer choice and minimizes costs. As we saw in Chapter 4, Section 3.2, however, an increase 
in the range of choice is desirable only where consumers are sufficiently well informed 
to make choices, which is frequently not the case with health care; and, if competitive 
forces push down prices, consumers, for the same reason, are unable to assess whether 
quality has declined, and if so whether they want the lower-quality product at the lower 
price. The counter-argument to the proponents of market systems for health care is that 
the advantages of competition are contingent on perfect information. 

The conclusion is that supply-side deviations from competitive behaviour may cause 
inefficiency; but removing restrictions to competition is unlikely on its own to improve 
economic welfare. 

The remaining assumptions concern externalities and increasing returns to scale. The 
literature on health care distinguishes two sorts of externality: 'caring' externalities, 
such that my utility is reduced if you receive less health care than I think you should (these 
are a matter more of the distribution of health care than the efficiency of its production 
(see Section 3.2)); and technological externalities.5 The latter arise mainly via commu­
nicable diseases (e.g. if I am vaccinated against polio I benefit, and also confer a benefit 
on you because you cannot now catch polio from me). In the context of today's medi­
cal technology, these externalities, though real, are only a small fraction of the total 
value of health care. It is a standard proposition that technological external benefits, if 
uncorrected, cause under-consumption by creating a divergence between private and social 
benefits. The problem can be solved in a variety of ways, the most relevant here being 
regulation (e.g. making vaccination compulsory) or a Pigovian subsidy. Externalities are 
not perse a justification for public production and allocation. 

It is sometimes argued that health care is subject to increasing returns to scale 
(Chapter 4, Section 3.2, and Figure 4.4). Were this the case, health care would be a nat­
ural monopoly which, if uncorrected, would lead to under-consumption. However, the 
range of output over which health care exhibits increasing returns to scale is small even 
with today's large-scale technology, so the problem is unlikely to arise except, possibly, 
in sparsely populated areas. 

5 On the definition and effects of externalities, and possible remedies, see Chapter 4, Section 3.2, and /or the Appendix 
to Chapter 4, para. 15. 
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For all these reasons, according to Blaug (1997, p. 4): 'the thrust of [Arrow's (1963) ] essay 
was to show that health care markets invariably fail and that the best we can do is to min­
imise the consequences of market failure . . . what we can never do is entirely to eradi­
cate the inherent inefficiencies of resource allocation in health' (emphasis added). 

3.2. Theoretical arguments for intervention 2: Equity 

HORIZONTAL EQUITY was discussed in Chapter 4, Section 4.3, in terms of perfect information 
(which is necessary for rational decisions) and equal power (which is necessary to 
enforce those decisions). Both maybe lacking for consumers of health care (and of edu­
cation). Equity issues arise most acutely where these problems systematically affect the 
lower socioeconomic groups most strongly (a likely occurrence if information is costly 
to acquire). Thus lower-income individuals may have less information relevant to 
choices about health; in addition, they maybe less able to make use of any information 
they acquire. In such cases intervention in the following forms may improve equity as 
well as efficiency. 

Regulation would be concerned with the professional qualifications of doctors and 
nurses, with drugs, and with medical facilities in both public and private sectors. 

Where imperfect information causes under-consumption, a subsidy might be 
applied either to prices (e.g. free medical prescriptions) or to incomes. In most circum­
stances price subsidies are cheaper (Lindsay 1969): if the price of health care is subsidized, 
consumption will increase via both income and substitution effects; with an income 
subsidy only the income effect operates, so a larger subsidy is generally needed to bring 
about a given increase in consumption. 

Where problems of inadequate information and inequality of power are serious, 
efficiency and equity may jointly be maximized by public allocation and /or production. 
In broad terms this depends on two factors: whether the private or public sector is more 
efficient at producing health care; and whether monitoring of standards is more effec­
tive in one sector or the other. This issue is discussed in Section 3.3. 

VERTICAL EQUITY concerns the extent to which health care does or should redistribute from 
rich to poor. We saw in Chapter 7, Section 4, that (subject to various caveats) publicly 
provided health care is redistributive if (rich) individual R pays more tax contributions 
to its cost than (poor) P where each consumes the same quantity, and also if R consumes 
twice as much as P but pays more than twice as much in contributions. Why might this 
be thought desirable—why, in other words, might people care about the distribution of 
health care? A formal explanation is given by the voting model discussed in Chapter 4, 
Section 4.2. Suppose R's utility rises both with his own consumption and with P's. In 
particular, suppose that R's utility rises with 'good' consumption by P (e.g. health care 
or education) but falls with P's 'bad' consumption, e.g. beer and karaoke. This is a con­
sumption externality of the type described by equation (4.15). It might, therefore, be ration­
al for R to offer P a transfer of health-care costing, say, £300 but a cash transfer of only 
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£100 (since P might spend the latter on'bad' consumption). Given these offers, P might 
prefer the in-kind transfer to the lower cash amount (see Figure 4.5). If the difference 
between the two offers is sufficiently large, both rich and poor might vote for compul­
sory in-kind transfers of health care. 

It is worth delving more deeply into the nature of the consumption externality. 
'Good' consumption by the poor can raise the utility of the rich for two entirely differ­
ent reasons. The rich might vote for transfers of health care for reasons of efficiency/ 
self-interest. They might believe that a healthier workforce fosters economic growth; 
or that increased health care for the poor raises their productivity and/or reduces 
the cost of caring for them; or that such transfers prevent social unrest. This is the 
'national-efficiency' argument (Chapter 2, Section 2.1) which gives rise to the Marxist 
interpretation of the welfare state (Chapter 3, Section 5.3). A completely different 
explanation is that some rich individuals care about the distribution of health care for 
reasons of altruism (Lindsay 1969). 

Thus, alongside efficiency arguments for public production and allocation, there 
may be powerful equity motives making it politically easier to make transfers in kind. 
The rich may favour them for either selfish or altruistic reasons; and the poor may pre­
fer them, either because the in-kind transfer is considerably more generous than the cash 
offer, and/or because they feel less stigmatized by receiving benefits in kind than in the 
form of means-tested cash transfers. 

The voting model explains why some transfers of health care take place. But is the amount 
transferred optimal7. This was discussed in Chapter 4, Section 4.4. Libertarians support 
in-kind transfers (if at all) only as voluntary action by the rich, but not as a result of coer­
cion by the poor via the ballot box (Chapter 4, Section 4.1); they therefore argue that redis­
tribution under the existing system is greater than optimal. Socialists support in-kind 
transfers for their own sake, because they increase equality, and argue that redistribu­
tion of health care is almost certainly suboptimal. 

THE ROLE OF GIVING. Previous discussion suggested two reasons for intervention to enhance 
equity: inadequacies of information or power may justify intervention to improve hor­
izontal equity; and consumption externalities can explain in-kind transfers. The role of 
giving raises a third set of arguments. The analysis so far has treated health care as a com­
modity to which the standard economic arguments apply. But most societies, for gen­
erally accepted ethical reasons, decree that certain commodities, which in principle are 
readily marketable, should be excluded from the usual economic calculus. Thus, there 
is a free market for the purchase and sale of cattle but, in most countries, no similar 
market for babies, for wives, or for slaves. Titmuss (1970) argues that, for ethical and 
philosophical reasons, there should similarly be no market for blood, which should 
be donated to recipients. This, he argues, is a morally superior method of distribution. 

Two questions arise: how valid are Titmuss's views about blood; and do the arguments 
generalize to other commodities? Whether blood should be given rather than allocated 
by the market is ultimately one of social values, so that no answer is unambiguously right 
or wrong. But Titmuss's views are rightly respected on moral grounds, and also because 
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certain characteristics of blood make its allocation as a gift both feasible and (arguably) 
also efficient. The reasons for the latter view are threefold: the opportunity cost of the 
act of giving blood (e.g. the time and discomfort) is small; and that of losing a pint of 
blood effectively zero; furthermore, blood donation can create an altruistic externality, 
in as much as donors often experience a utility gain, not from the act of giving but 
from the thought of the benefit the blood will confer on others. These considerations 
together suggest that the marginal social cost of blood is likely to be low, and may be zero. 
In this case giving might be both morally superior and efficient. 

This makes blood a special case, so that it is dangerous indiscriminately to generalize 
the notion of giving into areas like health care and education (a mistake of which 
Titmuss himself was never guilty). The main reason is that the marginal social cost of, 
for example, health care is positive and often large. It is, therefore, an economic commodity. 
If a doctor spends more time with one patient, she will have less time to spend with 
others; and resources devoted to health care are at the expense of other uses (contrast 
the case of blood, the giving of which has virtually no opportunity cost to the donor, and 
which (pace Dracula) has no non-medical uses).6 Thus, voluntary giving of health care 
and education, even if regarded as morally superior, will generally run into major 
allocative problems which do not arise with blood (though see Sugden 1984). 

3.3. Types of intervention 

Sections 3.1 and 3.2 discussed why the state might intervene. The next question is how 
best it might do so. Since the aim is jointly to maximize efficiency and equity, they are 
discussed together. Three types of regime are considered: market production and allo­
cation (with or without income transfers); public production and allocation; and inter­
mediate strategies. The analysis of market production is closely linked to the issue of 
'privatization' discussed in Chapter 4, Section 6, which should be read alongside this 
section (see especially Table 4.1, which is referred to extensively). 

Medical technology used to be cheap, so that health care could be treated as a basic 
right like voting privileges; but costly advances are making this approach unsustainable. 

The policy of meeting medical need, which once entailed little social waste, now threatens to cause 
considerable waste, largely through the provision of services that are medically needed (the 
benefit to the patient is positive), demanded (because marginal cost to the patient is zero or very 
low), and supplied (because providers are fully reimbursed or are indifferent between low- and 
high-benefit care), but that provide benefits worthless . .. than social cost. (Aaron 1981a: 25) 

Advances in medical technology, by increasing the range of feasible medical interven­
tions, contribute to rising medical spending. Thus macro-efficiency (i.e. expenditure on 
health care as a proportion of national income) has become increasingly important in 
all industrial economies (Section 4.1). It is therefore more than usually important to be 
dispassionate in considering methods of allocation. 

6 Though resources used in processing and storing blood do have alternative uses and hence a positive opportunity cost. 
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PURE MARKET PROVISION. Some writers (see the Further Reading) argue that health care is 
similar to food. On the demand side, consumers have preferences which they should be 
allowed to translate into their utility-maximizing consumption pattern. Supply will 
adjust to these preferences more efficiently if it is competitive. Government intervention 
destroys the fit between demand and supply, and the destruction is greatest if interven­
tion takes the form of public production. Writers of this ilk favour privatization to the 
greatest extent possible—that is, ideally row 1 in Table 4.1, or for low-income families 
row 2. 

We saw in Section 3.1 that health care comes nowhere near conformity with the stan­
dard assumptions, so that unrestricted market allocation is not a theoretically promis­
ing approach. But analysis of the pure market case is important to an understanding of 
the problems raised by health care. To focus the argument, discussion concentrates on 
two simple cases, initially assuming away non-competitive supply-side behaviour, and 
concentrating on problems of imperfect information on the demand side of the prod­
uct market and the supply side of the insurance market. 

Case L Assume initially that there is no insurance, so that consumption is con­
strained by price. In the presence of consumer ignorance (and to some extent also 
because of unequal power) the demand curve is not properly defined, but 'wobbly', as 
shown in Figure 12.1, so that the market-clearing quantity can be above or below the 
optimum. Uncorrected externalities lead to under-consumption, and non-competitive 
supply-side behaviour to under- or over-consumption, depending on what it is that 
doctors seek to maximize. The result is inefficiency in the total volume of resources 
(i.e. macro-inefficiency), possibly substantial, though with no clear presumption of its 
direction, and also micro-inefficiency (i.e. the allocation of resources to different types 
of health care). There is also considerable inequity; the distribution of health care is deter­
mined by inequalities in the income distribution; and these inequalities are heightened 
if knowledge and power are correlated with income, and also by the absence of insur­
ance and perfect capital markets. The overall result is likely to be under-consumption of 
health care. 

Case 2. Assume that the insurer pays all bills in full. Consumption is no longer con­
strained by price, and is therefore determined mainly by the supplier; as a result, the inde­
terminacy of the patient's demand curve is less important. On the supply side, the 
doctor has no incentive to ration demand to the efficient quantity Q* in Figure 12.2. Both 
patient and doctor can behave as though the cost of health care were zero, leading to over-
consumption Qp7 There is also inequity, since some individuals are unable to buy insur­
ance (the old, the chronically ill, etc.), and others cannot afford insurance premiums which 
over-consumption has raised to an inefficiently high level. 

These arguments, it should be noted, do not necessarily apply on the input side. 
There is no reason why many material inputs should not be privately produced—for exam­
ple, food products (the NHS does not grow its own vegetables), drugs, beds, towels, 

7 There might be some pressures to economy— e.g. from employers who pay health-care insurance premiums on behalf 
of their employees. 
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X-ray machines, and so on. Some inputs of services might also be privately produced 
(e.g. food or laundry), provided that the costs of quality control are not excessive. 

MIXED PUBLIC/PRIVATE INVOLVEMENT. To what extent might health care be based on mixed 
public/private involvement so as to avoid the worst problems of pure private provision? 
The desirability of such a package depends on two factors: would it be more efficient/ 
equitable than any other method including the NHS; and might it be politically more 
acceptable than NHS-type arrangements (as might be the case, for instance, in the 
USA)? 

Production. The supply of medical treatment in a private market is crucially 
influenced by fee for service and third-party payments. Thus, as we saw above, the mar­
ket output, Q, in Figure 12.2, exceeds the efficient output, Q*. Third-party payments 
create a divergence between private and social costs and benefits, and hence cause a par­
ticular kind of externality. These, we know, can be dealt with in a number of ways, of which 
two are of special relevance. First, output could be restricted to Q* by regulation; this would 
involve policing doctors' decisions, either by administrative means or through the 
imposition of a budget constraint (e.g. row 3(b) in Table 4.1). 

Alternatively, it is possible to internalize the externalityby merging the activities of doc­
tor and insurance company, thereby forcing doctors to face the social marginal cost of 
the treatment they prescribe. The outstanding example of this approach is the notion of 
a health maintenance organization of the type now widespread in the USA (see the fuller 
discussion in Section 5.1). The essence of a health maintenance organization in this 
context is that doctors provide the insurance. As a result, the externality is internalized 
and there is no longer an incentive to over-prescribe. It might be possible by one of these 
methods to constrain private production to its efficient level. 

Finance could be organized in one of two generic ways. One possibility is private 
finance plus residual state finance. 'Easy' cases (i.e. the insurable conditions of non-
poor individuals) are financed by private insurance, subject to regulation in two ways: 
there would be minimum standards of coverage; and insurance would be compulsory 
because of the externality caused by non-insurance (see Chapter 8, Section 2.1). Two 
difficulties arise: non-insurable risks, and the poor. The former, as we saw in Section 3.1, 
include congenital and chronic health problems, the medical needs of the elderly, visits 
to general practitioners, and pregnancy. The state could deal with these cases either by 
subsidizing private insurance premiums, or by paying for treatment through a residual 
public insurance scheme or out of tax revenues. The poor could be assisted similarly. This 
approach raises serious problems: there is the difficulty of defining borderlines, both as 
between the types of health-care problem which qualify for state assistance, and over the 
income level below which the poor are subsidized; policing would be necessary to pre­
vent oversupply; and the familiar poverty trap (Chapter 10, Section 3) could arise for the 
poor. 

A second possibility is state finance. Here the state pays medical bills through social 
insurance or out of tax revenues. An analytically equivalent arrangement is compul­
sory membership of regulated, private, non-profit insurance institutions acting, in 
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effect, as agents of the state. The advantages of this arrangement are twofold: the 
scheme's compulsory nature makes it possible with no efficiency loss to gear premiums 
to ability to pay, rather than to risk (Chapter 5, Section 4.1); and its universal coverage 
(with respect both to individuals and type of illness) avoids problems with borderlines. 
Such social-insurance institutions, precisely because they are not strictly actuarial (i.e. 
because premiums are not risk-rated on an individual basis), can avoid the gaps of pri­
vate schemes (cf. Chapter 8, Section 2.2, for the case of unemployment benefits). 

These considerations suggest two coherent mixed strategies. Suppose that health care is 
produced by health maintenance organizations of some kind; that membership is com­
pulsory for all individuals; and that insurance premiums are financed by individuals (in 
the case of the poor out of transfer incomes). This arrangement has the flavour of row 
3 (a) in Table 4.1. Alternatively, suppose health care is produced privately, but not by health 
maintenance organizations; payment is made by the state (directly, through social 
insurance, or through regulated medical insurance); and total output or expenditure is 
controlled by the state either directly or via a global budget constraint. This mechanism 
(broadly that of Canada) follows the general thrust of row 3(b) for health care per se and 
of row 6 for health-care insurance. 

PUBLIC PRODUCTION, ALLOCATION, AND FINANCE. The elements of row 8 in Table 4.1 require 
separate justification. Consumer sovereignty is appropriate where information is 
sufficient for rational choice, a process which may be assisted by regulation of quality. 
In the case of health care, the patient's information is often so imperfect that the 
individual-consumption decision is best made on his behalf by an agent (column 3). The 
argument for publicly financed health care (column 4) rests on the problems just dis­
cussed of private insurance—namely, the imperfect information of insurance compa­
nies (which contributes to the third-party-payment problem), and the fact that not all 
medical conditions are insurable. The third-party-payment problem can also justify 
public production as a method of controlling the resulting large and inefficient increas­
es in the output of health care. More formally, the imperfect information of consumers 
justifies control ofquality, and that of insurance companies control of quantity (column 
2). Both forms of policing might be more effective if production itself were public 
(column 1). 

The argument for public production and allocation thus turns in a crucial though com­
plex way on the issue of information. To justify this arrangement, however, it is neces­
sary to show not only that the conditions for market efficiency fail, but also that public 
production and allocation are less inefficient than other arrangements. The first point 
is relatively easy to establish, the second less so. 

Because of information problems the NHS strategy can be regarded as feasible—an 
institution which arose historically largely for equity reasons works because it goes with 
the grain of efficiency considerations. The strategy has four cornerstones. Dealing with 
demand-side problems: 
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• Treatment is decided by doctors, thus addressing problems of consumer ignorance. 

• Health care is (mostly) tax financed and (mostly) free at the point of use. 

These features avoid gaps in insurance by abandoning the insurance principle even as a 
fiction; and medical care is made available without stigma. On the supply side: 

• There is little fee for service, reducing third-party-payment incentives to oversupply. 

• Health care is explicitly rationed, in part by administrative means, and partly by the 
existence of a budget constraint for the NHS as a whole. The idea, at least in prin­
ciple, is to restrict consumption to the quantity Q* in Figure 12.2. 

Furthermore, once it is established that public production and allocation are justifiable 
on efficiency grounds, it is legitimate to finance health care so as to further distributional 
aims (Chapter 4, Section 7.2). In theory, therefore, the strategy is feasible in both 
efficiency and equity terms. We turn now to assessment of the practice. 

4. Assessment of the UK system of health care 

4.1. Institutions 

This part of the chapter starts with an overview of the institutions of the National 
Health Service (NHS) and of private health care, and then attempts to assess the extent 
to which the NHS meets the aims of efficiency (Section 4.2) and social justice (Section 
4.3). 

Two points should be made immediately. First, expenditure on the NHS (around 
6 per cent of national income in the later 1990s) is low by international standards. 
However, expenditure has risen since the mid-1970s for several reasons. There was a'bulge' 
in the birth rate in 1948 and another in the mid-1960s (Figure 9.1). The number of old 
people has increased, intensifying the demand on facilities (health spending per person 
over 85 is about sixteen times that on someone aged 16-44). Costly new techniques have 
led to increased expectations. The relative price effect has also acted to raise the cost of 
health-care services by more than the average increase in prices.8 

A second feature of the NHS, notwithstanding the problems discussed later, is 
its popularity. In the words of two American commentators, 'the NHS promised high 
quality medical care to the acutely ill and increasingly delivered on that promise. It 
unquestionably spared patients the fear of financial ruin from medical bills. As a result, 
it became and remained one of the most popular institutions in Britain' (Aaron and 

8 The relative price effect (also referred to as'excess medical inflation') measures the extent to which the price of com­
modities like health care tends to rise faster than prices generally. There are two reasons: first, throughout the economy 
the price of labour tends to rise faster than the general price level (i.e. real earnings rise); and, secondly, health care has a 
higher than average direct labour content, about three-quarters of NHS current spending being on directly employed 
staff. The same, broadly, is true of education. See Baumol (1996). 
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Schwartz 1984: 14). The major conclusion of a Parliamentary Report (UK House of 
Commons Social Services Committee 1988: lx) was that the 'strengths of the NHS 
should not be cast aside in a short term effort to remedy some of its weaknesses'. 

THE OPERATION OF THE NATIONAL HEALTH SERVICE 

The NHS in England9 is the responsibility of the Secretary of State for Health, who is answer­
able to Parliament, and is responsible for the Department of Health. The Department 
funds District Health Authorities, whose task, historically, has been to organize hospi­
tal and community health services in their areas, and family health authorities, whose 
main responsibility is primary health care, including family doctors, pharmacists, 
and dentists. Under a major reform (UK DoH 1989) the task of the District Health 
Authorities changed in 1991 to that of purchasing care rather than providing it 

Discussion is organized round the four areas highlighted in Table 4.1: the production 
of health care; the individual consumption decision (i.e. how the system works from 
the viewpoint of the consumer); finance; and the aggregate production decision (i.e. 
budget-setting). 

PRODUCTION OF HEALTH CARE UNDER THE NHS has a tripartite structure of primary health care, 
hospitals, and community health care. 

Primary health care. The main element is the system of general practitioners (i.e. 
family doctors). Every individual is registered with a general practitioner (GP), who 
deals with straightforward complaints and chronic conditions and, when necessary, 
refers patients to hospital and specialist services. In the latter case the GP acts both as a 
guide (to steer patients to the appropriate specialist) and as a filter (to prevent trivial com­
plaints being taken to a specialist). GPs also have a role in preventive medicine, includ­
ing immunization, family planning, and cervical screening. Though publicly funded, they 
are self-employed on the basis of a contract introduced in 1990. 

The other major types of primary medical care are dentistry, pharmaceutical ser­
vices, and ophthalmic services. Dentists are paid on a fee-for-service basis on an agreed 
scale, net of the consumer charges they levy (also on an agreed scale). Pharmacists dis­
pense drugs, dressings, etc. as prescribed by doctors for which they are reimbursed on 
the basis of costs plus a profit margin, but net of the consumer charges discussed below. 

Hospitals, together with community health activities, absorb about three-quarters of 
the resources of the NHS (Table 12.1). In the mid-1990s, the hospital sector in England 
directly employed over 750,000 people, including 52,000 medical personnel, about 
350,000 nurses and 92,000 professional technical staff such as radiographers (UK DoH 
1997). 

Hospital doctors are paid a salary rather than a fee for service, though, as discussed 
below, they are able to combine salaried work for the NHS with private practice. As a result 

9 The Secretaries of State for Scotland, Wales, and Northern Ireland are responsible inter alia for the NHS in those 
countries. 
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Table 12.1. Health, UK, 1996 /7 (est.) (£m.) 

National Health Service 
NHS hospitals, community health, etc. 31,623 
NHS Trusts 377 
Family health services 9,771 
Central health services 877 
Administration 345 
Total gross spending 42,987 
Charges and capital revenues -1,864 

Total health 41,123 
Personal social services 10,104 

TOTAL HEALTH AND PERSONAL SOCIAL SERVICES 51,227 

Sources: UK DoH (1997: table Bl); UKTreasury (1997: table 3.5). 

of the 1991 reforms, most hospitals are now self-governing Trusts—independent pub­
lic corporations run by a board whose membership has to be approved by the Secretary 
of State. These Trusts finance their current expenditure from contracts with district 
health authorities and GP fundholders (discussed below). The underlying idea is to 
encourage competition between such independent Trusts to improve the efficiency of 
resource use within the NHS (see Glennerster 1997: ch. 10). 

Community health services, also often provided by trust-type organizations, have 
two functions: preventive health services, including health education, health-visiting, 
screening and vaccination programmes, and maternity and child-welfare clinics; and coop­
eration with personal social-services departments, so that wherever possible health and 
social care can be dealt with together. 

THE INDIVIDUAL CONSUMPTION DECISION. As a first approximation, all health care under the 
NHS is free, except for the charges described below. The main source of health care for 
most people is their GP. Individuals are free to register with any NHS GP in their area 
who is prepared to add them to his list of patients. Anyone who wishes, for whatever 
reason, to change to another GP may do so. No charge is made for consultations or for 
home visits. The GP prescribes treatment or, in more complex or serious cases, refers the 
patient to an NHS hospital. 

Where a GP prescribes drugs, the patient has in principle to pay the pharmacist a fixed 
charge per item—for example, per bottle of tablets. The charge in 1997 was £5.65, hav­
ing risen steeply since 1979,10 though broad classes of people are exempt—for example, 
children, expectant mothers, old people, certain chronically ill individuals, and people 
with low incomes (Tolley 1996: ch. 12), representing about 75 per cent of individuals, 
disproportionately those who make the greatest use of drugs. As in many other coun­
tries, the UK's drug bill has increased sharply in recent years. 

Individuals are also free to choose their dentist. Charges, though formerly heavily sub­
sidized, are close to economic costs. 

10 A charge of one shilling (5 pence) was introduced in 1952; in early 1979 it was 20 pence. 
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A patient is usually referred to hospital by his GP, but in emergencies this procedure 
is bypassed. All hospital treatment under the NHS is free, including test procedures, 
consultations with doctors, nursing, drugs, and intensive care, whatever the type of 
complaint and however long the hospital stay. All the facilities of the NHS are available 
to anyone living in the UK, with the exception of temporary residents (i.e. those staying 
in the country for less than six months). 

FINANCE. The funding of the NHS is discussed in detail by Glennerster (1997: ch. 10). Of 
the total cost of the NHS shown in Table 12.1, 81 per cent came from general (mainly 
central government) tax revenues and about 12.5 per cent from national-insurance 
contributions. Thus close to 95 per cent of the NHS was financed out of taxation, and 
under 3 per cent from charges (UK DoH 1997: table 2.3). 

Hospitals in the past were, for the most part, both financed and managed by the Health 
District. A key objective of the 1991 reforms was to improve efficiency by separating the 
finance of health care from its provision. District General Managers now act as purchasing 
agents on behalf of their resident populations. The intention is that they should buy health 
care from the most efficient providers, public or private, inside or outside their District. 
Most hospital care will come from institutions within the District, but money will fol­
low patients treated elsewhere. Thus hospitals receive part of their funding from the District. 
They also receive income from GPs who act as budget-holders for their patients. 

GP fundholding. Under the 1990 Health Service and Community Care Act, as 
amended, GPs in practices with more than 5,000 patients can elect to become budget-
holders, managing the budget for care given by the GP and for simpler types of hospi­
tal treatment such as X-rays, pathology tests, and simple surgery. By 1995 over 40 per cent 
of the population in England were members of fundholding practices. In 1996 a num­
ber of experiments were introduced with 'total fundholding', whereby groups of GPs 
were given a budget to pay for all health care for their patients. GP fundholders make 
their own contracts with providers and pay them from their own, larger, budget. The 
underlying idea is that larger numbers of smaller purchasing agents lead to a more 
competitive environment—certainly fundholding has changed the balance of power, 
giving GPs greater leverage in pushing for improvements in hospital services (see 
Section 5.2). 

General practitioners' remuneration is complex. Somewhat to simplify, GPs receive three 
forms of payment. First, there are various allowances, mainly a basic practice allowance 
to cover running costs. Secondly, they receive a capitation payment of £X for each per­
son on their register, where X is higher for older people. Thirdly, there is a variety of other 
payments, inter alia to encourage certain forms of preventive health care. 

GPs work under a contract imposed on them in 1990, which specifies core services, 
sets targets for the provision of those services, and offers extra payments for the 
achievement of certain targets, particularly some types of preventive care. A key point, 
and one to which we return, is that, with few exceptions (notably payments to dentists, 
and for some types of preventive care to GPs), payment throughout the NHS takes the 
form more of a salary than a fee for service (for details, see Glennerster 1997: ch. 10). 
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THE AGGREGATE PRODUCTION DECISION—that is, setting budget limits. The annual budget for 
the NHS is determined in the same way as the budget for defence or any other govern­
ment service, as the result of negotiation between the Treasury and spending departments, 
as modified by subsequent discussion in Cabinet (Glennerster 1997: chs. 4-6). The 
figure which emerges is a global budget for the NHS as a whole, which is divided 
between the relevant Secretaries of State. Within England and Wales, resources are 
allocated by the Secretary of State to each District according to a population-weighted 
formula. The procedure is therefore largely one of'top-down' allocation, substantially 
constrained by expenditure in previous years. GP budget-holders, like Districts, are 
cash limited (i.e. they have to operate within a fixed annual budget). 

PRIVATE HEALTH CARE 

Alongside the NHS is a system of private health care. An individual can consult a GP 
privately, in which case he pays the GP's fees and the full cost of any drugs; he can be 
referred to a consultant either through the NHS or privately, whether or not the ori­
ginal consultation with the GP was private; and the consultant can refer him to hospital 
either through the NHS or privately. Though it has grown somewhat in recent years, the 
private sector remains small. By the mid-1990s, about 11 per cent of the population had 
some sort of private medical insurance, up from 4 per cent twenty years earlier. Benefits 
are only a small fraction of NHS expenditure. Private medical care is used mainly by those 
wanting the convenience of a private room or (more contentiously) by those faced with 
a long wait for treatment under the NHS, and only for a narrow range of relatively 
uncomplicated treatment. 

Most private health care is financed by voluntary insurance, which is cheap in the UK 
for at least four reasons: most patients use an NHS GP even if they see a specialist pri­
vately; the NHS provides a back-up if patients present complications beyond the cap­
acity of a private hospital; people with private insurance are usually young and employed 
(their health-care insurance is often a fringe benefit), and hence low risk; finally, health 
care is cheaper in the UK than, for example, the USA, not least because UK doctors and 
nurses are paid less. 

The relationship between private health care and the NHS is a source of continuing 
controversy. NHS hospitals have specialist consultants who are contracted to work for 
the NHS, but can choose whether to do so full-time or part-time. Most of them elect for 
the part-time option and practise in their consultative capacity both as part of the NHS 
and privately.11 The existence of 'pay beds' within the NHS has aroused the greatest 
controversy. It is argued that people with money can jump the queue without necessar­
ily paying the full economic cost of treatment, and many regard this as inequitable. 
Others argue that private patients bring extra income to some consultants, and that to 
ban private practice by NHS employees would result in large and costly pay demands, 
and possibly the loss of highly skilled specialists. The issue remains a political football. 

1' Consultants choosing the full-time option are allowed to earn up to 10% of their income from private practice. 
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INTERNATIONAL COMPARISON 

Before turning to an assessment of the NHS, it is helpful to have some perspective on 
the organization and problems of systems elsewhere (see OECD 1992,1994; Saltman and 
von Otter 1995; Hurst 1996). In very broad terms, all industrialized countries adopt one 
of the three models. 

• The quasi-actuarial approach is characterized by employer-based or individual 
purchase of private medical insurance, and by private ownership of medical factors 
of production. The closest approximation (and the only major example among 
OECD economies) is the USA. 

• Earnings-related social-insurance contributions are characterized by compulsory 
coverage financed by earnings-related employee contributions and /or an employer 
payroll tax, possibly supplemented by tax funding. Such funding regimes are com­
patible with a larger (Canada) or smaller (Germany) role for the private sector. 

• 'Universal' medical care is characterized by tax funding and public ownership and/ 
or control of the factors of production (e.g. Sweden, the UK). 

PROBLEMS. Inspection of the international scene yields two major conclusions: the per­
vasiveness of regulation in all health-care systems; and a dramatic escalation of health­
care costs in most countries in the later 1970s and early 1980s, with, for the most part, a 
subsequent slowdown in the rate of expenditure growth (Abel Smith 1984,1985; Barr 
1992: table 3). Despite the variety of systems, there is considerable similarity in the 
difficulties they face. The most important arise out of the third-party-payment prob­
lem (Section 3.1). 

Since fee for service paid by a third party is the most common way of paying doctors, 
it is not surprising, despite the variety of their institutions, that most countries have 
at one time or another experienced a dramatic escalation in health expenditures. The point 
is vital. According to the contributors to McLachlan and Maynard (1982): 

The rising costs of medical care and, as a result, the problems of expenditures and cost contain­
ment . . . is of major concern in the Federal Republic of Germany, (p. 235) 
. . . moves for a closer control to check the growth of expenditure [on health care in France] which 
is alarmingly high. (p. 267) 

In the US cost containment is the major driving force behind legislative and private sector health 
strategies, (p. 333) 

The editors conclude that 

however much health systems and policies may seem to differ from country to country all 
current policies have one major aim, cost containment which is an omnibus description of 
policies . . . to contain not just unit costs but also total expenditure in both public and private 
sectors. (McLachlan and Maynard 1982:13, emphasis in original) 
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Of the countries covered by McLachlan and Maynard only two have not suffered a cost 
explosion: the UK, largely because of parliamentary control of public expenditure;12 

and Canada, which imposes a global budget constraint on the expenditure of its pub­
licly funded scheme. 

The situation in the USA is a textbook example. Prior to the 1960s the system was 
broadly one of private production financed by private health care insurance. But prob­
lems arose, and as a response Medicare (for the old) and Medicaid (for the poor) were 
introduced in the mid-1960s. The modification they introduced was simple: the poor 
and old continued to receive private treatment, but their medical bills were now paid 
out of federal/state funds. The effect of these unlimited third-party payments was 
entirely predictable: public spending on health care rose very sharply to the point where 
health care became the fourth largest item of federal spending after income support, 
defence, and debt interest (the classic article is Robert G. Evans 1974; see also Aaron 1991). 

There are two possible arguments against the assertion that these cost escalations 
are caused by inadequately policed third-party payments. Americans might have a 
greater taste for health care than, say, the British (i.e. demand is higher in the USA); or 
Americans might suffer more health problems (i.e. need is greater in the USA). If the for­
mer, we would expect high-spending countries to enjoy better health; if the latter, that 
they suffer more illness. Neither phenomenon is the case. In 1997 the USA spent 16 per 
cent of GNP on health care; the UK spent about 7 per cent of a smaller GDP. Yet in terms 
of infant mortality and life expectancy health in the US A is no better than in the UK. The 
US story is taken up in Section 5.1. 

SOLUTIONS. Two broad classes of solution—regulation, and the use of incentives—have been 
adopted to try to contain costs (for fuller discussion, see Barr 1992). 

Regulation is both pervasive and inescapable. The logic is simple: expenditure = 
price x quantity. Successful cost containment must {a) control total spending directly, 
or (b) control price and quantity, or (c) use price control to reinforce an overall spend­
ing constraint. Control of medical fees (i.e. price control) with open-ended total bud­
gets only partially contains costs because of the incentive for doctors to increase output 
to compensate for lost income. This is exactly what happened with Medicare in the USA 
(Robert G. Evans 1974; Evans etal. 1989). Canada, in contrast, managed to avoid the worst 
of the medicare cost explosion because it adopted both price control and a global bud­
get ceiling. European countries, too, have developed systems which combine price and 
expenditure control (Abel Smith 1984,1985; OECD 1992,1994). 

Whatever the system, successful methods of restricting supply to around its efficient 
level all include the imposition of budget limits either on public expenditure (the UK, 
Sweden) or on insurance disbursements (Canada). This is an important conclusion 
because the demand for health care will increase in the future not only with advances in 
medical technology but also because of the problem (Chapter 9, Sections 2,3.2) of age­
ing populations in almost all industrialized countries. 

12 The ability of the NHS to act as a monopoly buyer is another contributory factor. 
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Incentives to economy take various forms (see Ellis and McGuire 1993; Barnum 
etal. 1995). The third-party-payment problem arises because health-care providers are 
reimbursed retrospectively on what is, in effect, a cost-plus basis. The idea of prospective 
payment is becoming increasingly widespread. In one form, each hospital receives a 
fixed annual global budget which it can spend as it wishes. Other mechanisms, includ­
ing diagnosis-related groups and health maintenance organizations, are discussed in 
Section 5.1. 

Other forms of incentive have also been tried, including cost-sharing (where the 
patient pays part of the cost of treatment), privatization, and (particularly in the USA) 
attempts to increase competition between providers. Though doubts have been 
expressed (Weisbrod 1983; Fuchs 1988) about uncritical adherence to competition, the 
European experience suggests that regulated competition may help to contain medical 
spending (see OECD 1992,1994). 

4.2. Assessment 1: Efficiency 

As discussed in Section 2.1, efficiency can be defined in principle but is hard to measure, 
mainly because of difficulties in measuring (a) the benefits of health care as opposed to 
other activities (the macro-efficiency issue), and (b) the relative benefits in different 
areas of health care (micro-efficiency). Quantitative work on both is scant, so that rela­
tively little is known about the health gains deriving from different types of intervention. 
Thus discussion is to some extent a mixture of a priori argument with only a small 
leavening of empirical evidence. 

Assessment of the efficiency, or otherwise, of the NHS is organized under four broad 
heads: advantages in principle; advantages in practice; criticisms with little validity; and 
criticisms which are valid. The NHS has at least four efficiency advantages in principle. 

1. Supply-side incentives to economize arise, first, from the way remuneration is 
organized. Doctors are not generally paid a fee for service. Thus there is no financial in­
centive to oversupply (see Gerdttham etal. 1992). There is no argument of principle against 
paying doctors a high salary—the crucial point is that it is not related to medical activ­
ity. GPs are paid on the basis of capitation (to contain costs) with some fee for service to 
encourage particular preventive activities. A pure capitation system gives GPs an incen­
tive to increase the size of their lists, but to decrease the time spent with any one patient. 
To that extent there is an incentive for GPs either to undersupply or to pass patients to 
the hospital sector. The argument should not be overstated, however, both because of 
the fee-for-service element to encourage preventive activity, and because a patient who 
feels she is not receiving adequate attention from her GP can transfer to the list of 
another doctor, thereby reducing the original GP's income.13 

A second form of constraint is the NHS budget (a macro-efficiency point), coupled 
with the control exercised by the NHS over doctors' behaviour and the traditions of the 

13 The capitation element of GPs' pay under the NHS thus approximates to a voucher system. 
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medical profession in the UK. The overall result is that there is no financial incentive to 
supply excessive medical care, Q, in Figure 12.2, rather than the socially optimal quan­
tity, Q*. This is true both for health care as a whole and for different types of treatment, 
though with a question mark over the possibility of undersupply by GPs. 

2. The individual-consumption decision. The decision about treatment is generally made 
by doctors. This reduces the problem of imperfect information. In addition, the patient 
is more likely to trust a doctor's decision based on clinical judgement unclouded by 
financial motives. 

3. Finance for the most part is out of general taxation, thereby avoiding problems in 
insurance markets, such as high probabilities of requiring treatment, adverse selection, 
and moral hazard (Chapter 5, Section 3 and Section 3.1). To the extent that taxes are based 
on ability to pay there are also equity advantages, discussed below. 

4. Treatment is mostly free at the point of use. This encourages early diagnosis, 
reduces the externality problem, and has equity advantages. 

The system has advantages also in practical terms. 

5. Macro-efficiency. The NHS is cheap by international standards. Total medical 
spending (public and private) in the later 1990s absorbed about 7 per cent of national 
income; the US figure was about 16 per cent. As discussed earlier, however, there were 
no corresponding differences in infant mortality or life expectancy. Klein's (1984: 15) 
argument that 'the NHS seems to be a remarkably successful instrument for making the 
rationing of scarce resources socially and politically acceptable' remains broadly true. 

6. Micro-efficiency. We shall see shortly that the NHS is not above criticism for the way 
it allocates resources to different areas of health care. But it also has advantages. Because 
of its unified structure and because payment is not generally based on fee for service, 
the NHS faces fewer adverse incentives than systems based on fee for service; and the 
unified structure of the NHS enables action to be taken on overall medical priorities 
(see points 10 and 11 below). 

Two criticisms were sometimes made of the NHS, particularly in the USA, which do not 
hold water. 

7. The NHS is a monopoly. The first argument is that consumers have no choice. This 
is not the case. They are free to choose (and change) their GP, to ask for a second opin­
ion, or to opt for private medical care. A different argument is that the NHS devotes too 
many resources to bureaucracy. In fact, the NHS bureaucracy is low by international stan­
dards. Administrative costs in the USA in the late 1980s were about 26 per cent of total 
current expenditure (Himmelstein and Woolhandler 1986,1991).14 The NHS figure in 
1987/8 was 2.9 per cent, in part because the NHS devoted virtually no resources to 
billing patients. Indeed, as discussed below, one of the motivations of the 1991 reforms 
was to increase the amount of management in the NHS in order to improve internal 

14 If US administrative spending had been brought down to the average of countries which fund medical care 
through social insurance, the resulting savings in 1987 would have been around $50 billion. 

304 

12. Health and health care 

efficiency. A third argument is that the NHS is too centralized. Centralization, how­
ever, can have positive advantages: it makes it possible to establish priorities; and the NHS 
can use its powers as a monopsony to negotiate low prices for drugs. In addition, the 1991 
reforms gave hospital trusts and GP fundholders considerable autonomy. 

8. Work effort. Doctors, it is argued, work less hard if they are not paid a fee for ser­
vice and/or the best and most innovative individuals will be lost to the profession (this 
is the issue of dynamic efficiency). There are two lines of attack on this position. It 
assumes uncritically that labour supply is motivated solely by financial gain, but 
loses plausibility if one allows for non-money wages and a tradition of service. Many 
professionals—academics, lawyers, and accountants—are paid salaries, yet it is not 
argued that they should be paid a fee for service. Though difficult to prove, it might be 
argued that the UK attracts to the medical profession individuals who gain substantial 
job satisfaction, while countries with private systems attract those with more strongly 
financial motives. If so, it does not follow that the latter group is either more able or hard­
er working. A second counter-argument is that, even if work effort/innovation is sub­
stantially motivated by high pay, it might well suffice to base remuneration on high 
salaries rather than fee for service. 

To rebut these arguments is not to say that no criticism is possible. 

9. Macro-inefficiency. Some commentators argue that too few resources are devoted 
to the NHS. Budget restrictions have aggravated waiting lists for non-urgent (and some 
urgent) treatment; and many hospital buildings are old. Pro-market writers argue that 
the NHS causes too few resources to be devoted to medical care; but international com­
parison suggests that private systems can lead to excessive production which regulation 
has only partly curtailed. There are at least two reasons why there is no definitive answer 
to the funding question: first, the health benefits of different medical interventions are 
hard, if not impossible to measure; secondly, 'the optimal level of health funding is a 
normative question dictated partly by the aggregate tastes and preferences of society' 
(McGuire 1994:147). For these and other reasons, there is little scientific support for the 
idea of a major funding crisis in the NHS (see McGuire 1994; Dixon 1997; Harrison 
etal. 1997a, b), though rather more political support for additional funding, not least to 
sustain standards in the face of an ageing population. 

10. Micro-inefficiency in the geographical allocation of resources. The location of NHS 
facilities is largely a matter of historical accident and over time matched the location 
and age structure of the population less well. The Resource Allocation Working Party 
(RAWP) (UK DHSS 1976) made specific proposals for geographical reallocation on the 
basis of such criteria as the size and demographic structure of the population in an area, 
health indicators such as local mortality and fertility, and gaps in existing provision. 
As a result, resources were shifted away from London and the south-east of England. 
Problems remained, however—notably inequality within regions. Under the 1991 
reforms, therefore, the RAWP formula was replaced by a sophisticated system of direct 
allocation of resources from the central Department of Health to Districts (Carr-Hill 
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etal. 1994;Glennerster 1997:179-80). There is continuing controversy about whether 
London still has a disproportionate share of NHS resources (see King's Fund London 
Commission 1997). 

11. Micro-inefficiency in the allocation of resources to different types of health care. 
Enthoven's (1985) book, which had considerable influence on the 1991 reforms, point­
ed to significant inefficiencies. First, incentives were inadequate and could be perverse: 
a consultant who treated more patients would get extra work but no extra resources; and, 
since capital costs were generally paid by the central government, local providers did not 
face the opportunity cost of capital. Secondly, over-centralization, particularly through 
national pay agreements, led to staffing problems in high-wage parts of the country like 
London. Thirdly, there was a lack of accountability: no one knew what anything cost or 
whether they were keeping within their budget. Fourthly, the system was inflexible—for 
example, it was hard to close an unwanted hospital. 

In addition to action to increase efficiency within the NHS, there is also scope for bet­
ter coordination between NHS activities and related activities paid from the social-
security budget and local-authority budgets. Care for the frail elderly, for example, gives 
respite to their carers and thus helps to keep older people out of hospital or residential 
care; similarly, care packages for elderly people waiting to leave hospital can reduce hos­
pital stays, with benefits both for the person concerned and the NHS budget. 

Greater efficiency requires two sorts of information: 

• Technical information, in particular on the costs and health benefits of different types 
of treatment. 

• Social and political information to generate a set of weights to be applied to rele­
vant non-medical criteria (e.g. whether the patient has dependants). 

Information on the first is woeful. The problem is largely intractable because of the 
major problems (particularly of measuring health and of attributing causality) dis­
cussed in Section 2.2; thus progress is likely to be slow and incomplete. That said, a legit­
imate criticism of the NHS prior to the reforms is that it gathered too little information 
(see Enthoven 1989). 

Alongside better management, there is also a role for some competition on the supply 
side. The 1991 reforms introduced internal markets into the NHS (see Section 5.2,below). 

12. Productive inefficiency (i.e. internal efficiency) is also not fully achieved. The 
argument that the NHS has a disproportionate number of bureaucrats does not stand 
up (point 7). The opposite argument is, if anything, more true. It can be argued that the 
NHS should devote more managerial resources to improving efficiency. 

4.3. Assessment 2: Equity 

As we saw in Chapter 4, Sections 2.2 and 4.3, equity cannot be defined unambiguously, 
but depends on political values; in addition (Chapter 6, Section 3.1), the definition of 
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equality is fraught with ambiguities. For present purposes horizontal equity is defined 
in terms of equality of opportunity in respect of health care, as set out in Section 2.1. Thus 
individuals A and B with identical medical conditions should receive equal health care 
unless other relevant differences exist (e.g. one of them has young or old dependants); 
irrelevant considerations (e.g. that A is rich and B poor) should make no difference. How 
closely does the NHS approximate this ideal? 

13. The unimportance of income. The quantity of health care an individual receives 
is largely (though as we shall see not wholly) unconstrained by her income. No one is 
denied health care because of poverty; and no one goes in fear of financial ruin as a result 
of expensive medical treatment. The latter is a particular problem in the USA. 

14. The system accords with British notions of social justice (McCreadie 1976), and 
is highly popular politically (Halpern, 1985). A leaked report of a proposal in the late 1980s 
to introduce significant privatization caused such a political backlash that the 1991 
reforms preserved the basic principles of publicly funded and largely publicly produced 
health care. 

15. The system allows action on the distribution of health care by region, which, as a result 
of the policy discussed in point 10, is more equal than previously. 

16. The distribution of health is controversial. Black's (1980) conclusion that dispar­
ities in health across UK socioeconomic groups had widened over the lifetime of the NHS 
were disputed by Le Grand (1987a). The essence of Le Grand's (1987a; see also Illsley 
and Le Grand 1987; Le Grand 1989a) argument was that the composition of socioeco­
nomic groups had changed, so that the lowest group in the 1980s was relatively much 
more disadvantaged compared to the median than the lowest group forty years earlier. 
Le Grand therefore measured inequality in health outcomes not through data on 
socioeconomic groups but by measuring the Gini coefficient (see Chapter 6, Section 4) 
for individual data on age-at-death. Le Grand (1987a: table 1) concluded that the most 
equal countries included the UK, The Netherlands, and Sweden; the least equal coun­
tries included the USA (measuring mortality inequality in terms of the Gini coefficient, 
the only country consistently less equal than the USA was Romania). 

Recent findings point to a striking relationship between health and socioeconomic 
variables (Robert G. Evans et al. 1994 and, for a cogent survey, Evans 1996). Wilkinson 
(1996) finds that among developed countries it is not the richest societies which have 
the best health but the most equal. Smaller income differences raise average life 
expectancy. Morris et al. (1994) find a significant link between loss of employment and 
mortality. Studies of British civil servants (Marmot etal. 1991; North etal, 1993) find 
that people with less control over their work suffer poorer health outcomes. Not least 
because of such findings the Labour government elected in 1997 placed renewed 
emphasis on the links between poverty, inequality and ill-health. 

17. The distribution of health care. Three issues arise: the empirical facts; the expla­
nation of those facts; and implications for policy. Le Grand (1982: ch. 3) confirms the 
findings of the Black Report (1980: ch. 4) that the NHS does not achieve equality of use. 
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Fig. 12.3. Differences in the costs and benefits of health care/education by socio­
economic group 

'The evidence suggests that the top socioeconomic group receives 40 per cent more 
NHS expenditure per person reporting illness than the bottom one' (Le Grand 1982:46). 

This result can be explained (see Figure 12.3) in terms of two sets of factors. The 
benefits of health care perceived by the lower socioeconomic groups (MP VP) may be lower 
than those of the rich (MPVR) (e.g. if the poor have worse information); or the poor might 
rationally place a lower value on health (e.g. smoking might genuinely be a rare pleasure 
for someone whose life is otherwise miserable); or the actual benefits to poorer people 
might be lower if doctors treat them with less care than middle-class patients. Probably 
of greater importance, the poor face higher costs of health care. Since treatment is free, 
the main cost is time. Travel time is generally higher for less advantaged people, who more 
often have to rely on public transport; and the cost of time is generally higher for the poor, 
who generally lose pay if they spend a morning in a hospital out-patient clinic, a cost not 
faced by people on salaries. These factors taken together can explain why in practice QR 

in Figure 12.3 is 40 per cent higher than QP. 
These results are not universally accepted. Powell (1995) disputes Le Grand's premiss, 

that equality is the objective. Consider the ratio BJBP, where BK is the benefit going to 
the rich and Bp that going to the poor. The objectives of the welfare state include: 

• Efficiency: for this purpose, BJBP > 1 may well be right. For example, one purpose 
of pensions is to provide income-smoothing, implying that pensions should rise with 
income. 
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• Poverty relief: for this purpose BR/BP should be less than one; the tighter the target­
ing the greater the extent to which BR/BP should tend to zero. 

• Social cohesion, which implies that BJBP should tend to one. 

Thus whether BR/BP > 1 is a problem depends in part on what the objective is. Inequality 
in the distribution of welfare state benefits is not necessarily a sign of failure. 

Secondly, various writers, using more disaggregated and more recent data, dispute Le 
Grand's empirical results. They find that people with lower incomes receive more 
health care but have poorer health, and conclude that the NHS delivers broadly equal 
care for equal need on the basis of both cross-section data (Propper and Upward 1992) 
and time-series analysis (Propper 1995a). That conclusion, however, remains con­
tentious (see the Further Reading). So far as horizontal equity is concerned, Smaje and 
Le Grand (1997) find that health care is not significantly affected by ethnic factors. 

What implications can be drawn from these results? Even if it does not fully achieve 
the objective of equal treatment for equal need, the NHS can still be an equalizing force. 
First, the NHS cannot be regarded as a failure unless an alternative system of health 
care is more equalizing. International comparison offers no strong evidence for such a 
proposition (Le Grand 1989a). 

Secondly, whether or not the NHS is an equalizing force depends not only on the dis­
tribution of benefits but also whether expenditure is discussed not in isolation but, 
more properly, in conjunction with the taxation which finances it (Chapter 7, Section 
4.2). The argument is important, and worth spelling out. Suppose that the pre-transfer 
incomes of poor and rich are 20 and 80; that all income is taxed away by the state to pro­
vide free goods and services; and that the rich receive twice as many goods and services 
as the (equally numerous) poor. As a result, the post-transfer incomes of poor and rich 
are 33 3- and 66f, respectively. From the perspective of expenditure, the rich receive twice 
as much as the poor, suggesting that public allocation has failed as an equalizing force. 
But when expenditure and taxation are considered together, the income of the poor has 
been raised both absolutely from 20 to 33 7, and relatively, from one-quarter of that of 
the rich to one-half. On either count, the system taken as a whole is equalizing. 

18. Redistributive effects of the NHS. To what extent is the NHS thus financed pro­
gressively? In practice, measurement raises almost insuperable problems, inter alia 
because of the difficulty of measuring the incidence of taxes and benefits, but the logic 
is clear (Chapter 7, Section 4.2, as qualified by Chapter 7, Section 4.1). If (rich) individ­
ual R contributes on average, say, twice as much as (poor) P in whatever tax is used to 
pay for the NHS, but receives the same quantity of health care, then the NHS redis­
tributes from rich to poor (i.e. is progressive). But if R contributes twice as much but con­
sumes four times as much as P then the NHS is regressive. 

Empirically, the NHS is financed progressively. Propper (1995a: 202) concludes that 
'the gainers are those in the lowest six decile groups and women, the losers are those in 
the top four decile groups and men'. 

Additionally, even if the redistributive effect is weak, the NHS is still an equalizing force 
if it reduces inequality more than any alternative system. International studies (Aaron 
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1992; Wagstaff and van Doorslaer 1992) find that the NHS scores highly from this per­
spective. The most plausible conclusion is not that the NHS has failed, but that it may 
not be as strong an equalizing force as some of its supporters hoped. This suggests that 
the aims of egalitarians are likely to be served better by keeping and improving the NHS 
than by replacing it. 

5. Reform 

5.1. Reform in principle 

This section discusses four sets of reform: radical privatization; managed health care; a 
system of privately produced but publicly funded medical care; and approaches to 
improving the NHS. Section 5.2 assesses the 1991 NHS reforms, including discussion 
of quasi-markets. 

RADICAL PRIVATIZATION. The failure of virtually all the standard assumptions15 (Section 3.1) 
suggests that an unrestricted private market (i.e. rows 1 or 2 in Table 4.1) is likely to be 
highly inefficient for technical reasons (Section 3.1), and also inconsistent with widely 
held notions of social justice (Section 3.2). This view, as we saw in Section 4.1, is 
confirmed by empirical observation. Countries which have adopted careless ad hoc 
modifications to private health-care systems have typically experienced sharp and 
unexpected cost increases. 

An additional argument concerns the possible effects of any rapid expansion of pri­
vate medical care in the UK. So long as private treatment is only a marginal activity, 
it can serve as a useful device for enhancing consumer choice and alleviating excess 
demand. But if the private sector were to grow beyond a certain (unknown) size, it is pos­
sible that 'the most demanding consumers of health care [would] exit from the public 
sector so diminishing the political voice for more spending in the public sector' (Klein 
1984:23-4). This, it is argued, could lead to a two-tier system—high-quality private care 
for the better off, and low-quality NHS treatment for the poor. Such an outcome would 
have two effects. It would shift medical resources from the poor to the rich; whether this 
is desirable depends on one's definition of social justice. In addition, if the private 
health-care sector becomes large, it is likely to run into the cost-containment problems 
faced by other countries (Section 4.1), particularly the USA. 

If radical privatization is not the answer, what package of reform might be feasible? 
The main conclusion of the theoretical discussion in Section 3 is that it is not possible 
to make health care efficient and equitable by ad hoc tinkering. What is needed is a strat­
egy. Since virtually all health care is financed by third parties (i.e. insurers or the taxpayer), 

15 i.e. the assumptions necessary for the market to allocate efficiently—see Chapter 4, section 3.2, or the Appendix to 
Chapter 4, paras. 6-17. 
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the marginal cost to the consumer is zero, and he will generally demand an ineffi­
ciently high quantity, Q, in Figure 12.2. The heart of the issue, therefore, is rationing 
treatment to Q*. In principle this can be done in two ways: (a) by making medical 
providers face the marginal social cost of health care; or (b) by imposing a budget con­
straint on total expenditure. The next two mixed public/private packages follow these 
two routes, the first being rather more private than the second. Each is presented only 
in outline to illustrate the approach; and other examples are, no doubt, possible. 

MANAGED CARE. This is the case of private health care and private medical insurance sub­
ject to extensive management and regulation. The approach is also being applied in the 
public sector: in 1997 about three-quarters of US states used managed care for medicaid, 
and the medicare programme has a stated objective of moving into managed care. 

The discussion at the end of Section 4.1 pointed to two complementary approaches 
to containing costs: regulation, and the use of incentives. Managed care has both 
ingredients.16 

• Regulation takes the form of intensive management ofmedical provision. Since the 
mid-1980s, the USA has increasingly moved from a system in which doctors had 
free rein to a management-controlled industrial model (Scheffler and Waitzman, 
forthcoming). 

• Incentives are based round prospective payment. If expenses are reimbursed expost, 
medical providers face no risk and no incentive to economize; if, in contrast, they 
are paid ex ante (e.g. a prepayment of $X for a hip replacement), they face strong 
incentives to use resources carefully. The following institutions translate the idea 
into practice. 

Health maintenance organizations (HMOs). Under this approach, individuals pay a 
lump-sum annual contribution to a'firm' of doctors (the HMO), which promises in return 
to provide the contributor with a comprehensive range of medical services. The doctors 
provide primary care themselves, and buy in hospital care as necessary. The HMO's 
income, which consists of the contributions of its members, is used to pay for health care, 
including the salaries of the doctors. Any surplus (like that of any firm) can be distrib­
uted to the doctors as higher pay, or to members as lower contributions, or ploughed back 
into the HMO to improve its service. 

An important theoretical advantage of HMOs is that the doctor provides both health 
care and medical insurance. The HMO is thus analytically equivalent to merging the activ­
ities of doctor and insurance company. As discussed in Section 3.3, this internalizes the 
externality caused by third-party payments, giving doctors an incentive to economize 
—for example, providing preventive care or early treatment to nip an incipient prob­
lem in the bud. 

Evidence (Manning etal. 1987; Newhouse 1993) suggests that HMOs reduce medi­
cal costs, though the extent of the effect may depend on the precise form of HMO 

16 Note that, Medicaid apart, regulation is private, rather than imposed by government. 

311 



Benefits in kind 

(Hillman etal. 1989). Notwithstanding Enthoven's (1989) enthusiasm, it is well not to be 
too optimistic. First, HMOs may ameliorate one strategic insurance problem—explod­
ing costs—but they do nothing to deal with the other—uninsurable risks. Anecdotal 
evidence suggests that, as with any prepayment system, attempts are made in the USA 
to restrict membership to the best risks, an effect which is becoming stronger as the 
US population ages.17 Secondly, HMOs do not necessarily provide the efficient quan­
tity Q* in Figure 12.2. Theory suggests that they will provide less than Q,; but it does not 
follow that they will provide Q*. 

Diagnosis-related groups (DRGs) are another form of prospective payment. Hospital 
in-patient cases are classified into different types, and hospitals are paid a fixed price per 
case, depending primarily on its DRG. Once more, the idea is no panacea. Like any clas­
sification system, costs vary within each category, giving hospitals an incentive to select 
cheaper cases of each type. Pressures therefore grew for more refined DRGs. That, how­
ever, gave incentives to 'DRG creep', where hospitals classify as 'severe' as many cases as 
possible (Russell 1989). 

Preferred provider organizations (PPOs). Increasingly insurers in the USA and elsewhere 
give patients an incentive to choose from a limited range of providers, inviting institu­
tions to tender competitively to become such a preferred provider. The idea is to exert 
downward pressure on price. 

Since the mid-1980s the USA has moved aggressively towards prospective payment 
methods, up to a point moderating the increase in spending (though doing little to 
address gaps in coverage). HMOs are now the main form of health finance. Medical 
providers have responded by more intensive management (see, for example, Scheffler 
etal 1991). The duration of hospital stays has fallen by about 50 per cent, partly because 
of medical advances, but largely because of financial incentives and consequent man­
agerial pressures. Notwithstanding these changes, the US continues to face problems both 
with containing costs and with gaps in coverage. 

PUBLIC FINANCE OF PRIVATELY PRODUCED MEDICAL CARE. This package of private production, pub­
lic funding, and extensive regulation embraces more public involvement than the pre­
vious one. Production of health care is private, fee for service. There is regulation of the 
quality of treatment and, crucially, also its quantity. The latter, as discussed in Section 
4.1, could be achieved, as in Canada, through a combination of price control and glob­
al spending limits. Finance is public (private, non-profit institutions (as in Germany), 
acting in effect as agents of the state, could achieve the same result). Membership is 
compulsory. Finance could be arranged in one of two ways. With compulsory insurance, 
premiums could be income-related with no efficiency loss (Chapter 5, Section 4.1). 
Alternatively, the state could drop the idea of actuarial insurance because it does not fit 
health care very well, and finance the scheme from general taxation. The general thrust 
of these arrangements follows row 3(b) of Table 4.1 for health care, and row 6 for health 
insurance. This is broadly the Canadian system. 

17 It is said that some HMOs have offices on the third floor of buildings with no elevator; if you are fit enough to get 
to the office, you are fit enough to join the HMO. 
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The approach has two advantages. The problems of private insurance are largely 
avoided; and the incentive to oversupply, resulting from fee-for-service and third-party 
payments, is moderated by constraining total expenditure. The strategy rests crucially 
on effective imposition of a budget constraint, which in turn depends on political will 
and administrative capacity. Such arrangements can undoubtedly be successful, as, for 
example, the Canadian system, which works well and is popular (Robert G. Evans etal 
1989; Blendon etal 1995). 

POSSIBLE IMPROVEMENTS TO THE NHS. The NHS strategy (approximately row 8 in Table 4.1) has 
powerful advantages. But it also has problems, so that some reforms are desirable. 

In macro-efficiency terms, a central question is whether the NHS is underfunded, as 
manifested, for example, by waiting lists and old hospital buildings. There is no scien­
tific support for this view (point 9). To the extent that there is a problem, the solution is 
to devote more resources to the NHS. There are also problems of micro-efficiency, not 
least for lack of technical information on the costs and benefits of treatment, and of clear­
ly stated priorities about different types of treatment and different classes of recipient. 
The solution is to gather more information of the type discussed in point 11. It is in this 
context that proposals for internal (or quasi-) markets offer prospects of improvement. 
We return to the topic shortly. 

As for equity issues, the distribution of medical care by social class is one of the more 
intractable of the problems discussed. One approach is to reduce the cost of treatment 
for less-well-off groups—for example by compensating out-patients for transport 
costs and forgone earnings (as is done already with jurors). This process would be 
assisted by more general equalizing measures—for example, further income redistribution, 
and better education. These measures may appear rather pale. It may be that we simply 
have to accept that inequality in health care, like inequality generally, cannot easily be 
reduced beyond a certain point. This does not mean that we should not try—merely that 
we should not expect easy answers. At a minimum we should not forget that the distri­
bution of health care under the NHS, unequal though it might be, is more equal than 
that in many (if not most) other countries. The balance between realism and compla­
cency is never easy. 

Finally, there is growing evidence that a powerful factor in improving health (as 
opposed to health care) is rising income and greater equality. In that respect progress in 
health depends on events well outside the health sector. 

5.2. The NHS reforms 

THE REFORMS. In a rare case of professional unanimity, the great weight of advice to a 
parliamentary inquiry (UK House of Commons Social Services Committee 1988; see 
also Barr etal 1989), was to stick to tax funding, and to make efforts to introduce some 
competition on the supply side. The reforms introduced in 1990 and 1991 attempted 
to do just that. They left a lot unchanged: the NHS continued to provide comprehensive 
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medical care; access remained universal; medical care continued, for the most part, to 
be funded out of general taxation and was free at the point of use. There were four 
major changes: 

1. A new contract was imposed on GPs in 1990, designed to improve patients' choice 
of GP and to give GPs incentives to offer services such as preventive care and 
minor surgery. 

2. Purchasers (Districts and GPs) were separated from providers (hospitals)—that 
is, demand and supply were separated. The underlying idea (Enthoven 1985) is that 
Districts are no longer required to provide services for their residents but to buy care 
on their behalf. Districts thus change fromproviders to purchasing agents. They make 
contracts with hospitals, and hospitals compete with each other for contracts 
(cf. preferred providers, discussed in Section 5.1). 

3. Large GP practices were given the opportunity to become fundholders—that is, 
to buy certain types of care on behalf of their patients, the argument (Maynard 1986) 
being that Districts are too distant from the consumer. Such a move increases the 
power of GPs relative to consultants and hospitals, thus increasing pressure on 
hospitals to be efficient. The GP fundholder is, in essence, a form of HMO. 

4. Well-managed hospitals were given the option to become self-governing Trusts, 
with greater autonomy than previously. 

The last three changes introduced an internal market (or quasi-market) into the 
NHS. The shape of the reforms reflects a growing convergence among OECD countries: 
continued reliance on public funding, political control of total health spending, and the 
use of managed markets or quasi-markets to foster efficiency on the supply side (on reforms 
in other countries, see OECD 1992,1994; Hurst 1996; and the Further Reading). 

QUASI-MARKETS. The traditional welfare-state model was based on public funding and 
public production, usually by a monopoly state supplier. Quasi-markets retain public 
funding but decentralize demand and supply. This trend has occurred in the NHS, in edu­
cation (Chapter 13, Section 5), and in other areas. As just mentioned, similar changes 
are occurring in other countries. 

More specifically (Le Grand and Bartlett 1993: ch. 1), quasi-markets are markets in 
the sense that they introduce market forces. But they differ from the market for, say, food. 

• On the supply side, they introduce competition (e.g. between hospitals or schools), 
but the suppliers are not necessarily private, nor necessarily profit maximizing. 

• On the demand side, consumers do not spend cash; their purchasing power is 
expressed as an earmarked budget (e.g. capitation payments to GPs or to primary 
schools). This is, in effect, a form of voucher. 

• Consumers may make their own choice (e.g. of school), or choice may be made on 
their behalf by an agent (a GP or District Health Authority). 

314 

12. Health and health care 

The argument for competition is that it improves internal (but not necessarily exter­
nal) efficiency. Though simple in principle, the approach raises strategic questions (for 
further detail, see the Further Reading) about the NHS reforms. 

Incentives for quality. At the heart of the approach is an inherent tension. Either med­
ical providers face the costs of their decisions, or they do not. If they do not, they face no 
incentives to productive efficiency. But if providers do face the costs of their decisions, 
downward cost pressures may affect quality, which imperfectly informed consumers may 
be unable to judge (another example of asymmetric information). Alternatively, GPs 
(like HMOs) will face incentives to weed out patients who fall into costly groups 
(another example of cream-skimming). Thus quality control and monitoring of 
medical outcomes become critical. 

Can quality be monitored cost effectively? The question is then whether the purchaser 
(District or GP) can ensure quality by specifying contracts sufficiently tightly and by mon­
itoring providers. The underlying problem is the difficulty (Section 2.2) of measuring 
health outcomes, making it hard to decide which supplier offers the most efficient and 
effective treatment. Management decisions are increasingly based on cost data. This is 
the wrong variable but, in the absence of outcome data, is all that managers have to go 
on. 

How useful is competition? There are two questions: how much competition results 
from the reforms; and is such competition desirable? On the first, competition can be 
exaggerated. The existence of waiting lists points to at least some excess demand, 
reducing competitive pressures; and competition is limited outside metropolitan areas. 
Secondly, the benefits of competition are contingent on perfect information (Section 3.1). 
Patients are certainly not well informed; and the difficulties of measuring quality mean 
that Districts and GPs, acting as agents, will not be perfectly informed either. Thus 
Chalkley and Malcomson (1996:85-6) conclude that 

getting hospitals to bid for contracts to provide health services is not.. . like conducting an auc­
tion for wheat because the quality . .. of the services to be provided is not easily specified by con­
tract. Taking the lowest bid may simply result in the provision of poor-quality services . . . The 
key problem . . . is that there are many dimensions of quality that cannot be enforced by contract. 

Co-ordination problems. Districts as fundholders (Enthoven 1985) is one potentially 
coherent approach; GPs as fundholders (Maynard 1986) is another. The 1991 reforms, 
however, introduced both approaches, creating potential coordination problems, since 
the two groups have different priorities and because the lines of financial control over 
purchasing are unclear. 

BRIEF ASSESSMENT. There are at least three reasons why the large literature on the reforms 
(see the Further Reading) reaches few strong conclusions. The intractable problems in 
evaluating the health gains from different interventions have already been discussed. 
Secondly, the reforms were introduced with a significant increase in NHS funding, 
making it difficult to disentangle the effects of increased resources from those of the reforms 
themselves. Thirdly there is the problem of self-selection: Bartlett and Le Grand (1994) 
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argue, for example, that the first wave of hospital trusts were the most entrepreneurial 
and hence not typical. Notwithstanding strident political claims in the early 1990s, the 
scientific evidence yields few robust results—hence the brevity of the following discus­
sion of two aspects of the reforms, GP fundholders and hospital Trusts. 

GP fundholding. Writers like Glennerster (1994) conclude that decisions are best 
located at the lowest level (i.e. GPs) where information about consumers is richest. 
From this perspective, the movement in the years after 1991 towards more GP fundholding 
(e.g. by allowing smaller practices to become fundholders) is a move in the right direc­
tion. Goodwin's (forthcoming) survey is more agnostic, arguing that the evidence on GP 
fundholding can be used to support both a strong defence and a vitriolic attack. Many 
non-fundholding practices have achieved equal or higher efficiency gains; and the 
Audit Commission (UK National Audit Office 1994) concluded that most fundholders 
were failing to secure the expected benefits for patients. Goodwin concludes that the 
evidence to assess the true impact of fundholding on transactions costs, equity and 
quality of care is very poor, and advocates further research. 

Hospital Trusts. Hamblin's (forthcoming) survey is also agnostic, not least because, as 
he points out, if Trusts are more efficient this may not be because they are Trusts, but because 
of broader trends in NHS organization or medical technology. He questions whether Trusts 
have increased competition and points out that there is no evidence that Trusts have 
increased patient choice and some arguments that they are not able to. 

Blaug (1997, p. 19) concludes that, 

the overwhelming opinion of all health economists who have looked carefully at these quasi-
market reforms is that at best they will encourage an evidence-based, cost-conscious health 
service that may improve outcomes for some patients registered with managerially competent 
GPs . . . but at worst they will dramatically increase the costs of administration, produce no 
improvement in health care for the average patient, and may well destroy irremediably the 
morale of the NHS. 

6. Conclusion: Health and health care 

Health derives from many sources, including income, diet, and life style and—it is 
increasingly clear—broader socioeconomic factors (Section 4.3, point 16). Improved health, 
therefore, depends in part on developments well outside the health sector. 

But health care is also important. Yet no system of health care can be perfect—the real 
issue is to choose the least inefficient and inequitable form of organization. Radical 
privatization (as defined in Chapter 4, Section 6) is no way of doing so. This conclusion 
rests not on personal values but on the technical nature of health care, and particularly, 
though not exclusively, on information problems. 
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Health care conforms only minimally with the assumptions necessary for market 
efficiency. The imperfect information and unequal power of consumers, externalities, 
and technical difficulties with private medical insurance cause serious problems on the 
demand side of a hypothetical private market; non-competitive behaviour by doctors 
can cause problems with supply, and third-party payments cause inefficiency via both 
demand and supply (Section 3.1). A priori there is an overwhelming presumption that 
an unrestricted private market will be highly inefficient, and also inconsistent with 
widely held notions of social justice. This view is confirmed by empirical observation 
(Section 4.1). Countries with little public involvement in health care, or which adopted 
careless ad hoc modifications to private systems, typically experienced sharp, un­
planned increases in expenditure. Efficiency requires, at a minimum, considerable reg­
ulation and state financial involvement (Section 3.3). 

Because of information problems, the NHS strategy has major advantages—an insti­
tution motivated largely by equity is successful because it goes with the grain of efficiency 
arguments. On the demand side, decisions about treatment are made by doctors, alle­
viating the worst effects of consumer ignorance; the problems of private insurance are 
resolved by abandoning insurance even as a fiction; and treatment is largely free at the 
point of use, which reduces the externality problem and goes a long way towards elim­
inating the influence of income on consumption. On the supply side, doctors are not 
as a rule paid a fee for service, thus removing incentives to oversupply. Health care 
is rationed partly by administrative means and partly by the NHS budget. Further­
more, if public production and allocation can be defended on efficiency grounds, 
it is legitimate to finance health care redistributively for reasons of social justice 
(Chapter 4, Section 7.2). In theory, therefore, the strategy is feasible in both efficiency 
and equity terms. 

The practice (Section 4) is far from perfect. Many hospital buildings are old, and 
there are waiting lists for non-urgent (and even some urgent) conditions. There is room 
for improvement in both external and internal efficiency. The distribution of health 
care by social class is less equal than many would wish. However, a good deal can be said 
on the plus side. 

• The average quality of health care in the UK is good, in that health standards are not 
out of line with those in other countries. 

• The NHS is cheaper than the health-care system of any comparable country, and 
considerably cheaper than most. 

• Doctors have no financial incentive to over-prescribe and (partly because of this) 
patients generally trust their doctor. 

• The variation in the quality and quantity of treatment by income level is smaller than 
in most other countries. 

• Treatment is free whatever the extent and duration of illness; no one is denied 
access because of low income; and no one goes in fear of financial ruin. 
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The NHS thus has much to commend it; and many of its remaining problems could 
largely be resolved by giving it some more resources and by gathering more and better 
information. 

Its advantages notwithstanding, the NHS is not the only system which makes sense. 
The strategy has, however, served the UK well, is widely popular, and can be drastic­
ally changed only at considerable risk of throwing out the baby with the bathwater. 
Institutions in other countries show that the adoption of a different system is likely to 
raise problems very similar to those of the NHS, and additional and more intense prob­
lems as well. 'Privatization' (whatever its proponents mean by the term) will not solve 
old problems, and is likely to create new (and probably larger) ones. My preferred 
reform for the UK, therefore, is to keep the NHS; the principle should be retained, and 
the system improved within the existing strategy along the lines suggested in Section 5.2. 

However, the political economy and the structure of the medical profession in many 
other countries make it unlikely that they would readily adopt a system of public pro­
duction. This is especially true of the USA, where the mixed public/private arrange­
ments described in Section 5.1 might be a more satisfactory solution. The Canadian model 
of publicly funded, privately produced health care has much to offer; and a system 
based on regulated health maintenance organizations buttressed by income transfers may 
offer an alternative. 

The crucial point is that any system of health care must constitute a genuine strategy 
—ad hoc tinkering is a guaranteed road to disaster. Both theory and international 
experience point to two effective strategies: 

• (mainly) public funding (taxation or social insurance) plus public production; or 

• (mainly) public funding plus private production plus regulation to contain costs. 

At a strategic level the problems a country faces are largely predictable consequences 
of its chosen health strategy. Consider four broad objectives of a health-care system: 
(a) equitable access, (b) cost containment, (c) no waiting lists, and (d) consumer 
choice. A country like the USA, with largely private funding, faces the problems discussed 
in Section 3.1, so that its major problems are (a) and (b). In countries like Canada, with 
public funding of private production, the pressure point is (b). Countries like the UK, 
with mainly public funding of mainly public production, score well on (a) and (b), but 
tend to face problems on (c) or (d). There is no perfect solution. The trick is to learn from 
theory and experience to choose the least bad second-best option. 

FURTHER READING 

As general reinforcement of the material in this chapter, Le Grand and Vizard (1998) assess 
health care in the UK from the mid-1970s to the mid-1990s, and Glennerster (1997: ch. 10) ana­
lyses the finance of the system. 

For general discussion of the economics of health, see Stiglitz (1988: ch. 11). On the nature of 
health care, including problems with insurance, see Arrow (1963) (the classic article) and Culyer 
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(1993). Problems with medical insurance are discussed by Pauly (1974, 1986) and Culyer 
(1993); Barr (1995) discusses the implications of genetic screening for insurance. On equity in 
health care, see Le Grand (1991b) and Culyer and Wagstaff (1993), and on the impossibility of 
rationing health care in a way which is simultaneously efficient, equitable, and administratively 
feasible, Le Grand (1996). On the debate over the equity, or otherwise, of the NHS, see Culyer and 
Wagstaff (1993); Le Grand (1991b, 1992,1995); and Powell (1995). For the distributional effects 
of benefits in kind more generally, see Evandrou et al. (1993). 

The case for market provision of health care is set out in ter alia by Lees (1961), Seldon (1981), 
and Friedman and Friedman (1980: ch. 4). On the role of giving, the classic work is Titmuss (1970). 

On the valuation of human life, see Jones-Lee (1976); for an early critique, see Broome (1978). 
See also Mooney (1992: ch. 5). On the socioeconomic determinants of health, see Robert C. 
Evans et al. (1994), Wilkinson (1996) and, for a cogent survey, Robert C. Evans (1996). For 
attempts to quantify the benefits of health care, such as QALYs and similar measures, see 
Williams (1985), Wagstaff (199l),Bleichrodt (1995), and Culyer and Wagstaff (1995). 

For assessment of the NHS, see Le Grand and Vizard (1998). For discussion of health care in 
an international context, see Schieber et al. (1991), Barr (1992), OECD (1992, 1994), Hurst 
(1996), and Ham (1997). On reform in the USA, see the various essays in Aaron (1996) and 
Scheffler and Waitzman (forthcoming), on Canada, Mc Arthur et al (1996) and National Health 
Forum (1997), Australia, Peabody et al (1996) and Podger (1997), and New Zealand, Malcolm 
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CHAPTER 13 

Education 

Man is the most versatile of all forms of capital. 
(Irving Fisher, 1930) 

All that is spent during many years in opening the means of higher education to the 
masses would be well paid for if it called out one more Newton or Darwin, 
Shakespeare or Beethoven. (Alfred Marshall, 1842-1924) 

1. Introduction 

The introductory discussion of health (Chapter 12, Section 1), which should be 
(re)read at this stage, applies equally to education. The role of the public sector in both 
finance and production is less clear-cut than with many types of cash benefits, particu­
larly for post-primary education. This chapter is concerned mainly with setting out 
the ground rules for policy analysis, rather than with asserting strong conclusions. The 
theoretical arguments are very similar to those for health care. 

The chapter discusses the aims of education (Section 2), theoretical arguments 
about state intervention in pursuit of efficiency and equity (Section 3), assessment of the 
UK education system (Section 4), the range of possible reforms (Section 5), and major 
conclusions (Section 6). 

During the early part of the chapter little knowledge is needed of the institutions 
described in Section 4.1. Education is compulsory to age 16. Primary (age 5 to 11) and 
secondary education (age 11 to 18) are provided publicly and without charge. There is 
also a small private sector. For the most part these are publicly organized, publicly fund­
ed institutions. In contrast, university education is privately produced but substantially 
(though decreasingly) publicly financed.1 

1 Chapter 4, Section 6, discusses in detail the distinction between public and private production and finance. 
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2. Aims 

2.1. Concepts 

Social welfare is maximized through the pursuit of economic efficiency2 and social jus­
tice (or equity). This section discusses how these concepts apply to education. 

The primary objective of education policy is to improve educational outcomes. As dis­
cussed in Chapter 12, Section 2.1, good health derives from many sources, of which 
health care is only one. Good educational outcomes, analogously, derive from many 
sources, of which formal education is only one: parenting is key; there is increasing 
evidence of the link between childhood poverty and poor educational outcomes (see 
Section 4.2, point 3); and natural ability is also part of the story. 

What, however, do we mean by 'good educational outcomes'? The primary purpose 
of education is to transmit knowledge and skills and, as important, attitudes and values. 
Education is not only technical but also cultural: it is essential if the UK (or any coun­
try) is 'to be a successful nation in a competitive world, and to maintain a cohesive soci­
ety and rich culture' (UK National Committee of Inquiry into Higher Education 1997b: 
7). Part of the objective is to produce agreement about values. As examples, consider 
the following statements: students should never disagree with their teachers; women 
should sit in class and just listen; answers get higher marks if they conform with the teach­
er's ideology. In the West there is strong disagreement with the values contained in such 
statements, the prevailing value being that what matters is the analytical content of the 
argument, not the gender or status of the person making it. Instilling such values is part 
of the purpose of education. Another part of the objective is to allow diversity. Families 
will have different views about subject matter, the role of discipline, and the place of reli­
gion. Thus, the education package (and hence the meaning of a 'good' education) will 
depend on the economic, political, and social structure of the country concerned,3 and 
will vary far more than the definition of good health. 

Achieving this primary objective involves a number of subsidiary ones. Efficiency is 
important here as elsewhere. If we spent nothing on education, children would all be illit­
erate; if we spent the whole of national income on education, there would be no food or 
health care. The optimal quantity clearly lies somewhere between—in principle where 
the value gained from the last unit of education is equal to the marginal value which would 
be derived from the alternative use to which the resources involved could be put. This is 
the quantity X* in Figure 4.1. 

Allocative efficiency (sometimes referred to in discussion of education as external effi­
ciency) is concerned with producing the types of educational activities which equip 
individuals—economically, socially, politically, and culturally—for the societies in which 

2 The concept of economic efficiency is defined in Chapter 4, Section 2.1. 
3 See World Bank (1996: ch. 8) for discussion of how education in Communist countries was well suited to the needs 

of central planning and totalitarian government. 

321 



Benefits in kind 

they live. External efficiency applies to the totality of resources devoted to education (the 
macro-efficiency aim in Chapter 1, Section 2.2), and also to the division of resources 
between different types and levels of education (the micro-efficiency aim), so as to pro­
duce the optimal quantity, quality, and mix. Separately, productive efficiency (Chapter 4, 
Section 2.1), sometimes referred to as internal efficiency, is concerned with running 
schools and other institutions as efficiently as possible. 

Equity is more elusive (see the discussion in Chapter 12, Section 2.1). To sidestep 
some of these difficulties equity will be defined as a form of equality of opportunity 
(Chapter 6, Section 3.1, especially equation (6.18)). This does not mean that individu­
als can necessarily obtain as much education as they want. However, it implies that, if 
individuals A and B have similar tastes and ability, they should receive the same educa­
tion, irrespective of factors which are regarded as irrelevant—for example, income. 
This definition of equity at least has the merit that it apportions scarcity in a just way. 

Once we have decided the efficient level of production of different types of education 
and their equitable distribution, the remaining question is how to finance education. This 
is an issue of vertical equity discussed in Chapter 4, Section 4.1. It was argued in Chapter 
4, Section 7.2, that if, for example, education is allocated efficiently by the market then 
equity aims are generally best achieved through income transfers. But where education 
is publicly produced and allocated for efficiency reasons, it may be appropriate to 
finance it out of progressive taxation; if so, it is possible, though not inevitable (Section 
4.3) that in-kind transfers will redistribute from rich to poor. 

2.2. Measuring costs and benefits 
Measuring costs, as with health care (Chapter 12, Section 2.2), presents no insur­
mountable problems. We know the direct costs of the state educational system and its 
components (Table 13.1). The problem of apportioning overheads is broadly the same 
as for health care. For people past school-leaving age it is also necessary to include an 
estimate of forgone earnings. 

Measuring benefits faces a series of intractable problems. There are distinct echoes of 
the discussion of defining and measuring poverty (Chapter 6, Section 2). In both cases, 
there is no scientifically satisfactory solution. 

• Output cannot be measured. Since there is no single definition of a 'good' education, 
there is no unambiguous measure of output. We can measure test scores, but (a) such 
measures are imperfect even in their own terms, and (b) educational outputs are much 
broader than such technical benefits. Education has consumption benefits—that is, 
the enjoyment of the educational process itself; investment benefits, including 
higher pay, job satisfaction and the enjoyment of leisure; and various external 
benefits, including shared values. Most of these are unmeasurable, but that does not 
make them unreal. 

• Connecting inputs and outputs (the education production function) is problemati­
cal. It is possible to measure the quantity of some inputs (teachers' and pupils' time, 
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buildings, equipment). But it is not possible to measure their quality. Nor is it pos­
sible to measure other inputs, such as natural ability and the quantity of quality of 
parenting. Secondly, as just discussed, output can be measured only in terms of 
test scores. Thirdly, the production function is hard to estimate. Studies typically 
assume (because no other assumption is available) that schools have a single, nar­
row objective—maximizing pupils' test scores. 

• Causality cannot be established. Even if these measurement problems were solved, a 
further problem remains. As discussed shortly, the 'screening hypothesis' questions 
the causal link between post-primary education and increased individual produc­
tivity. Is an individual productive because she is naturally able, or because she has 
been well educated? 

THE HUMAN CAPITAL MODEL attempts to explain the demand for education in terms of its 
production and utility benefits. It is argued, in the case of the former, that an individual 
who acquires more education becomes more skilful and productive. This approach sees 
education as a form of investment, analogous to improving machinery. From the indi­
vidual viewpoint, such investment is profitable to the extent that it increases future 
income by more than its initial costs (including forgone earnings). Empirically there is 
a strong correlation between an individual's education and his lifetime earnings (see 
Psacharopoulos and Woodhall 1985: ch. 3). The overall pattern summarized by Blaug 
(1970:27) is that'within a few years after leaving school... better educated people earn 
more than less educated people; their advantage continues to widen with age and . . . the 
favourable differential persists until retirement'. 

Utility benefits arise because the individual may derive utility from the educational 
process itself (i.e. education might have consumption benefits in the present as well as 
investment benefits in the future). The individual return to education also includes non-
money rewards such as job satisfaction and the enjoyment of leisure. 

To clarify the individual return to education, it is helpful to set out formally the indi­
vidual investment decision. The initial assumptions of the simplest human capital 
model are: 

1. Education raises the individual's marginal product in the future and therefore his 
future money income. 

2. This increase in money income is the only benefit from education, i.e. we rule out 
consumption benefits and future non-money returns. 

If B, is the benefit to the individual from an extra year's education, and r is his personal 
rate of time preference, the gross present value4 (GPV) of an additional year of education is 

1 + r (1 + r)2 ' " (l + r)N* ( 1 3 J ) 

4 For further discussion of cost-benefit analysis, see Stiglitz (1988: ch. 10), Musgrave and Musgrave (1989: ch. 9), or 
Cullis and Jones (1998: ch. 6). 
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Benefit/| 
cost ^ ^ ^MPC 
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Q0 Q* Quantity of health 
care/education 

Fig. 13.1. A simple human capital model of the individual decision to invest in health 

care/education 

The net present value (NPV) is 

NPV = Y—^ c0 (13.2) 

where C0 is the cost of an additional year of education (including forgone earnings). The 
individual will continue to acquire education so long as GPV> C0—i.e. up to the point 
where NPV= 0. This is the level of education Q0 in Figure 13.1, where the marginal pri­
vate value (MPV) of education is the marginal gross present value from equation 
(13.1), and the marginal private cost (MPC) is the cost of education to the individual. 

Relaxing the second assumption does not change the flavour of the results. Con­
sumption benefits reduce C0 and non-money returns increase Bt in equation (13.2), 
thus increasing the quantity of education an individual will choose to acquire. 

THE SCREENING HYPOTHESIS. It might seem, therefore, that by measuring the money income 
benefits (though not the utility benefits) to the individual we can establish a lower 
bound on the production benefits of education. This is valid if we are prepared to 
assume that education is causally related to increases in individual productivity. This is 
the strong first assumption made above. In contrast, the screening hypothesis argues that 
education is associated with increased productivity but does not cause it.5 

The screening hypothesis argues, first, that education beyond a basic level does not 
increase individual productivity and, secondly, that firms seek high-ability workers but 

5 The large literature on this and other aspects of the economics of education is surveyed by Blaug (1976,1985) and 
Glennerster (1993). For fuller discussion of screening, see Stiglitz (1975) or, for formal discussion, Hirshleifer and Riley 
(1992:chs.8,ll). 
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are unable, prior to employing them, to distinguish them from those with low ability. 
The problem is analytically similar to adverse selection in insurance markets (Chapter 
5, Section 3.2), or more generally to 'lemons' (Akerlof 1970), in the sense that one side 
of the market has more information than the other. Individuals therefore have an 
incentive to make themselves distinctive by some sort of signal. According to the 
screening hypothesis, post-primary education fills exactly this function: it gives a signal 
to prospective employers, which it is in the individuals (though not necessarily in soci­
ety's) interests to acquire. Just as an individual's good health may be due more to a nat­
urally strong constitution than to medical care so, according to this view, is productivity 
the result of natural ability rather than post-primary education. 

There are various counter-arguments. Where education includes professional train­
ing (e.g. medicine), there is a direct contribution to productivity. The strong form of the 
hypothesis also assumes that there is only one type of job. In practice, skills and job 
characteristics are heterogeneous, so that it is necessary to match workers and jobs, 
giving education an additional social return as a matching device. Whether there is 
some validity in the hypothesis is an empirical matter. The verdict is undecided and 
likely to remain so, since individual productivity is determined in part by unmeasurable 
influences such as natural ability and family background. 

The conclusion from the individual viewpoint is that it is possible to measure the money 
income benefits (but not the utility benefits) associated with different levels of educa­
tion, but the causal relationship is less clear. The screening hypothesis leaves the individ­
ual decision to invest unaffected, and so leads to the same result as the human capital 
model. But, to the extent that it is true, screening has profound implications for the 
socially optimal level of investment in education, to which we turn next. 

EXTERNAL BENEFITS. Setting the screening hypothesis to one side for the moment, education 
may create benefits to society over and above those to the individual in a number of ways.6 

There is at least one strong external benefit. Education, to the extent that it raises an indi­
vidual's future earnings, increases her future tax payments; in the absence of any sub­
sidy, an individual's investment in education confers a 'dividend' on future taxpayers.7 

Does education create external benefits over and above this tax dividend? It is part of 
the conventional wisdom (Le Grand etal. 1992: 74-6) that it does. Production benefits 
arise if education not only makes someone more productive, but also contributes to the 
productivity of others (your ability to use e-mail increases my productivity as well as 
your own). Individuals may become more adaptable and better able to keep up with tech­
nological change. The economic spin-offs of higher education and a more mobile 
educated population are relevant in this context. It is not surprising that much 'high-
tech' industry is concentrated round clusters of universities—for example, Cambridge 
(Massachusetts) and Cambridge (England). Education lies at the heart of recently 
developed theories of endogenous growth (see Romer 1993). Measuring these benefits 

6 The theory of externalities is discussed in Chapter 4, Section 3.2, and the Appendix to Chapter 4, para. 15. 
7 This line of argument can be used to justify a subsidy for any type of investment which raises future income. That is 

precisely what usually happens through the tax system in the case of business investment. 
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is difficult, not least because it is hard to separate the effects of education from other deter­
minants of productivity, such as natural ability and the quantity and quality of capital 
equipment. 

Education may also have broader benefits. First, there are family benefits. Schools 
viewed as a child-minding institution can create output benefits by enabling parents to 
work in the market sector (thereby raising their output and earnings) or in the house­
hold sector (thereby raising their output but not their earnings). Schools can also 
create utility benefits by enabling parents to enjoy more leisure. The value of these 
child-minding benefits can be measured by what parents would be prepared to pay a child-
minder. Education may also create cultural benefits external to the recipient in at least 
two ways. A common cultural experience (music, art, literature) may foster communi­
cation generally, both at the time and in the future. In addition, there may be neighbour­
hood effects; the mechanics of taking children to school, parent-teacher associations, 
etc. bring people into contact and may foster shared attitudes locally. Education in this 
context is part of the socialization process, as a device which fosters shared values and 
social cohesion. 

These effects, however, can go both ways. Education encourages questioning atti­
tudes and so, it might be argued, can create negative cultural benefits (Grosvenor 
Square, Paris, and Berkeley in 1968). If education raises expectations unduly, the result 
could be individuals who are discontented with their job, with possible ill effects on 
their productivity. 

The previous paragraph is intended merely as a caution against blindly assumingXhaX 
education has positive external benefits. If there are potential costs as well as benefits, 
the issue must be resolved empirically. Again, however, measurement problems make 
definitive answer impossible. Estimates of private rates of return are suspect because, of 
necessity, they omit all non-money returns. Estimates of the social rate of return are dou­
bly suspect: they omit non-money returns and (since no other procedure is possible) they 
also ignore the screening problem. 

The externality argument is strong in presumptive terms, but wholly satisfactory 
empirical verification is still lacking. Because of the 'tax-dividend' point, there is an 
unarguable external benefit, but it is not possible to show how much. 

If education (a) increases individual productivity and (b) creates external production 
benefits, then the amount of education chosen by an individual in a market system, Q0 

in Figure 13.1, will generally be less than the optimal amount, Q*, an issue discussed in 
more detail in Section 3.1. However, if the claims of the screening hypothesis are valid, 
then education leads to (but does not cause) an increase in individual income, but does 
not raise output. In this case individuals may acquire more education than is socially 
efficient. 

RATE-OF-RETURN STUDIES, despite these difficulties, have attempted to measure the benefits 
of education. The rate of return, r0, is that rate of interest which equates the present value 
of the stream of future benefits in equation (13.2) to the initial cost of acquiring an 
additional unit of education. In other words, r0 is the rate of interest which reduces the 
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net present value of additional education to zero. It is vital to distinguish the private rate 
of return (which determines individual decisions) from the social rate (which is the rel­
evant variable for public policy). 

Two conclusions tend to emerge from empirical studies.8 The rate of return is high­
est for primary education, and then declines; and the private rate of return exceeds the 
social rate at all levels of education (mainly because in all countries education sub­
sidies reduce costs to the individual but not to society). These results must be heavily 
qualified. First, they are based on money returns. No account is (or can be) taken of the 
consumption value of education, nor of its non-money returns. Where these factors are 
present, empirical estimates understate both private and social benefits to an unknown 
extent. Secondly, such estimates can measure only the association between education and 
earnings. But to the extent that the screening hypothesis is true the causal link is weak­
ened, in which case the measured social (though not the private) benefits of post­
primary education will be overstated by an unknown amount. The estimation of rates 
of return, in short, is a heroic undertaking. 

THE RELATIONSHIP BETWEEN EDUCATION AND ECONOMIC GROWTH, for these and other reasons, 
remains unclear. Output growth depends on the increase in the quantity and quality of 
the capital stock; on the increase in quantity and quality of the labour force; and on a 
variety of non-economic factors. Education affects only one of these, the quality of the 
labour force. The problem is to separate the quantitative effect of this variable given 
the influence of all the others. Despite much work, progress has been scant (see 
Psacharopoulos 1984 and Psacharopoulos and Woodhall 1985: ch. 2 for surveys). 
About the only firm conclusion to emerge is the unsurprising one that no country has 
experienced a substantial degree of economic development without first achieving a level 
of basic literacy in a substantial proportion of its population. Beyond this, little has 
been established, notwithstanding Denison's (1962,1967, and 1969) classic works or the 
promise of the new growth theories (Romer 1993). 

To sum up: 

Human capital theory has failed to resolve the difficulties .. . that appeared at the very outset, 
such as the relative impact on individual earnings of endowed ability, acquired ability and 
educational attainment, on the one hand, and quantity and quality of formal schooling . . . on 
the other. The so-called screening . . . hypothesis has never been convincingly tested . . . and 
screening throws cold water on any belief that the social rate of return on educational investment 
can provide governments with an investment criterion for educational spending. Nothing new 
has been said since 1970 on so central a concept as the externalities of education and even pro­
duction function estimates of education—the relationship between school resources and student 
achievement—has made little progress. (Blaug, 1997, p. 6) 

8 See Psacharopoulos (1973,1980) and Psacharopoulos and Woodhall (1985: chs. 3,5) for international comparison. 
For recent UK evidence, see the Education Department's submission to the Dearing Committee (UK NCIHE1997d) and 
Glennerster (1998: table 3.8). 
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3. Methods 

3.1. Theoretical arguments for intervention 1: Efficiency 

The arguments about the conformity of education with the standard assumptions in many 
ways parallel those for health care (see the discussion in Chapter 12, Section 3.1), so dis­
cussion is brief. 

PERFECT INFORMATION. Do consumers of education have perfect information about the 
nature of the product (i.e. are indifference maps well defined); about prices (i.e. do they 
know their budget constraint); and about the future? Knowledge of the nature of the prod­
uct is certainly not perfect. Children (the immediate consumers) are not well informed. 
In a market system decisions are therefore left to parents, at least for early education. But 
parental preferences can cause inefficiency in two ways: they might themselves have 
imperfect information; or they might not consider the child's best interests but those of 
the family as a whole, themselves included. The issue is further complicated by the par­
ticular difficulty in defining 'the product'. 

Such complexities can make rational decisions difficult. In addition, consumers of 
education are likely to differ in the extent of their confidence and articulateness (the issue 
of unequal power). The result of these factors is inefficiency, though both its extent and 
direction (see Figure 12.1) are open to debate. But it is likely that imperfect information 
leads to under-consumption, particularly by the lowest socioeconomic groups (see 
Section 3.2). 

Solutions can take several forms. In contrast with health care, the market itself might 
supply information—for example, advisory centres, or a 'Good Schools Guide' which 
included relevant performance indicators. But it can be argued that, where children or 
their families have imperfect information and/or where families cannot be relied on to 
act in their best interests, there is an efficiency argument for intervention, particularly 
in the form of regulation. This would embrace mandatory school attendance (dis­
cussed below), and the establishment of minimum standards and inspection to ensure 
conformity with those standards. Only if the information problem is regarded as major 
is there an argument on this account for public production and allocation. 

A second issue is the extent to which consumers or their families are well informed 
about prices. If education were privately produced, this information would be pro­
vided by the market. But, as with health care, it should be remembered that improved 
knowledge of prices increases efficiency only where consumers are well informed also 
in other respects. If intervention on efficiency grounds were thought necessary, it would 
take the form of publishing a list of school fees, or regulating them. 

The problem of information about the future is minor. Parents know that their 
children will need education at least until minimum school-leaving age. In a market 
system they would make financial provision for their children's education out of current 
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income, out of savings, or, if they were uncertain of their future income or lifespan, by 
taking out an endowment policy, the proceeds of which could be used to pay school fees 
in the future. Uncertainty (as opposed to poverty) raises no substantial problems in this 
context. 

PERFECT COMPETITION. The proposition that the advantages of a competitive market for 
health care are contingent on perfect information (Chapter 12, Section 3.1) is equally 
applicable here. But the information problem is perhaps less severe for education, so this 
section is not concerned with the desirability of competition but its feasibility. Two 
issues arise: the supply of education; and the supply through the private market of 
finance for education. There is no reason why schools in cities should not act competi­
tively. But a rural school may have a local monopoly and, if run to maximize profits, would 
under-provide. The standard solution is price regulation (Chapter 4, Section 3.2). 

Education finance raises different issues, which recur in later discussion of higher edu­
cation. From an efficiency viewpoint we do not normally worry if an individual cannot 
afford more than x units of a good. If a student cannot afford smoked salmon and there­
fore buys none, there are no efficiency implications. But if an individual cannot afford 
an adequate diet and becomes malnourished, there are efficiency losses as well as equi­
ty costs. Similar losses arise if an individual cannot afford to buy the socially efficient amount 
of education—for example, basic literacy, numeracy, and computer skills. With perfect 
capital markets, children could finance their own education by borrowing against their 
future earnings. But capital markets are not perfect; students seeking to borrow money 
can usually offer only human capital as collateral, whereas lending institutions require 
physical capital or financial wealth. In a pure market system this would result in under­
consumption, giving an efficiency (as well as a possible equity) justification for intervention. 
This could take several forms: the state could act as guarantor for loans made by private 
institutions to children for educational purposes; it could provide loan finance itself; or 
it might choose to subsidize education. 

MARKET FAILURES. Education is not a public good;9 nor does it generally face increasing 
returns to scale. But we saw in Section 2.2 that education can create a variety of external 
benefits, both productive and cultural. The strength of these effects is hard to measure, 
but they cannot on that account be ignored. Intervention can involve regulation in the 
form of compulsory attendance at school until age 16 to prevent under-consumption 
(see the analogous argument for compulsory membership of an unemployment insur­
ance scheme in Chapter 8, Section 2.1); and an appropriate Pigovian subsidy could in 
principle achieve a similar effect. 

3.2. Theoretical arguments for intervention 2: Equity 
HORIZONTAL EQUITY relates to perfect information (to assist rational choice) and equal 
power (to enforce that choice). Both may be lacking for consumers of education. A 

9 See the definition of public goods in the Appendix to Chapter 4, paras. 13,14. 
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major equity issue arises where these problems are greater for individuals in lower 
socioeconomic groups (which is likely if information is costly to acquire). Thus parents 
with little education may have less information than better-educated parents in making 
decisions about their children; in addition, they may be less able to make use of any in­
formation they do acquire. In such cases intervention may improve equity as well as 
efficiency. 

Regulation would be concerned with the professional qualifications of teachers, 
minimum physical facilities, school attendance, and, possibly, curricula. Where imper­
fect information causes under-consumption, a subsidy might be applied either to 
prices or to incomes. Income subsidies usually take the form of cash transfers, but edu­
cation vouchers (Section 5) can be thought of as a form of tied transfer; so too can stu­
dent educational grants. 

Where inadequate information and inequality of power are serious problems, 
efficiency and equity may both be increased by public allocation and/or production, 
depending on whether (a) the private or public sector is more efficient at producing edu­
cation and (b) regulation of standards is more effective in one sector or the other. The 
issue is discussed in Section 3.3. 

VERTICAL EQUITY concerns the extent to which education does or should redistribute from 
rich to poor. As discussed in Chapter 7, Section 4, publicly provided education, subject 
to caveats, is redistributive if (rich) individual R pays more taxes to pay for education 
than (poor) P where each consumes the same quantity, and also if R consumes twice as 
much as P but pays more than twice as much in contributions. The voting model in Chapter 
4, Section 4.2, offers an explanation of why this might happen. If R's utility rises with P's 
'good' consumption (education for P's children) but falls with P's 'bad' consumption, 
we have a consumption externality of the sort described by equation (4.15). In those cir­
cumstances, it might be rational for R to offer an in-kind transfer of education worth 
£ 1,000, but to make a cash offer of only £200 (since P might spend the latter on 'bad' con­
sumption). If the difference between the two offers is large enough, P might prefer the 
in-kind offer to the lower cash amount (see Figure 4.5). 

Analogous to the arguments about health care, the rich may have an interest in the 
education of the poor for two reasons. They might support transfers of education for 
reasons of efficiency/self-interest: a well-educated workforce might foster economic 
growth, and/or might reduce social unrest. This is the 'national-efficiency' argument 
(Chapter 2, Section 2.1) which gave rise to the Marxist interpretation of the welfare 
state (Chapter 3, Section 5.3). Alternatively, rich individuals might care about the dis­
tribution of education for altruistic/equity reasons. 

Thus efficiency arguments for public production and allocation may be reinforced by 
equity motives which make it politically easier to make transfers in kind. The rich may 
favour them for selfish or altruistic reasons; and, if the offer is sufficiently generous, the 
poor might also prefer in-kind transfers. 

The voting model offers an explanation of why some transfer of education takes 
place. But is the amount transferred optimal? As discussed in Chapter 4, Section 4.4, 
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libertarians support in-kind transfers only as voluntary action by the rich, but not as 
a result of government failure in the face of coercive electoral behaviour by the poor 
(Chapter 4, Section 5). They therefore argue that redistribution under the current 
system is greater than optimal. Many socialists support in-kind transfers for their own 
sake (particularly in the case of education) because they increase equality, and argue that 
redistribution is almost certainly suboptimal. 

3.3. Types of intervention 

Sections 3.1 and 3.2 discussed why the state might intervene. The next issue is how best 
it might do so. The theoretical arguments raised by education largely parallel those for 
health care. The main differences are that the problem of information (though not of 
equal power) may be less acute; that problems with private insurance are not relevant; 
and that the issues of imperfect capital markets (and probably also of external effects) 
are more important. 

PURE MARKET PROVISION (i.e. rows 1 or 2 of Table 4.1). Critics of public provision (see the Further 
Reading) ideally wish to see education produced, allocated, and financed privately. But 
because they recognize some of the difficulties described earlier, their policy proposals 
(Section 5.1) are of private production, with mixed public/private finance and some 
regulation. 

The argument against market production and allocation of pre-university education 
is the failure of many of the assumptions necessary for market efficiency. Regulation can 
be justified by imperfect information and unequal power, and the presence of external­
ities and local monopolies. Subsidies can be justified by externalities, and subsidies or 
the provision of loan guarantees (or of loans themselves) by capital market imperfec­
tions. The issue of public production rests largely on the extent of information problems. 
It should be clear that a pure market system is likely to be highly inefficient, and also 
inequitable to the extent that knowledge, power, and access to capital markets are 
correlated with socioeconomic status. Unrestricted market provision of pre-university 
education is theoretically implausible and, in practice, does not exist in any country. 

MIXED PUBLIC/PRIVATE INVOLVEMENT (e.g. row 4(a) in Table 4.1). The issue is whether it is pos­
sible to devise an efficient and equitable package whereby the state regulates education 
and subsidizes it wholly or in part, but where production takes place in the private 
sector. This is the way universities operate in many countries, and proposals to extend 
these arrangements to schools ('voucher' schemes) are discussed in Section 5.1. 

Several ingredients are necessary for this approach to be efficient and equitable. The 
state would have to regulate education in one or more of the following areas: manda­
tory school attendance to some minimum age; course content; minimum qualifica­
tions for teachers; certification of schools (i.e. would an individual need permission to 
start a school?); inspection to ensure an adequate quality of service; and fee levels 
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(i.e. should schools be allowed to charge what they liked?). Though the principle of 
regulation is accepted, commentators disagree as to how far it should go. 

Subsidies to education can be justified in both efficiency and equity terms. In a liber­
tarian world, individuals pay for the private benefits they receive from education, but are 
subsidized to the extent that external benefits are thereby conferred upon others.10 This 
degree of subsidy might, however, be insufficient. Individuals from lower socioeco­
nomic groups might face imperfect capital markets; in addition they (and their fam­
ilies) might systematically have poorer information about the benefits of education 
and/or be reluctant to incur large debts. Any resulting tendency to under-consumption 
suggests a larger subsidy than the externality argument implies, and maybe a 100 per cent 
subsidy, at least for school education. Additionally, if the subsidy is only partial, it may 
be necessary on both efficiency and equity grounds for the state to provide loan capital. 

Private production is likely to be efficient only if quality is adequately monitored. 
Libertarians dispute this view, arguing that dissatisfied parents can move their child to 
another school, and that if a private school has a bad reputation it will go out of busi­
ness. This argument has two weaknesses. Parents may not have enough information 
to realize that their child is being badly educated or, if they do, may not have the con­
fidence to do anything about it. Secondly, education is not a repeatable experiment. It is 
true that a restaurant which provides bad service will go out of business; its former 
clients will have suffered nothing worse than a bad meal, and can spend the rest of their 
lives going to better restaurants. Education, in contrast, is largely a once-and-for-all 
experience; a child who has had a year of bad education may never recover. In addition, 
a child may face high emotional costs (changing friends, etc.) in changing school. A 
more apt analogy is a restaurant whose food is so bad that it might cause permanent ill 
health. 

Finally, private-consumption decisions are likely to be efficient and equitable only if 
families have sufficient information, and if they use it in the child's best interests. The 
issue of whether the state or the family is better qualified to make educational decisions 
in the name of an individual child is controversial to say the least. Some parents, maybe 
disproportionately in the higher socioeconomic groups, are capable of more informed 
decisions than the state; others make poorer decisions. If the quality of parental choice 
is systematically related to socioeconomic status and the effect is strong, then private allo­
cation can be argued to be less equitable than state allocation, irrespective of the balance 
of argument about efficiency. It is not surprising that the advocates of parental choice 
almost invariably belong to the higher socioeconomic groups. 

PUBLIC PRODUCTION, ALLOCATION, AND FINANCE (i.e. row 8 in Table 4.1). Is public funding, 
together with public production and allocation, less inefficient and inequitable than 
the sort of arrangements just described? The allocation issue should be argued on the 
basis of perceptions about imperfect information and social cohesion, and that of 
public production on whether it is, or is not, likely to be more efficient than the private 
market. These issues, we have seen, turn crucially on the answers to two questions. 

10 Note that this approach is logically incompatible with the screening hypothesis (Section 2.2). 
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• Do parents on average make better or worse decisions than the state about their 
children's education? 

• If the quality of parental choice varies systematically with socioeconomic status, how 
do we weigh the relative claims of middle-class children and their parents to be 
allowed private choice, against those of children in lower socioeconomic groups, whose 
interests might be served better by the state? 

The answer to the first question is empirical. The answer to the second depends on 
political stance. Libertarians argue that state allocation interferes with parental free­
dom and therefore reject it. To socialists the aim of equality is paramount; the claim of 
children from poorer families therefore takes priority, and state allocation is preferred. 
Liberals try to recognize the claims of both groups. This involves a system either of pub­
lic allocation which takes account of stated parental preferences or of parental choice 
subject to careful scrutiny. 

The a priori arguments about the provision of education are more finely balanced than 
those about health care.11 But it is fair to say that the failures of the assumptions neces­
sary for market efficiency are sufficiently strong to make public production, allocation, 
and finance of school education a tenable strategy. To the extent that this is the case on 
efficiency grounds, it is appropriate to finance education redistributively for reasons of 
social justice (Chapter 4, Section 7.2). 

Finally, since education is not a homogeneous whole, it is necessary to ask whether 
the same answers apply to all types of education. Should there be one set of answers for 
compulsory education and another for education beyond the minimum school-leaving 
age; should some types of education be free and others not; are market solutions more 
applicable to higher education than to school education; should higher education be 
financed in part by loans and, if so, on what terms should the loan be made or repaid? 
These and other questions are discussed in Section 5. 

4. Assessment of the UK Educational System 

4.1. Institutions 

This section describes the operation of school education (public and private) and 
higher education under the four heads of Table 4.1—that is, production, the individual-
consumption decision, finance, and the aggregate production decision. The efficiency 
and equity of the system are assessed in Sections 4.2 and 4.3, respectively.12 

11 It is therefore curious that the educational systems of different countries vary much less than their systems of health 
care. In particular it is surprising from an economic point of view that school education in the USA is publicly produced, 
allocated, and financed (i.e. row 8 in Table 4.1). 

12 Though the analytical arguments apply to the entire UK, Scottish educational institutions differ significantly from 
those in the rest of the country, the difference in education being much larger than for cash benefits, health care, and hous­
ing. Institutional discussion is limited, for the most part, to the system in England and Wales. 
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Public expenditure on education roughly doubled in real terms between 1960 and 1976, 
when it reached a peak of nearly 7 per cent of gross national product. The increase was 
partly the result of increased birth rates in the late 1940s and mid-1960s; partly because 
expectations about educational standards rose; and partly because of the relative price 
effect.13 Thereafter, public spending on education declined to 4.7 per cent at the end of 
the 1980s—a cut unparalleled even under the 'Geddes axe' of the 1920s or the Great 
Depression of the 1930s (Chapter 2, Section 3). Spending rose somewhat over the 1990s 
to around 5 per cent in 1996/7. Even adjusting for increased private spending and 
demographic change, there was a significant dip in the 1980s (for fuller discussion, see 
Glennerster 1998). In contrast, real spending per pupil in the USA increased by 75 per 
cent between 1970 and 1990 (Burtless 1996d). 

THE OPERATION OF SCHOOL EDUCATION 

The ultimate responsibility for education in England and Wales14 rests with the 
Secretary of State for Education, who is responsible for the Education Department and 
is accountable to Parliament. Under the Department are over 100 Local Education 
Authorities (LEAs). Since 1988, schools may opt out of LEA control and be under the 
direct jurisdiction of the Department for Education. In addition, a few schools are run 
by voluntary bodies, mostly religious, but most of the running costs are paid by the 
LEA. There is also a small private sector. Universities are not part of the legal framework 
established by the 1944 Education Act (Chapter 2, Section 5.1), nor are they the respons­
ibility of LEAs. They are therefore discussed separately. 

Schools are inspected by a central body, the Office for Standards in Education, headed 
by Her Majesty's Chief Inspector of Schools, which is independent of the Secretary of 
State (see UK DfEE 1997a: ch. 17). The inspectorate, which visits schools and publishes 
reports, is an important source of quality control by a central body of a locally provided 
service, a feature almost entirely lacking in the NHS. As a separate aspect of quality 
control, the 1992 Education Act required schools to publish data on the examination 
performance of their pupils, leading to the publication of so-called league tables. 

THE PRODUCTION OF PRIMARY, SECONDARY, AND FURTHER EDUCATION. Education for the under-fives 
has been given increasing priority in recent years, public spending on such education 
rising to £1.5 billion in 1996/7. The objective is that by the later 1990s all children will 
be eligible from age 4 onwards. All children receive compulsory primary education from 
age 5 to 11, usually at schools provided by LEAs. Secondary education is provided by LEAs, 
and to a limited extent by opted-out schools, for children aged 11 to 19 years. It is free, 
and compulsory up to 16 years. Most teachers are employed by the LEA and paid on an 
agreed national scale. Total public expenditure on primary and secondary education in 
1996/7 (Table 13.1) was £19.5 billion. 

13 See Chapter 12, note 8. 
14 The Secretaries of State for Scotland and Northern Ireland are responsible inter alia for education in those 

countries. 
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The third arm of the statutory system is further education, which covers the vocational, 
cultural, social, and recreational needs of everyone over school-leaving age who is not 
in full-time secondary or higher (i.e. university) education. The system provides 
education relevant to people's working lives, and is often dovetailed with the practical 
training provided by industry. A second function is to provide for people's leisure. This 
involves a huge variety of courses, for most of which charges are levied. Since 1993, the 
funding of further education has been the responsibility of the central Further Edu­
cation Funding Council. 

This is not the place to discuss further education in detail, but one development in par­
ticular should be noted. A policy of rationalization in the late 1950s culminated in a report 
(UK Department of Education 1966) which provided for polytechnics (which were 
then part of the LEA further-education sector) to offer degree courses, leading to rapid 
expansion of degree courses by polytechnics, with standards supervised by a national body, 
the Council for National Academic Awards. Under the 1988 Education Reform Act, 
polytechnics became independent of LEA control, receiving their funding from central 
government through a new body, the Polytechnics and Colleges Funding Council. In 1992 
the funding of universities and polytechnics was unified under the Higher Education 
Funding Council, and the technical distinction between university and polytechnic 
abolished. In the rest of the chapter, polytechnics are discussed alongside universities as 
part of a unified higher-education sector. 

THE INDIVIDUAL-CONSUMPTION DECISION. A child normally attends a local primary school, and 
then proceeds to a local comprehensive school. Children normally take the General 
Certificate of Secondary Education (GCSE) in up to ten subjects, both arts and sci­
ences, at about the age of 16. At that stage many children leave school; by the later 1990s 
about 8 per cent of children left school with no GCSE qualification at all. The next step 
on the educational ladder is so-called Advanced Level (A level), taken at about the age 
of 18, usually in three or four subjects. The number of students staying on till 18 
increased sharply over the 1990s. Universities do not normally admit students unless they 
have two or three A levels or the equivalent. 

Issues of individual choice arise in at least three ways. First, there is the decision to con­
tinue education beyond the minimum leaving age. This is the individual investment deci­
sion discussed in Section 2.2, to which we return later. Second is the extent to which parents 
can choose which school their child attends. The 1944 Education Act allowed parents 
considerable discretion, but often the exercise of this choice conflicted with attempts by 
the LEA to balance numbers and quality of intake across schools within their jurisdic­
tion. Partly to assist parental choice, the 1988 Education Reform Act gave the Secretary 
of State for Education wide powers to determine the size of each school. 

A third aspect of individual choice is the extent to which parents and their children 
have (or should have) any influence over the LEA and the teaching profession in the run­
ning of schools. After many years of debate (see UK Department of Education 1977), 
legislation in 1986 extended parental representation on schools' governing bodies. A 
major change under the 1988 Education Reform Act was the introduction of a national 
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Table 13.1. Education. UK, 1996/7 (est.) (£m.) 

Under fives 
Schools 
Further education 
Higher education 
Student support 

of which: 
Mandatory student awards3 

Student loans (gross) 
Student loan repayments 
Other 

Miscellaneous educational services and administration 

TOTAL EDUCATION 

2,008 
750 
-69 
321 

1,469 
19,469 
4,985 
5,001 
3,010 

2,917 

36,851 

a England and Wales. 

Sources: UK DEE (1997a: annex A); UKTreasury (1997: table 3.5). 

curriculum, which applies to all state schools. The Act specifies 'attainment targets' at ages 
of 7,11,14, and 16. The national curriculum specifies programmes of study to achieve 
these targets, and also establishes a system of assessment. 

FINANCE. Spending on schools absorbed about half of the education budget in 1996/7 (Table 
13.1). Since few charges are levied, basic education is financed mainly by the state out of 
tax revenues. Historically, in contrast with the NHS, most expenditure took place at 
a local level. By the mid-1990s, however, about three-quarters of education spending 
(schools, further education, and higher education) came from central sources, with 
about 10 per cent each from local authorities and private spending (Hills 1995). There 
are also limited sources of non-governmental finance: schools are able to raise funds 
through their own efforts to pay for 'extras'; and the voluntary sector contributes to the 
cost of some schools. 

THE AGGREGATE PRODUCTION DECISION (i.e. setting budget limits). In die past most decisions about 
educational expenditure were a more or less complex mix of decisions at central and local 
levels. Since 1991, however, the bulk of education finance, and hence the aggregate pro­
duction decision, has been a central government responsibility (Glennerster 1997: 
chs.4-6). 

Over the years there have been major controversies. The heated debate over the place, 
if any, of private education is discussed shortly. The most recent controversy concerns 
the Education Reform Act 1988, which introduced far-reaching changes: introducing 
a national curriculum; allowing schools to choose to be controlled by central rather 
than local government (opting out); decentralizing day-to-day management decisions 
(local management of schools); and introducing an element of voucher funding with­
in the state system (open enrolment and formula funding). These are included in the 
discussion of quasi-markets in Section 5.1. 
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PRIVATE SCHOOLS 

Alongside the state sector a small number of private schools (often confusingly called 
'public' schools) provide day and residential education. In the mid-1990s, private 
schools catered to slightly over 6 per cent of all school pupils and about 18 per cent of 
16-18 year olds (in both cases about the same as a decade earlier) and absorbed about 
20 per cent of state spending on state schools. The existence of a private sector is con­
troversial. Private schools over the years have come under heavy attack. It is argued that 
they cream off scarce resources of academically gifted children and teachers, and of 
finance, making it difficult for state schools to maintain high standards; and, through 
their hold on recruitment to key positions, that they perpetuate and accentuate economic 
and social divisions. The counter-arguments centre on their high quality, the beneficial 
effects of competition, and the freedom of parents to choose their favoured education. 

The finance of private schools is complex. The bulk of their income comes from fees, 
though many have income from private endowments and from appeals to former 
pupils. They also benefit from tax expenditures. Their charitable status gives them tax 
advantages such as exemption from paying VAT on fees, and exemption from income 
tax and corporation tax. Private schools can also receive direct assistance. Under the 1902 
Education Act so-called direct grant schools received financial assistance from central 
government if they took a specified number of children from the state sector. This 
scheme was abolished in 1976. From 1981, under the assisted-places scheme, central gov­
ernment paid for some gifted children from the state sector to be educated at private 
schools. In 1995 there were about 35,000 beneficiaries. The Labour government elected 
in 1997 announced that the scheme would be wound up. 

HIGHER EDUCATION 

Higher education comprises what used to be two sets of institutions: polytechnics 
(discussed earlier) and universities. Polytechnics, formerly under LEA control, became 
independent under the 1988 Education Reform Act. Universities have always been inde­
pendent, self-governing bodies. The formal distinction between universities and poly­
technics disappeared in 1992. 

THE INDIVIDUAL-CONSUMPTION DECISION for UK students is relatively straightforward. Uni­
versities offer places on the basis of academic qualifications, usually A levels. Stud­
ents do not have a right to a place; they are carefully selected, and the drop-out rate is 
low by international standards. The tuition fees of UK full-time undergraduates at a UK 
university were paid from public funds until 1998, when a tuition fee was foreshadowed. 

Until 1998, British undergraduate students in full-time higher education were also eli­
gible for a maintenance grant to cover living costs. The system was introduced in 1962 
after a government inquiry (UK Department of Education 1960). The grant varied 
according to where the student studied and whether or not he continued to live in the 
parental home, and was generally means-tested on parental income. Students from the 
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best-off families received no grant. Where students received less than the full amount, 
parents were expected to make a parental contribution to bring the student's income up 
to the full grant. 

In its early days the system worked well. Over the years, however, fiscal constraints plus 
rising student numbers put the system under pressure. Partly for that reason, top-up loans 
were introduced in 1990. The grant system is assessed later (Section 4.3, point 10) and 
the loan proposal in Section 5.2, which also discusses reforms suggested by the Dearing 
Committee (UK NCIHE 1997a, b). Higher education is thus subsidized for UK stu­
dents, particularly undergraduates. Overseas students are not generally eligible for 
public funding. They pay full tuition fees and must finance their own living costs. 

FINANCE. With hindsight, the 1960s were something of a golden age for UK higher edu­
cation (the same was true in the USA). The Anderson Report (UK Department of 
Education 1960) advocated generous maintenance grants; and the Robbins Report 
(UK Committee on Higher Education 1963), whose importance to higher education has 
been compared with that of the 1944 Education Act to general education, recommend­
ed sharp expansion of student numbers. As a result, higher education in the 1960s and 
early 1970s was generously funded from tax revenues, with few questions asked. Uni­
versities received much of their funding through the University Grants Committee 
(UGC), which divided government grants between universities, acted as a general link 
and a buffer between the Education Department and the universities, and formulated a 
national policy for higher education. The Committee was an attempt to reconcile pub­
lic funding with the independence of universities. The good times drew to a close in the 
mid-1970s. Tax funding declined in real terms; and the UGC gave increasing'guidance' 
about how money should be spent (see Kogan and Kogan 1983). 

The Education Reform Act 1988 greatly extended central planning of higher educa­
tion. From 1992, universities in England were funded by the Higher Education Funding 
Council for England (HEFCE), with separate bodies for the other parts of the UK. 
Whereas the UGC gave grants (albeit with increasing strings attached), HEFCE awards 
contracts. Universities 'bid' to teach AT students at a price of £X, each. As a result, they receive 
public funds from three main sources: income from HEFCE; students' tuition fees 
(which—at least until the late 1990s—were paid from tax revenues, not by the student); 
and research funds, channelled largely through the Research Councils. Universities also 
increasingly earn money in the private sector: from the fees of privately funded UK stu­
dents and of overseas students; from privately funded research activity; from a variety 
of commercial activities; and (in some cases) from their own endowments. 

A further change, introduced in 1991 (UK DES 1991), was the separation of funding 
for teaching and research (previous arrangements covered academic salaries on the 
assumption that 40 per cent of an academic's time was for research). Research funding 
became more selective, based on a four-yearly Research Assessment Exercise (see 
HEFCE 1997a, and, for international comparison, Bourke 1997). 

In 1996/7 direct public expenditure on universities was £5 billion, plus an addition­
al £3 billion on student support (Table 13.1). 
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THE AGGREGATE-PRODUCTION DECISION. In the 1960s and early 1970s, somewhat to oversim­
plify, higher-education institutions decided how many students to admit and the state 
made available sufficient funds to make this possible. There was a major expansion of 
the university sector in the aftermath of the Robbins Report; at the same time, as discussed 
earlier, there was an increase in degree opportunities at polytechnics. After 1975 these 
policies were to some extent reversed, or at any rate halted. In 1990 only 14 per cent of 
the relevant age group started full-time degree courses. As well as restricting the size of 
the higher-education sector, there was also growing government influence on its com­
position. What used to be virtually untied transfers to higher education became increas­
ingly like tied grants. 

The dramatic expansion in student numbers between 1990 and 1995 requires 
explanation. 

• In 1990 the then Secretary of State for Education, Kenneth Baker, established a 
target of a 30 per cent participation rate by the turn of the century. 

• From 1991, teaching and research were funded separately. Thus expansion, being 
based only on teaching costs, became cheaper. 

• Each university was given a contract to teach N students, funded at the full estimate 
of teaching costs. 

• Universities were allowed to attract students in excess of N. For such students, they 
were paid a lower sum. Since this was the only way cash-strapped universities could 
get any more money, they expanded rapidly—so rapidly that in 1996 government 
reimposed limits on student numbers. 

Thus participation doubled to 30 per cent (the good news), so that the UK moved from 
an elite system of higher education in 1960 to a mass system by 1995. However (the bad 
news), funding failed to keep pace, leading by 1997 to an average 30 per cent reduction 
in the real resources universities received per student compared with 1990. 

Thus, higher education is subject not only to the ordinary government budgetary pro­
cess on aggregate expenditure, but also to an element of control over the disposition of 
public funds. 

In short, the production and finance of school education in the state sector are both pub­
lic (approximating row 8 of Table 4.1). Private schools approximate to row 1, with ele­
ments of row 2. In the higher-education sector, production is private and finance for UK 
students partly public (row 2), but with increasing elements of row 4(b). 

4.2. Assessment 1: Efficiency 

The measurement problems discussed in Section 2.2 create enormous problems for the 
assessment of external efficiency. Much of the argument is, therefore, of necessity a 
priori. Efficiency advantages and disadvantages are more finely balanced than with 
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health care—one person's 'sign of a civilized society' is another's 'society is going to the 
dogs'. Discussion of efficiency therefore concentrates on seven areas, with no attempt 
at division into advantages and disadvantages. 

1. The individual consumption decision is substantially influenced by the state and 
the teaching profession both centrally and locally. Children must attend school until 
they are 16; the LEA can influence (or in some cases control) the choice of school; and 
state schools are bound by the national curriculum. These constraints mitigate to 
some extent the problem of imperfect information, but at the expense of consumer 
sovereignty. As discussed earlier (Section 3.3), there is heated debate about whether the 
LEA or the parent is better able to make decisions in the child's interests (see David 
Green 1991). 

2. Primary and secondary education is free, or nearly so, and higher education is sub­
sidized. Such subsidies avoid the externality problem and have equity advantages. 
However, according to the screening hypothesis (Section 2.2) they are inefficient, at 
least for university education; as discussed in points 10 and 11, below, they may also be 
inequitable so far as university education is concerned. 

3. Macro-efficiency: schools. Measurement problems (Section 2.2) make it impossi­
ble to quantify on a scientific basis the efficient volume of resources to devote to educa­
tion. It is generally agreed that good health is due at least as much to factors outside the 
health sector as to the availability of health care per se. Similarly—and perhaps the only 
strong result to emerge—educational achievement depends on many more factors than 
schooling, including the quantity and quality of parenting, poverty, family size, and the 
influence of television and neighbourhood. Glennerster (1998: table 3.13) reports a 
cross-section study of all secondary schools in 1995 which shows a striking relation 
between child poverty (measured by the fraction of children in the school receiving free 
school meals) and poor examination performance (see also Peter Robinson 1997). 

An early urban US study (Burkhead et al. 1967) found that variations in test scores 
depended almost entirely on factors unrelated to the school system—for example, fam­
ily income and the character of the neighbourhood. Jencks (1972) reached two even 
stronger conclusions: that differences in educational inputs offered no explanation of 
differences in educational attainment; and that differences in educational attainment made 
no independent contribution to explaining disparities in income. UK studies, similarly, 
found that what went on in schools explained between 5 per cent (Rutter et al. 1979) and 
10 per cent (Mortimore et al 1988) of differences in pupil achievement. These results 
suggest that attempts to equalize the distribution of educational inputs may do little to 
reduce inequality. 

Hanushek (1996b) concludes that increases in spending in the USA have not led to 
commensurate improvements in test scores. Given the complex connection between 
the two, it is wrong to imagine that increased inputs (i.e. money) necessarily lead to 
improved outcomes. Controversy continues, and definitive resolution is a long way off. 
For surveys, see Hanushek (1986; 1996a, fr), Burtless (1996d)> and Card and Krueger (1996). 
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4. Micro-efficiency: schools. Having asked (but failed to answer) the question 'are we 
spending the right amount on education?', we need next to ask the other half of the 
external-efficiency question: 'are we doing the right thing with educational resources?' 
Here some answers are possible, but only in terms of examination performance. 

An international study of achievements in mathematics and science (Keys et al. 
1996) makes it possible to compare achievements over time (are UK educational stan­
dards slipping?) and across country (is Europe keeping up with the Asian 'tigers'?). The 
study puts the UK at about the middle of industrialized countries for mathematics 
achievements, but close to the top in science results at ages 9 and 13. Glennerster (1998) 
discusses the considerable difficulty of interpreting these and similar results. 

About the only body of work which addresses external efficiency explicitly is a series 
of studies by Prais (drawn together in Prais 1995) which compares the school achieve­
ments and industrial training of UK children with those elsewhere in Europe. He finds 
that UK education and training put employers at an international competitive disadvan­
tage, the deficiency being particularly acute for average and below-average children. 
Not least for these reasons, the Labour government elected in 1997 published a White 
Paper (UK DfEE 1997b) proposing measures to raise the quality of school education. 

5. Macro-efficiency: higher education. In the late 1980s I argued (Barr 1989a: ch. 1) that 
the UK higher-education sector was too small, with 14 per cent of the age group going 
to university, far short of the comparable figure in most other industrial countries. By 
the mid-1990s, as discussed earlier, participation had increased to 30 per cent. The 
problem was then different—that of quality—given real cuts in funding per student. 
As an illustration, each university teacher on average had responsibility for 40 per cent 
more students in 1996 than in 1989 (UK Committee of Vice-Chancellors and Prin­
cipals 1996:4). The suggestion (though again quantification is impossible) is that there 
is a powerful efficiency case for more resources for higher education, a case all the 
stronger because of international competition. 

6. Micro-efficiency: higher education. A separate issue is whether higher education is 
subject to excessive central planning. The argument against present arrangements is 
that the division of public funds between different higher-education institutions is 
centrally decided. Such a process is inevitably bureaucratic. The UGC came under 
increasing criticism: its decisions were attacked, and so was the way it made those 
decisions—that is, both the outcome and the process were questioned. In addition, 
there was an increasingly burdensome paper chase (see Barnes and Barr 1988: ch. 3). Such 
planning continues under HEFCE. In 1997 each UK university was told how many 
home and EU students it could accept and what fee it could charge—that is, a 'market' 
in which price and quantity were determined by the central planner. Section 5.2 argues 
that such central planning is neither necessary nor desirable, particularly for a mass 
higher education system. 

7. Administrative efficiency. The schools' inspectorate (UK DES 1986) found that 
many schools suffered shortages of equipment and neglected buildings, and that in 
some instances management was ineffective. Knight (1983) argued that localities 
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gather too little detailed cost data, and do not make the best use of the data they have. 
This was part of the reason for local managements of schools, whereby schools faced the 
marginal costs of their decisions but, at the same time, were better informed of school-
specific realities. Universities, too, have had problems of administrative efficiency. 

4.3. Assessment 2: Equity 

As discussed in Chapter 4, Sections 2.2 and 4.3, equity is hard to define and depends in 
part on political perspective. Following Section 2.1, horizontal equity is taken to imply 
that children A and B should have an equal opportunity (as defined in Chapter 6, Section 
3.1) to acquire an education of equal quality and duration, irrespective of whether, for 
example, A comes from a middle-class family and B from a lower socioeconomic group. 
Equality of opportunity, as discussed in Chapter 6, Section 3, does not necessarily imply 
equality of outcome for at least three reasons: A may be luckier than B; they may have 
different tastes where (and the proviso is crucial) both have perfect information; and A 
maybe more 'able' than B, where such differences are not related to educational and other 
circumstances earlier in their lives. 

8. The role of income. The intention of the 1944 Education Act and subsequent 
policies, including action following the Robbins Report, was that access to education should 
not be constrained by family income. This aim has not been fully achieved for either schools 
or higher education. Though no fees are charged, school attendance still involves 
parental expenditure—for example, on uniforms or sports gear (Bull 1980); and the 
Education Reform Act 1988 allows schools to charge for individual music tuition 
and for some outside-hours activities. In addition, many children leave school at 16 
not because they want to or because they do not have the ability to proceed further, but 
because their family needs their earnings. School education after age 16 (for which 
maintenance grants are very limited), like health care under the NHS, is not 'free', but 
imposes a cost in forgone earnings which bears disproportionately on the lower socio­
economic groups. This disproportion has major implications (discussed below) for 
university attendance. 

9. Access to school education has improved significantly since the late 1960s. Aca­
demic achievement, once almost exclusively the preserve of the better-off, has become 
more widespread. The fraction of children leaving school without qualifications 
fell from 44 per cent in 1970/1 to 6 per cent in 1993/4; the numbers gaining one or 
more passes at A level doubled (Glennerster 1998: table 3.5; and, as measured by 
the ability to achieve at least some passes at GCSE, the class gradient at 16 had largely 
been levelled (ibid., table 3.11). Glennerster explains these outcomes in terms of two 
sets of factors. First, labour-market developments increased the demand for skills. 
Secondly, education policies in the 1960s included the abolition of the 11 plus exam­
ination (which separated'academic' children from others on the basis of an examination 

342 

13. Education 

at age 11) and introduced comprehensive schools, whereby children with a wide ability 
range congregated in the same school. These two changes, together with raising the 
school-leaving age to 16 in the early 1970s, reduced supply-side barriers to progress up 
the education ladder. Equally, the peer-group effects of comprehensive schools acted to 
break down demand-side constraints—notably the view of post-compulsory education 
as something to which only the elite could and should aspire. Educational outcomes are 
becoming more equal across socioeconomic groups also in other countries (see Mills 
etal. 1996). 

Access improved in other ways. Girls' achievements improved unambiguously. In 
1980/1 boys did better at A level; by the mid-1990s the situation had reversed; and by the 
mid-1990s women slightly outnumbered men at university (UK Office for National 
Statistics 1996; Glennerster 1998: table 3.7). The achievements of ethnic minority chil­
dren also improved. The general pattern was a tendency to do less well in primary 
school, but to catch up later, in some instances surpassing the performance of white pupils 
(Sammons 1995; Glennerster 1998). 

The fact that access has improved does not, however, mean that all is well. Middle-class 
parents can better exercise choice within the state sector, both directly and by moving to 
areas with good schools (what former Education Minister, Kenneth Clarke, referred to 
as 'selection by mortgage'), and some increase their choice further by sending their chil­
dren to private schools. At this point the conflict between equity and individual freedom 
is at its sharpest. 

Pupils from better-off backgrounds cluster in the same schools, leaving other schools 
with disproportionate numbers of pupils from poorer backgrounds (Walker and 
Walker 1997; West et al. 1997). This is not surprising. As discussed in Section 5.1, a 
major component of the move towards quasi-markets was to give parents greater 
choice and to face schools with more competition. Chapter 12 discussed at length the 
problems which arise when private medical insurers attempt to screen out all but the 
best risks. Glennerster (1991) argues that schools face similar pressures. We know that 
(a) performance is determined largely by socioeconomic background, and (b) schools 
in greater demand can attract more pupils and hence more funds. A school achieves 
(b) by maximizing the examination results of its pupils; it does that at minimum cost by 
selecting students from higher socioeconomic backgrounds. Just as medical insurers seek 
healthy clients, schools seek potentially high-achieving pupils. 

The incentives for schools are clear, but the outcome is inequitable. It is also ineffi­
cient, because it wastes talent. A countervailing incentive is to target more resources 
on pupils from poorer backgrounds (analogous to paying doctors a higher capitation 
allowance for chronically ill or elderly patients). Such an instrument, the educational 
needs component of central-government grants to local authorities, existed but was 
downgraded in 1993 (West et al 1995; see also West 1997). The Labour government 
elected in 1997 announced its intention to take action. It also announced the abolition 
of the assisted places scheme, which awarded tax-funded scholarships at private schools 
to pupils from poorer backgrounds. 
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10. Access to higher education. As with school education, access has improved. 
Participation by students from the lower socioeconomic groups rose slightly, from 23 
per cent of full-time undergraduates in 1986 to 28 per cent in 1995.15 Over the same period, 
women's participation rose from 42 per cent to 52 per cent of undergraduates. 

Improvements over the longer term represent more of an improvement than is 
apparent from the raw statistics. The point is identical to that for health care (Chapter 
12, Section 4.3, point 16): 'the unskilled manual group may form a low percentage of stu­
dents but there are far fewer people in that position to start with' (Glennerster, 1998:59). 
For that reason, disparities should be measured not by data on groups but by data on 
individuals. Hellevick and Ringen (1995), comparing the cohort born in the 1960s with 
that of the 1930s, found that inequality in educational achievement halved, as meas­
ured by the Gini coefficient applied to individual data. Glennerster (1998: table 3.11) 
reaches a similar conclusion: in 1974 children with professional and managerial parents 
were overrepresented among degree-holders by a factor of 2.7 relative to their overall num­
bers in the population; by 1990, the disproportion had fallen to 1.4. 

As with school education, these improvements are not grounds for complacency. 
Disparities can still be striking: a study based on UK postcode areas found that half of 
young people in the best-off neighbourhoods (and 70 per cent in some) were likely to 
enter higher education, compared with 10 per cent in the poorest (HEFCE 1997b). 

What can be said about causes? A central point is that participation in higher educa­
tion is largely determined earlier in the educational system—notably, by the decision to 
stay at school and get A levels. In 1993 only 16 per cent of 18-19 year olds from the low­
est socioeconomic groups achieved two A levels or equivalent; of those, a very high pro­
portion, 47 per cent, went on to higher education (UK NCIHE 1997b: table 7.2). Action 
on access thus requires action outside higher education to ensure improved staying-on 
rates in school. Such action includes improved information about the value of educa­
tion, improved quality in schools, assistance with forgone earnings past school-leaving 
age, and policies to make it easier for people to enter higher education later in their 
career (e.g. through part-time options). 

A second set of causes lies within the higher-education system itself. The role of tax-
funded maintenance grants in this context should not be overlooked. When the system 
was first introduced in the early 1960s (see UK Department of Education 1960), the inten­
tion was to pay students from poorer backgrounds a grant to cover living costs, thereby, 
it was hoped, removing impediments to access to higher education. The system, in real­
ity, had three major problems. 

(a) Student poverty: the real value of the grant fell over the 1970s and 1980s, so that 
its purchasing power in 1989 was 25 per cent below its 1962 level. The full grant 
became too low to support a typical student; and many students did not receive 
even that limited amount because the parental-contributions system worked 
badly. About half the students entitled to a parental contribution received less than 
the assessed amount, and the shortfall was substantial; students whose parents 

15 i.e. people from groups Illm, IV, and V (UK NCIHE 1997b: table 7.1). 
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gave less than supposed, received only £53 of every £100 of assessed parental 
contribution (Barr and Low 1988: 31-4). As a result, one student in thirteen in 
the early 1980s remained below the poverty line, even when income from all 
sources was included (ibid., table 6). 

(b) Parental wealth: though many students are poor, their parents, typically, are not. 
Le Grand (1982: table 4.1) found that public expenditure on university educa­
tion for the average student from socioeconomic group 1 was 5.5 times that for 
a child from the lowest socioeconomic group. Barr and Low (1988) report that, 
compared with the population at large, students are twice as likely to come from 
high-income families (the top 40 per cent), and over three times as likely to come 
from the highest incomes (the top 12.5 per cent). 

(c) The cost of the system: when account is taken of the taxpayer contribution to 
tuition fees and living costs, the UK taxpayer made one of the largest contribu­
tions of any country (UK DES 1988: chart 6), and continued to do so even 
after the 1990s expansion. Higher education is therefore expensive in public-
expenditure terms. Until 1990 the result was to impede access by keeping the 
system small; thereafter, access was impeded more by the parsimonious living 
standards implied by the combination of grant and loan. 

How should these findings be interpreted? Several issues arise. First, differential 
access to education could in principle be caused entirely by exogenous differences in tastes 
and abilities, in which case no issue of inequality arises.16 A person would be brave (or 
foolish) to argue that this is the whole explanation. But to the extent that it is part of the 
story, a simple observation of outcomes tends to overstate inequality. Secondly, if this 
inequality is genuine, should we be concerned about it? Is education the engine of 
economic prosperity or the plaything of the rich? If the former, it is appropriate to be 
concerned about its distribution on efficiency as well as equity grounds. If the latter 
(i.e. if the screening hypothesis holds), post-compulsory education may have no social 
benefits, thereby diminishing the importance of the efficiency question. But, since edu­
cation confers private benefits, its distribution, if inequitable, remains a proper concern. 
Thirdly, it is necessary to remind ourselves that a different system of education would 
not necessarily be more egalitarian. As with the NHS, it is not enough to argue that the 
present system is imperfect; it is also necessary to suggest an alternative which will do 
better. If none can be found, egalitarian goals must be pursued by other means. 

These caveats notwithstanding, it is hard to resist the conclusion that the distribution 
of education is influenced by inequalities in society. Individuals from less fortunate 
backgrounds have less information about the value of education, and less of the savoir-
faire necessary to make the best use of 'the system'. They have lower incomes, and are there­
fore less able to afford the earnings forgone by continuing education. Nor should it 
be forgotten that education is an investment which, like all investments, takes time to 

16 Murphy (1981) sums up the issue neatly: 'though no necessary relationship exists between class disparity in educa­
tion and class inequality in education, educational commentators have conventionally taken the existence of one to indi­
cate the existence of the other' (p. 182, emphasis added). 
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pay off; but the pursuit of long-run goals requires hope; and hope, too, is distributed 
unequally by social class. The expectations of children are formed largely on the experi­
ence of their parents, whose lives may give little encouragement to long-run optimism. 
For all these reasons, children from low-income families tend to receive education 
of a lower quality, and to avail themselves of a smaller quantity. There is inequality in 
education, and the inequality is much greater than in health care. 

11. Redistributive effects of the educational system. We have seen (Chapter 7, Section 
4.2, as qualified by Chapter 7, Section 4.1) that education is financed progressively even 
if (rich) individual R consumes (say) twice as much education as (poor) individual P, so 
long as R (or her parents) pays more than twice as much as B in the taxes which pay for 
education. For the system as a whole, educational expenditure on a child of a family in 
socioeconomic group 1 (henceforth for short a 'rich' child) is about 50 per cent higher 
than that for a 'poor' child—that is, one in the lowest socioeconomic group (Le Grand 
1982: table 4.1). Thus the system is financed progressively if on average the tax contri­
bution towards education of an individual in the highest socioeconomic group exceeds 
that of someone in the lowest by more than 50 per cent. As with the NHS (see the dis­
cussion in Chapter 12, Section 4.3), this is likely if we are prepared to assume that 
education is financed out of taxation generally—that, if all public expenditure on 
education were withdrawn, there would be, for example, a reduction in income tax, or 
an equi-proportionate reduction in all taxes, rather than a reduction of a regressive tax. 

In contrast with the NHS, however, matters cannot be left there. The picture for different 
parts of the educational system must be discussed; and so must its intergenerational impact. 
The ratio of public expenditure on 'rich' children to 'poor' for education as a whole is 
about 1.5. For secondary education after age 16, for further education, and for univer­
sity education, the ratios are approximately 1.75,3.5, and 5.5, respectively (Le Grand 1982: 
table 4.1). It is possible, subject to the caveats in the previous paragraph, to argue that 
post-compulsory secondary education might still be progressive; but the finance of 
further education is at best proportional, and that of universities almost certainly regres­
sive. A similar conclusion was reached, for similar reasons, by Hansen and Weisbrod (1969, 
1978) for the heavily subsidized system of public higher education in California. 

The regressivity of university finance is compounded by noting that education has 
major intergenerational aspects. One of the main conclusions of Atkinson etal. (1983) 
is that nearly half of their sample of poor people came from poor parents. In part, this 
is because children of poor parents tend to have lower-quality education, and less of it. 
Thus the taxes of poor families contribute to consumption by the rich of a university edu­
cation which helps to keep them rich. 

5. Reform 

Section 5.1 looks at four sets of reforms for schools: radical privatization, voucher 
schemes, possible improvements within the existing system, and assessment of the 1988 
Education Reform Act. Section 5.2 discusses the reform of higher education. 
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5.1. School education 

RADICAL PRIVATIZATION. Section 3.1 discusses the failure of many of the standard assumptions.17 

A priori we would therefore expect an unrestricted private market for school education 
(i.e. row 1 or 2 in Table 4.1) to be inefficient for technical reasons (Section 3.1), and also 
inconsistent with widely held views of social justice (Section 3.2). Complete privatiza­
tion offers no solution, so it is not surprising that no advanced country has a system of 
school education which remotely approximates a pure private market. It is more useful 
to ask whether any mixed public/private package offers hope of improvement. 

VOUCHER SCHEMES FOR SCHOOL EDUCATION. The idea is that parents receive an education 
voucher for each child—that is, a tied grant which can be 'spent' by parents at a school 
of their choice. There are many variants (see the Further Reading), of which two best illus­
trate the mechanism. 

The Friedman proposal (1962; see also Maynard 1975) has three defining characteristics. 

• The value of the voucher is the average cost of a place in a state school, or a propor­
tion of that cost. 

• 'Topping-up' is allowed (i.e. if the voucher does not fully cover fees, parents can top 
it up out of their own pockets). 

• Parents and schools are unconstrained: parents can spend the voucher at any 
school, public or private, and schools have complete freedom in their choice of 
pupils and organization of waiting lists. 

The Jencks' scheme (1970) is very different. 

• The basic voucher covers the full average cost of state education. 

• Topping-up is not allowed, but low-income parents receive a compensatory incre­
ment to the basic voucher, thereby diverting resources to schools with dispropor­
tionate numbers of children from poor backgrounds. 

• Schools where demand exceeds supply are constrained in that they must allocate at 
least half of their places by ballot. 

Thus the Jencks scheme has more of an equalizing effect on expenditure. Both 
Friedman and Jencks are concerned with consumer sovereignty and efficiency, but 
Jencks's scheme places more emphasis on distributional goals. 

The essence of the voucher idea is that education is at least in part produced in the 
private sector, with intervention to increase efficiency and equity by subsidy (i.e. the 
voucher) and regulation (e.g. compulsory school attendance, minimum standards, 
and, in some schemes, restrictions on topping-up and the allocation of places). The 

17 i.e. the assumptions necessary for the market to allocate efficiently—see Chapter 4, Section 3.2, or the Appendix to 
Chapter 4, paras. 6-17. 
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Friedman scheme is therefore a mixture of rows 1 and 2 of Table 4.1 (because parents 
can choose their child's school, and are free to top up the voucher) and row 4(a) (since 
education up to a certain age is compulsory). The Jencks scheme is a combination of row 
2 and line 4(b), the latter because the'no-topping-up' rule imposes a constraint on total 
output. 

Voucher schemes, it is argued, increase efficiency, enhance consumer sovereignty, 
and reduce the risk of political indoctrination. Parents choose their child's school; 
and education is privately produced and competitive, so that schools are responsive to 
parental demand. Proponents also claim as an advantage that voucher schemes avoid the 
situation where parents who send their children to private schools receive no tax relief 
in respect of costs from which they thereby relieve the state system. 

To opponents of voucher schemes, their efficiency advantages are debatable and 
their equity effects almost certainly deleterious. The efficiency issue, as we saw in 
Section 3.1, hinges on whether parents are sufficiently well informed to police the stan­
dards of their child's school and, if not, whether a publicly organized inspectorate will 
be more effective with public or private production. In equity terms, it is argued that 
voucher schemes will increase inequalities in the distribution of education (both quan­
tity and quality) by social class, though less so in the case of a Jencks type of scheme than 
under the Friedman proposals. Vouchers might well have advantages for middle-class 
families, but only at the expense of less well-informed choices by lower socioeconomic 
groups. The equity issue therefore turns on the relative weight given to the claims of the 
two groups. Finally, voucher schemes are criticized because privately produced educa­
tion is likely to reduce social cohesion.18 

Empirical evidence is scant. A small early experiment with vouchers in the USA is 
described by Blaug (1984). Vouchers worth £1,100 per child per year were introduced 
for nursery education in England and Wales in 1996. The scheme was problematical, less 
for reasons inherent in the voucher mechanism than because it was badly designed (see 
UK House of Commons Education and Employment Committee 1997). It was wound 
up by the new Labour government a year later. According to Bosanquet (1983: 170), 
Voucher schemes have not shown a robust Hayekian will to evolve. They have not been 
a socially selected institution which has grown.' 

POSSIBLE IMPROVEMENTS WITHIN THE EXISTING SYSTEM. The strategy of public production, 
regulation, and finance (row 8 in Table 4.1), at least for school education, is common to 
all industrialized countries. The evidence on the efficiency of the UK system is scant 
(Section 4.2), so discussion of reform is concerned mainly with equity. The first issue 
is that imperfect information arises differentially by social class. Partly as a result, the 
quality of school education varies with socioeconomic status. Attempts to increase 
the information available to working-class parents are unlikely to have much impact. 
A more plausible approach, where disadvantage is geographically concentrated, is to 

18 As a graphic illustration of differences of opinion about what constitutes a good education, note the chasm 
between 'reduce social cohesion' here and 'reduce the risk of political indoctrination' in the previous paragraph. 
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strengthen efforts to increase the resources available to primary and secondary schools 
with disproportionate numbers of disadvantaged children. 

The information problem is also one of the causes of the unequal distribution of the 
quantity of education (see Bennett et a\. 1992). In addition to better information, 
children from poor families might be induced to consume more education by a grant, 
probably income related, for those who continue with education/training after the 
minimum school leaving age. 

QUASI-MARKETS AND THE 1988 EDUCATION REFORM ACT. Another approach to reform within the 
existing system is the development of quasi-markets (Glennerster 1991; Will Bartlett 1993). 
As explained in Chapter 12, Section 5.2, the basic idea is to retain public funding but 
to increase efficiency and responsiveness by introducing market forces within the state 
system. The 1988 Education Reform Act includes provisions specifically designed to do 
this (see Glennerster 1996,1997: ch. 12, for fuller discussion), reinforced by a 1992 Act 
requiring schools to publish the examination performance of their pupils, leading to 
the publication of league tables. It is useful to draw out the different strands of quasi-
markets as they apply to education. 

Competition. The argument for competition is that it improves efficiency. As with 
health care (Chapter 12, Section 5.2), optimism should not be uncritical. Problerris 
include imperfect consumer information on the demand side and local monopoly on 
the supply side. In addition, as discussed in Section 4.3, point 9, competition gives 
schools incentives to recruit students from better-off backgrounds, analogous to med­
ical insurers seeking healthy clients, so as to maximize the school's examination perfor­
mance, hence (given the publication of league tables) maximizing demand for places. 
Such competition causes inefficiency and, by, restricting the choices of children from 
poorer backgrounds, is also inequitable. Competition thus creates two contradictory 
pressures: towards the efficient use of resources; and towards 'cream-skimming'. 

Local management of schools allows individual schools to manage their current 
resources as they wish (the same freedom does not apply to capital spending), thus, it 
was intended, allowing them to respond to competitive pressures. As discussed earlier 
(Section 4.2, point 6) in the context of higher education, the argument for decentralized 
management is that it improves efficiency. Local managers have better information 
than managers at the LEA or the Education Department. In addition, if management is 
central, information flows become distorted by local managers so as to maximize their 
freedom. Empirical evidence from the USA (Chubb and Moe 1990) supports the view 
that decentralized schooling systems produce better results, measured in terms of edu­
cational outcomes. 

Opting-out. Under the 1988 Act, a simple majority of a ballot of parents, together with 
the approval of the Secretary of State, can take the school into what is called 'grant 
maintained status'. The school is then run by an independent governing body, respons­
ible to the Secretary of State, with representatives of parents, teachers, and the locality. 
The school's property is transferred from the LEA to the governing body, which also 
becomes the employer of the teachers. By 1995 about 1,000 schools (out of a total of about 
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25,000) had opted out. Such schools are the responsibility of the central Education 
Department rather than the LEA, and are centrally funded out of resources recovered 
from the LEA. 

How should such freedom be interpreted? According to one view, opting-out is a 
device to improve the freedom of schools by giving parents and governors countervail­
ing power in the face of inefficient LEA governance. However, opted-out schools are con­
trolled by central government in broadly the same way as under the LEA, so that it is not 
clear how much additional freedom actually results. 

A second view is that opting-out is a step towards vouchers. Schools receive a per 
capita grant; and parents have a measure of choice (see the discussion of open enrolment, 
below) to choose their child's school. As Glennerster etal. (1991:396) point out, this is 
a short step from genuinely independent schools financed by vouchers. The route to such 
reform would be twofold: to encourage large numbers of schools to opt out; and then 
to allow genuine independence. 

The counter-argument (view 3) is that opting-out is a device to centralize control 
by breaking LEA control. A bureaucratic theory of government (Chapter 4, Section 5) 
predicts that once the Education Department has acquired control it will be reluctant 
to let it go; and the argument is reinforced by the reluctance of the Treasury to 
hand large sums of taxpayer money to independent private institutions. According to 
Glennerster etal. (1991: 397),'the potential powers handed to a centralist government 
are disturbing'. 

Open enrolment and formula funding. Under open enrolment parents, within limits, 
can choose to which school to send their child, though (Section 4.3, point 9) middle-class 
parents are more effective in using this freedom. Formula funding introduced a capita­
tion element into school finance, since any pupil signing on at a state school triggers a 
payment by the LEA to the school; thus schools which attract more pupils receive more 
resources. To that extent, as with vouchers, school finance is determined in part by 
parental choice rather than bureaucratic decision. 

The national curriculum can be viewed in very different ways. In its favour, first, it can 
be regarded as regulating education markets, analogous to managed health care. 
Secondly, and complementary, is the view that the national curriculum increases equal­
ity of opportunity by spreading best practice. The assessment targets are outcome meas­
ures against which school performance can be measured. Where a school does badly, action 
can be taken to raise the standards of the lowest achievers. 

A very different view, thirdly, is that the national curriculum exemplifies a central­
izing tendency and interferes with the individual/family-consumption decision. As 
discussed in Section 2.1, there cannot be agreement about what constitutes a 'good' 
education, so that the family is best at making choices about a child's education. Schools 
wishing to experiment, which was possible under the old system subject to local agree­
ment, now require central agreement from the Secretary of State. The only parents with 
real freedom are those who can afford private education (private schools are not bound 
by the national curriculum). The national curriculum, according to this view, reduces 
efficiency, equity, and individual freedom. 
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A fourth view, drawing on the experience of other countries, is that the national cur­
riculum politicizes education achievement, since politicians will not like to see large 
numbers of pupils failing the tests. 'If politicians can influence the unemployment 
figures, why not assessment standards?' (Glennerster etal. 1991: 396). 

5.2. Higher education 

Policy reform in higher education (discussed at the end of this section) rests on the 
answers to two sets of theoretical questions: how useful are market forces in higher edu­
cation; and how should any system of student loans be designed? 

MARKET FORCES IN HIGHER EDUCATION 

Applying the quasi-markets idea to higher education involves government giving less 
money to universities and more to students—for example, as vouchers. Two questions 
are central (for fuller discussion, see Barnes and Barr 1988: chs. 1, 5, 6): are students 
capable of making informed choices; and how useful is competition? 

CONSUMER SOVEREIGNTY, as discussed in Chapter 4, Section 3.2, is more useful (a) the bet­
ter is consumer information, (b) the more cheaply and effectively it can be improved, 
(c) the easier it is for consumers to understand available information, (d) the lower are 
the costs of choosing badly, and (e) the more diverse are consumer tastes. There are 
good reasons for optimism in applying these criteria to higher education. First, infor­
mation is available, and more can be made available. There are already 'good univers­
ities guides', and universities increasingly publish detailed information on the Internet. 
Secondly, students can, for the most part, understand and evaluate that information. The 
process is easier because going to university can be anticipated (contrast finding a doc­
tor to deal with injury after a road accident), so that the student has time to acquire the 
information and advice she needs. Thirdly, though the costs of mistaken choice can be 
large, it is not clear that a central planner would do better; moreover, the move towards 
modular degrees, allowing students to change subjects and, increasingly, institutions, 
reduces those costs. It should be noted, fourthly, that students make choices already. 

Finally (item (e), above), consumer tastes are diverse, degrees are becoming more 
diverse, and change is increasingly rapid. For all these reasons, students are more cap­
able than central planners of making choices which conform with their own needs and 
those of the economy. In contrast, attempts at manpower planning are even more 
likely than hitherto to be wrong because of the increasing complexity of post-industrial 
society. Consumer sovereignty can thus be regarded as more useful for higher education 
than for schools. 

COMPETITION AND REGULATION. In a simple-minded vouchers model, institutions compete for 
students; those which attract large numbers flourish and expand, those which fail to attract 
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students go to the wall. Universities, however, are not the conventional firms of economic 
theory: they do not make a homogeneous product; they do not maximize profit; and the 
'product' is not well defined. Thus red-in-tooth-and-claw competition is not the best envir­
onment for higher education. It is a huge mistake, however, to think that this is the only 
approach to competition. At the other extreme, government, as in the UK in the late 1990s, 
could decide how many students would study which subjects at which university, and 
issue vouchers accordingly. Such a regime simply mimics central planning. 

Thus vouchers should be thought of as a continuum, from 0 per cent constrained 
(law of the jungle) to 100 per cent constrained (pure central planning) or anywhere in 
between. There are a variety of constraints for policy-makers to consider. 

• Protecting subjects. Accounting, law, economics, etc. can look after themselves. If a 
subject like classics needed protection, some vouchers could be tied to the subject. 

• Protecting institutions could be organized similarly. For reasons of regional balance 
there could be vouchers tied to universities in particular parts of the country. 

• Protecting individuals. This type of regime does not, as is commonly supposed, 
have to penalize students from poorer backgrounds. It would be possible—and 
desirable—to offer larger vouchers to students from poorer backgrounds (for the 
use of vouchers, more generally, as a redistributive device, see Le Grand 1989b). 

• Protecting quality.Would competition degrade quality? There are, of course, incen­
tives in that direction (e.g. grade inflation); but there are also adverse incentives 
in a non-competitive environment—for example, for academics to write books 
rather than look after their students. Indeed, one of the stronger arguments in 
favour of competition is that it gives institutions a strong incentive to look after stu­
dents. One way to protect standards is to monitor quality and publish the results. 
There is a clear regulatory role to ensure the prompt publication of accurate per­
formance data. Once published, such data would enable potential students to vote 
with their feet (see Cave et al. 1992). 

In short, vouchers allow intervention to foster both educational and distributional 
objectives. The degree of competition is a policy variable; different answers are possible 
for different subjects; and the system can be as redistributive as desired. Market forces 
are useful in higher education; and central planning is neither feasible nor desirable. 

STUDENT LOANS 

Loans can be organized in different ways.19 Conventional loans such as mortgages or bank 
overdrafts generally have fixed repayments of £X per week. Income-contingent repay­
ments, in contrast, are expressed as a fraction of the borrower's income. They can take 
two generic forms. 

19 This section draws heavily on two submissions, jointly with Iain Crawford, to the UK National Committee of 
Inquiry into Higher Education (the Dearing Committee), subsequently published as Barr (1997) and Barr and 
Crawford (1998a). See also Barr (1989a, 1991). 
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• With income-contingent loans, repayment ceases once the loan plus interest has 
been repaid; thus no-one repays more than he has borrowed. 

• With a graduate tax, repayments continue for life, or until retirement. High-earning 
graduates may therefore repay more than they have borrowed. 

OBJECTIVES. Given the problems of higher education discussed in Sections 4.2 and 4.3, any 
loan system should: 

• Promote access, both for equity reasons and for efficiency, to minimize the waste of 
talent. Improved access requires that loans have income-contingent repayments 
and also that any loan entitlement is large enough to allow students an adequate stan­
dard of living. 

• Restore quality, both through more resources and through the development of a sys­
tem which allows universities to respond to student and employer demand. 

• Contain taxpayer cost. The taxpayer cannot shoulder the major burden of mass 
system, not least because of the need to promote access earlier in the educational 
system. 

• Liberate private funds by devising a loan mechanism which allows students to bor­
row from the private sector. 

CAPITAL MARKET IMPERFECTIONS. Because of major capital-market imperfections, mortgage 
loans create problems on both sides of the market. On the demand side, they are risky 
from the student's viewpoint and so are likely to deter applicants, particularly from 
poorer backgrounds. This is inefficient, because it wastes talent, and inequitable. 

The government has argued (UK DES 1988: chart J) that relatively poor people will 
borrow to buy a house, so why not to buy a degree? Apart from the tax advantages, when 
someone buys a house (a) he knows what he is buying, since he has lived in a house 
all his life, (b) the house is unlikely to fall down, and (c), at least until the early 1990s, 
the value of the house is likely to go up. When people borrow for a degree (a) they are 
imperfectly informed about the nature of the product (particularly if they come from a 
family with no graduates), (b) there is a high risk (or at least a perceived high risk) of 
failing the degree, and (c) though the average private return to a degree is positive (UK 
NCIHE 1997b: ch. 6), there is considerable variance around it. For all three reasons, 
borrowing to buy a degree is more risky than borrowing to buy a house, and the risks 
are likely to be greater for people from poorer backgrounds and for women. 

Long-term loans are risky also to the lender. There is no collateral (contrast the case 
of lending for house purchase), since slavery is illegal. In addition, students are better 
informed than lenders, whether they aspire to careers in financial markets or the arts 
(another example of asymmetric information). 

Friedman (1962) was clear about these capital-market imperfections. He pointed 
out that 
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the device adopted to meet the corresponding problem for other risky investments is equity 
investment plus limited liability on the part of shareholders. The counterpart for education 
would be to 'buy' a share in an individual's earning prospects; to advance him the funds needed 
to finance his training on condition that he agree to pay the lender a specified fraction of his future 
earnings, (p. 103) 

On that basis he advocated loans from government, in return for which 

the individual. . . would agree to pay to the government in each future year a specified percent­
age of his earnings in excess of a specified sum for each $1,000 that he received . . . The payment 
could easily be combined with payment of income tax and so involve a minimum of additional 
administrative expense, (p. 105) 

Thus Friedman, starting from the benefit principle (he who benefits should pay), 
ends up advocating a graduate tax (in the sense described above). A different approach 
starts from a predisposition towards free, tax-financed education, abandoning that 
model only because of its regressiveness when applied to higher education. Glennerster 
et a/. (1968:26) point out that 

in the United Kingdom, higher education is now financed as a social service. Nearly all the costs 
are borne out of general taxation . . . But it differs radically from other social services. It is 
reserved for a small and highly selected group . . . It is exceptionally expensive . . . [And] educa­
tion confers benefits which reveal themselves in the form of higher earnings. A graduate tax 
would enable the community to recover the value of the resources devoted to higher education 
from those who have themselves derived such substantial benefit from it. 

Thus the benefit principle and the ability-to-pay approach, despite their very different 
starting points, lead to identical policy prescriptions—income-contingent repayments. 

PROBLEMS WITH THE 1990 LOAN SCHEME. The government introduced a loan scheme in 1990. 
Loans are disbursed by the Student Loans Company (SLC), which also collects repay­
ments. Loans carry a zero real interest rate—that is, they incorporate an interest sub­
sidy. Borrowers normally repay in sixty equal monthly instalments.20 Repayment can be 
deferred if the graduate's income is below 85 per cent of national average earnings. The 
source of funds is the taxpayer. 

The argument against this scheme is simple. It completely fails to achieve any of the 
objectives set out earlier. 

• Its mortgage-type repayments harm access. 

• It provides no additional resources for universities, hence does nothing to restore 
quality. 

• It is hugely and unnecessarily costly in public-expenditure terms: students borrow 
public money; loans carry an interest subsidy; deferments slow the repayment 
flow; and defaults are a growing problem. 

• It mobilizes no private funding at all. 
20 Borrowers repay over sixty months if they have taken out between one and four loans and over eighty-four months 

if they have taken out five or more loans. For fuller detail, see Tolley (1996: ch. 18). 
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All this was both predictable and predicted (Barr 1989a: ch. 4; 1989b, 1991). 

AN INCOME-CONTINGENT LOAN SCHEME. An alternative scheme (Barr 1989a, 1997; Barr and 
Crawford 1998a) was designed explicitly to achieve the objectives set out earlier. To that 
end, loans should have two central characteristics: they should have income-contingent 
repayments and, to the maximum extent possible, should derive from private-sector 
sources. To do so: 

• Income-contingent repayments should be implemented by piggy-backing student 
loan repayments onto National Insurance Contributions (NICs). Repayments are 
collected by the tax or national-insurance authorities. Income contingency is thus 
automatic. 

• Repayments are collected at source: thus they are secure; thus they can be spread over 
a long period; thus weekly repayments are low; thus students can afford to pay a mar­
ket interest rate. Private lenders want to make secure loans at market interest rates. 
The scheme gives them exactly that. 

To what extent could loans be privately funded? Suppose the SLC wishes to lend 
£2 billion (roughly the 1998 level of annual spending on student grants plus loans). 
Empirical evidence (Barr and Falkingham 1996) suggests that, if repayments are collected 
alongside NICs, about 80 per cent of lending to students is repaid in the long run (the 
unpaid part being mainly the result of low earnings). Thus, provided that loans pay a 
satisfactory interest rate, the private market would provide up to £1.6 billion for each 
£2 billion of lending to students. The Treasury pays only the remaining £400 million, 
rather than the whole of student borrowing. The new owners of the debt are entitled to 
the loan repayments of the graduates. The financial market bears the risk of loan repay­
ments falling short of £1.6 billion.21 

ADVANTAGES. These arrangements fulfil the objectives set out earlier. 
Promoting access. 

• Repayments are fully income contingent and hence automatically affordable. 

• Increasing the loan entitlement to 120 per cent of present arrangements would 
deal with student poverty and simultaneously allow the abolition of parental 
contributions. 

• Loans could (and should) be extended to currently excluded groups, such as part-
time and postgraduate students. 

• Some of the savings could (and should) be channelled earlier in the educational 
system. As discussed in Section 4.3, point 10, the major impediment to access to 
higher education is low staying-on rates in school by children from poorer 
backgrounds. 

21 For fuller discussion of how to bring in private resources, see Barr (1997). 
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Restoring quality. In sharpest contrast with the post-1990 arrangements, the scheme 
brings in private resources which could be used to restore quality. One way in which this 
could happen is for part of the loan to be used to pay a contribution to fees. 

Containing taxpayer cost. Savings arise for several reasons. 

• There is less deferment and hence a faster repayment stream. If repayments are 
income contingent, they can start at a lower income than the post-1990 scheme, thus 
collecting repayments from a dense part of the income distribution and reducing 
deferment. Under the 1990 system, in contrast, nearly half of all graduates deferred 
repayment in 1995/6.22 

• The scheme has no interest subsidy. This is possible because repayments are fully 
income contingent, thus protecting low earners.23 The repayment mechanism is 
sufficiently secure that students could borrow at only a fraction above base rate. 

• Low default rates—the default rate for NICs is around 1.5 per cent. 

Liberating private funds. The taxpayer savings just listed arise if loans are not priva­
tized. It is precisely those advantages (strong repayment stream, no interest subsidy, and 
a low default rate) which attract the private sector. If loans come mainly from private 
sources, the savings to the taxpayer are larger and sooner. If 1998 public spending on stu­
dent support were converted into a loan, the SLC would lend about £2 billion per year. 
If loans were properly designed, private funds could bring in around £1.5 billion, imme­
diately and every year. 

Market interest rates are central. With interest subsidies, loans are costly to the tax­
payer and are therefore rationed. Market interest rates make it possible (a) to offer 
larger loans, hence improving students' living standards, and (b) to use some of the 
saved taxpayer resources for better targeted action on access. This is another example 
(the case of housing is discussed in Chapter 14) of how price subsidies (in this case the 
subsidized interest rate) can end up hurting the very people they are intended to help. 
Paradoxical though it sounds, market interest rates, when combined with targeted 
income subsidies, assist access. 

A POLICY STRATEGY 

THE UK STORY. Reform in the UK starts from one central fact—higher education has 
moved from an elite system with a 5 per cent participation rate in 1960 to a 30 per cent 
mass system in 1995. This expansion has three principal implications. 

The need for a wide-ranging loan system. Public funding of a high-quality system is pos­
sible for an elite system. It is not possible, politically or fiscally, for a mass system. Thus 
public funding must be supplemented by private funding. In principle, private funds can 

22 62% of graduates deferred in the first year in which repayment was due; the figure for all graduates was 47% (UK 
SLC 1996). 

23 It is possible to give additional protection to students with low earnings to prevent debt spiralling upwards (see Barr 
1997). 
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derive from four sources (see Barr 1993)—family resources, student earnings while a 
student, employers, and students' future earnings. The first three are only partial 
answers. Excessive reliance on family resources is inequitable (Section 4.3, point 10); and 
earning activities compete with study and leisure. Employer contributions cannot be pushed 
too far without becoming a tax on graduate employment. In a mass system the only source 
of funding which is large and not grossly inequitable is a loan of the sort described 
above which allows students to borrow against their future earnings. 

Price differentiation. With an elite system it was possible, at least as a polite myth, to 
assume that all universities were of equal quality, that degrees were worth the same 
whichever university conferred them, and hence that universities could, broadly, be 
funded equally. With a mass system that myth is no longer sustainable. The character­
istics, the quality, and the costs of different degrees at different institutions will vary more 
widely than hitherto. 

If all universities are funded at the level of the internationally competitive univer­
sities, the result is inefficient, wasteful, unaffordable, and politically unsustainable. 
Alternatively, if all institutions are funded at an average level, the quality of the interna­
tionally competitive institutions cannot be sustained, while lower-quality institutions 
are overfunded; the latter result is wasteful and gives no incentive to improve. Finally, if 
all institutions are funded at a low level, the best universities are even more disadvan­
taged—like expecting Manchester United to compete in Europe on Torquay United's wage 
structure—and the average quality also suffers. 

In theory, differential funding could be determined by an all-knowing central plan­
ner. In practice, the problem is far too complex for that. Universities need to be able, at 
least at the margin, to set their own fees. 

Central planning of higher education is no longer feasible or desirable. Forty years ago, 
universities in England and Wales offered a fairly homogenous product: a three-year 
degree in a limited range of subjects. This was appropriate for a more static and less-
technological era. Today, however, more people receive more education and training, 
and the labour market requires learning to be a continuing experience. Thus there are 
more students; the training they require is more diverse; and it is changing and will 
continue to change. The task has become vastly too complex for central planning any 
longer to be possible (Section 4.2, point 6). Nor, as discussed earlier, is central planning 
desirable. 

To repeat earlier discussion, what is being suggested is not a free-for-all. Government 
still has an important role. It contributes to funding, engages actively in promoting 
access, determines the degree of competition, and ensures that regulation relating to qual­
ity is in place and enforced. 

AN EMERGING INTERNATIONAL CONSENSUS. In the second half of the 1980s writers in different 
countries were converging on similar conclusions about the design of loan systems— 
particularly the centrality of income-contingent repayments—through similar reason­
ing in the face of similar problems (for discussion of the UK proposals just discussed, 
together with proposals in Australia, New Zealand, Sweden, and the USA, see Barr 
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1991). In the late 1990s, a consensus is growing about broader aspects of higher educa­
tion finance. 

• Element 1. There should be a continuing taxpayer subsidy to universities. 

• Element2. Separately, there should be a mechanism for targeting taxpayer subsidies 
at particular students to promote access. However, the generality of students should 
contribute, because of the private benefits they receive. 

• Element 3. Fees need to vary across universities, reflecting diversity of activity and 
cost. Within a regulatory framework, each university should determine its own fee 
level and structure. 

• Element 4. Students should be able to pay fees and living costs via a system of 
loans—that is, there should be no up-front fees. Those loans should have income-
contingent repayments (the 1980s consensus). 

All Western countries face {a) pressures towards rising participation in higher educa­
tion and (b) fiscal constraints which will become increasingly severe for demographic 
and other reasons. Thus: 

• Element 5. Loans should be constructed so that the bulk of lending to students 
comes from private sources, or the government accounts should be organized in a 
way which reflects the fact that current spending on student loans is not like spend­
ing on grants, but will mostly be repaid. Given international statistical conven­
tions, this element requires careful technical attention (for fuller discussion, see 
Barr 1997). 

THE REPORT OF THE DEARING COMMITTEE. The wide-ranging report (UK NCIHE 1997A, b) was 
published in July 1997. Its unambiguous endorsement of the principle of income con­
tingency was warmly received. Its other recommendations, however, were controversial: 
a flat-rate fee of £1,000 per student per year; and continuation of existing arrangements 
(50 per cent loan/50 per cent grant and parental contribution) for living costs, except 
that the loan would become income contingent. 

The fee proposal was attacked by some who thought it wrong to charge any fee and 
by others (Barr and Crawford 1998b) because the proposal did not go far enough—the 
flat-rate nature of the fee, in essence, enshrining continued central planning. The main­
tenance proposals were also criticized, and the government announced the intention to 
replace the remaining grant by a loan from 1998. 

The crystal ball remained murky in early 1998. For contemporary assessment of the 
report and the government's response, see Barr and Crawford (1998b). 

6. Conclusion: Education 

Educational outcomes derive from many sources, including family income, the quality 
of parenting, and natural ability (Section 4.2), and thus depend not only on classroom 
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activity but on much broader factors. Conceptual and measurement problems make 
the area highly controversial, and controversy is compounded by differences over the mean­
ing of a 'good' education, which includes not only technical matters but also attitudes 
and values (Section 2.1). 

So far as school education is concerned, many of the assumptions necessary for mar­
ket efficiency fail, the main problems being imperfect information, imperfect capital mar­
kets, and external effects. From an equity viewpoint, the most important problem is that 
knowledge about the operation and value of education is likely to be correlated with socio­
economic status. Substantial public involvement is therefore essential (Section 3.3), 
although, because the information problem is less acute than with health care, the the­
oretical arguments about public production (as opposed to regulation and finance) are 
rather more finely balanced. It is, therefore, not surprising that no advanced country has 
a system of school education which even remotely approximates a pure private market. 
State-school systems universally are publicly regulated and financed; they are also all pub­
licly produced. To the extent that this strategy is valid on efficiency grounds, it is legit­
imate for education to be financed in accordance with distributional goals (Chapter 4, 
Section 7.2). 

The practice of education in the UK is far from unblemished. The conclusion on the 
efficiency of the system is that we simply do not know (Section 4.2); and, because meas­
urement problems are so intractable (Section 2.2), it is unlikely that it will ever be pos­
sible to collect the information necessary to produce definitive answers. However, with 
little increase in real resources, educational achievement has increased and access has 
improved in terms of gender, ethnicity, and social class. Access, however, is far from 
equal; nor is it as equal as in many other industrial countries. The rich receive higher-
quality school education and make considerably more intensive use of the system, 
particularly of higher education. The latter difference cannot be explained entirely by 
differences in tastes and ability. Additionally, though it can be argued that about four-
fifths of educational expenditure is financed progressively or proportionately, the 
finance of the university sector is almost certainly regressive. For this sector at least, the 
hopes of the founders of the welfare state have not been met. 

The performance of the educational system is thus more mixed than that of the NHS. 
But its critics have to show not that it is less than wholly efficient or equitable (which is 
not in dispute), but that a more market-oriented solution would do better. So far as school 
education is concerned, opponents of the broad thrust of existing arrangements have 
yet to prove their case. The advocates of a mixed public/private system of school edu­
cation offer only limited evidence in support of their views. The efficiency effects of 
vouchers for schools are unclear a priori and not proven empirically. In equity terms they 
are likely to increase inequalities in the distribution of education, and in particular to 
benefit the middle class at the expense of lower socioeconomic groups (Section 4.3). 

Reform of higher-education finance, including a well-designed loan scheme 
(Section 5.2), would open up capital markets to allow investment in human capital and 
make it possible to restore erosions in quality (both micro-efficiency gains). Loans can 
also improve equity by reducing the regressivity of higher-education finance, and by 
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freeing resources to promote access. Loans, however, are far from a complete answer. The 
regressivity of university finance has two roots: the extent of tax finance; and the fact that 
too few children from poorer backgrounds go to university. Loan schemes address the 
first root but do little to eradicate the second. Increasing university attendance by 
working-class children requires not only expansion of higher education, but also, and 
importantly, action to improve equity within the school system. 

The essential first step towards equality of opportunity is thus to reduce inequalities 
in the quantity and quality of school education by social class in the ways described in 
Section 5.1. But there might be limits to the extent to which this can be achieved solely 
within the confines of the educational system. To the extent that inequalities in educa­
tion are the result of broader inequalities, progress in the former will depend in part on 
improvements in the latter. International comparison suggests that the UK record in edu­
cation, in contrast with health care, leaves considerable room for improvement. 

FURTHER READING 

As general reinforcement of the material in this chapter, see Glennerster (1997: ch. 12; 1998). The 
first analyses the finance of education; the second assesses the UK educational experience from 
the mid-1970s to the mid-1990s. 

The case for market provision of education is set out by Lees (1961), Friedman and Friedman 
(1980: ch.6),Seldon(1981),andMinford(1984);foracritique,seeBosanquet (1983: chs.l 1,12). 

For general texts on the economics of education, see Blaug (1970), Johnes (1993) (a UK text), 
Cohn and Geske (1990) (a US text), and, for a collection of major articles, Cohn and Johnes (1994). 
For shorter surveys, see Stiglitz (1988: ch. 15) or Glennerster (1993). On the vast literature on the 
theory of human capital and its applications, see Blaug (1970: ch. 1) for an excellent introduc­
tion; the classic work is Becker (1975). The screening literature is surveyed by Blaug (1976,1985) 
and Hirshleifer and Riley (1992: chs. 8,11). For a survey of economic aspects of education, see 
Psacharopoulos and Woodhall (1985). See also the Further Reading on the theoretical literature 
on information problems at the end of Chapter 5. 

For the relationship (or lack of it) between educational inputs, educational attainment, and 
the distribution of income, see Jencks (1972), Hanushek (1986, 1996a, b), Card and Krueger 
(1996), and Burtless (1996rf) in a US context, and Bennett et al. (1992) for a UK study. 
Contrasting views of the UK educational system and various voucher schemes are contained in 
Friedman (1962: ch. 6), Jencks (1970), Maynard (1975), Friedman and Friedman (1980: ch. 6), 
and Bosanquet (1983: ch. 12); for US discussion, see also Coons and Sugarman (1978); for a 
summary of the voucher issue and an assessment of practical experience, see Blaug (1984). For 
discussion of quasi-markets in education, see Glennerster (1991) and Bartlett (1993). 

The detailed financial institutions of education are analysed by Glennerster (1997: ch. 12); for 
the detailed institutions of student finance, see Tolley (1996: ch. 18). Le Grand (1982) discusses 
distributional aspects, and Le Grand and Robinson (1984) look at the possibility of privatizing 
different parts of the welfare state. On additional discussion of the class bias in educational 
attendance and attainment, see Le Grand (1987b). 

The 1988 Education Reform Act is discussed by Glennerster (1991,1996,1997: ch. 12,1998), 
Glennerster et al. (1991), and West et al. (1997). For broader discussion of reform of education 

360 

13. Education 

as a whole, see UK National Commission on Education (1993) and Commission on Social 
Justice 1994: ch. 4). Distributional effects of education are discussed by Evandrou et al. (1993) 
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CHAPTER 14 

Housing 

An Englishman's home is his tax haven. 
(The Economist, 1979) 

1. Introduction 

This chapter argues that housing is the least successful part of the welfare state, largely 
because (with the wisdom of hindsight) it is apparent that policy-makers blurred the dis­
tinction between aims and methods. In part by historical accident the post-war Labour 
government chose a method of achieving its health-care objectives which broadly 
accords with the predictions of economic theory. It is therefore not surprising that health 
care in the UK, by and large, has worked well. Housing policy, in contrast, went wrong, 
not because its aims have been inappropriate, but because historically methods were 
chosen which were unable to achieve them. The resulting problems are entirely predictable. 
The system misallocates housing. Poor people can be homeless or overcrowded. At the 
same time, owner-occupiers and people fortunate enough to occupy local-authority 
housing face incentives to consume inefficiently large quantities, so that the system 
simultaneously creates overoccupation and underoccupation, and at the same time 
subsidizes the rich. Policy since 1980 has begun to address some of the worst problems. 

The main questions are concerned with the efficiency and equity of different ways of 
organizing the housing market. A number of important matters are not discussed, 
including inner-city problems and the planning of land use (on which see the Further 
Reading). The aims of housing policy are discussed in Section 2. Section 3 discusses in 
principle whether housing as a commodity accords with the standard assumptions1 

and, where it does not, what type of intervention might be appropriate. The conclusion 
is that economic theory offers no strong arguments for public production of housing, 
and powerful arguments against general subsidies of house prices as opposed to 
subsidies of individual/family incomes. Section 4 assesses the practice, looking in 

1 i.e. the assumptions necessary for the market to allocate efficiently—see Chapter 4, Section 3.2, and/or the 
Appendix to Chapter 4, paras. 6-17. 
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particular at the inequities and inefficiencies resulting from past and present policies. 
This sets the scene for discussion of reform in Section 5. 

2. Aims 

A Conservative White Paper (UK DoE 1971) listed three objectives of housing policy. 

1. A decent home for every family at a price within their means.2 

2. A fairer choice between owning a home and renting one. 

3. Fairness between one citizen and another in giving and receiving help towards 
housing costs. 

A subsequent Green Paper under a Labour government (UK DoE 1977a: para. 2.16) added 
six further aims. 

4. A better balance between investment in new houses and the improvement and repair 
of older houses. 

5. Housing costs should be a reasonably stable element in family finances. 

6. Increased scope for mobility in housing. 

7. A reasonable degree of priority in access for people in housing need who in the past 
have found themselves at the end of the queue. 

8. The necessity to safeguard the independence of tenants. 

9. The necessity to ensure that the housing needs of groups such as frail elderly 
people, the disabled, and the handicapped are met.3 

Various of these goals reappear, more recently, in UK DoE (1997). It is helpful for sub­
sequent discussion if some order is imposed on these objectives. Efficiency in the con­
text of housing arises in three ways: the size and quality of the housing stock, tenure 
neutrality, and mobility. 

THE SIZE AND QUALITY OF THE HOUSING STOCK must be efficient. Housing faces the same trade­
off as, for example, health care: clearly it is inefficient to spend nothing on housing; 
equally, if the whole of national income were devoted to accommodation, there would 
be no resources for the production of food and health care. The optimal quantity lies some­
where in between—in principle where the value placed on the marginal unit of hous­
ing equals the marginal social cost of the resources used. This is the quantity Q* in 
Figure 14.1 (see Chapter 4, Section 2.1, and the Appendix to Chapter 4, paras. 2-4). Part 
of this aim is captured by objective 4, above. 

1 More recently, the official aim was expressed similarly, as 'To bring a decent home within the reach of every family' 
(UK DoE 1997: 19). 

3 For further discussion of objectives, see Hills (1991: ch. 2; 1998). 
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TENURE NEUTRALITY (captured by objective 2) exists when competitive markets leave indi­
viduals (on average and in the long run) financially indifferent between buying accom­
modation and renting it, with no artificial distortions (e.g. via the tax system) of their 
relative costs. An approximate example of tenure neutrality in the UK is the choice 
between buying a television or renting one. The concept, which has both efficiency and 
equity implications, is important and requires careful explanation (non-technical 
readers can skip the equations). 

Formal analysis. Consider the flow of housing services4 (net of maintenance costs) 
R]t R2,..., RN for a rational individual with a constant rate of time preference, r. The 
present value of the benefit stream is 

PVB = ^ R, 

To simplify, let Rt = R for all t. Then in perpetuity5 

PVB = -
r 

(14.1) 

(14.2) 

4 i.e. the value placed by occupants on housing of a given quality/type, as measured by the annual rent they would be 
willing to pay. The concept of the flow of services from physical wealth is discussed in Chapter 6, Section 1.1. 

5 The easiest way to prove equation (14.2) is to express the flow of benefits in continuous terms. Then 

PVB = JV»d, = i[e-"r=*. 
' o r L Jo r 

For exposition of the present value formula, see Stiglitz (1988: ch. 10) or Cullis and Jones (1998: ch. 6). 
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and the individual will buy the house only if R/r > P where P is the purchase price. On 
the cost side, consider the individual decision whether to buy the house outright, or to 
borrow P at the market rate of interest, i. Suppose, for simplicity, that for the duration 
of the mortgage she repays interest only (i.e. repayments are iP per period); at the end 
she repays the principal. The present value of the stream of costs is 

N iP P 
PVC = Y-^— + — - — . (143) 

~ ( l + r)' (l + r)N+1 U 4 ^ ; 

Assume that N is large (so that the second term on the right-hand side of equation 
(14.3) drops out); and that i and P are constant. Then 

PVC = —. (14.4) 
r 

Equations (14.2) and (14.4) have been derived via assumptions which are purely 
analytical. At this stage two important behavioural assumptions are introduced. 
Assume, first, that the market for housing is competitive for both purchase (so that 
PVB = P in equation (14.2)) and rental, so that R (the flow of housing services per 
period) equals the competitive market rent Rc at the margin. Hence equation (14.2) 
becomes 

™ = ^ = P
 (14.5) 

The second assumption is that capital markets are perfect; thus i - r. Two important results 
follow. First, from equation (14.5) 

^ = * = » * = * (14.6) 

that is, there is an economic relationship between the market rent, Rc and the purchase 
price, P, i.e. between the flow and the stock prices. Thus there is no artificial incentive to 
rent or buy. Secondly, from equation (14.4) 

PVC = P. (14.7) 

Equation (14.7) shows that the cost of borrowing and the purchase price are equal; a ratio­
nal individual is indifferent between taking out a mortgage or making an outright purchase— 
there is no artificial incentive to borrow. 

Implications. Equations (14.6) and (14.7) show that tenure neutrality requires two con­
ditions: a competitive market for purchase and rental; and a perfect capital market, 
in the sense that mortgage finance should be available competitively and on a non­
discriminatory basis. In practice, matters are complicated, inter alia by uncertainties about 
future rates of inflation, which may cause unforeseen variations in real interest rates 
and house prices. These factors make the relationship between purchase price, rent, 
and borrowing costs more complex than equations (14.6) and (14.7) suggest. But the 
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meaning of the condition remains unchanged: even in a world of uncertainty, tenure neu­
trality implies an undistorted economic relationship between purchase price and 
annual rent, and requires perfect capital markets. 

MOBILITY (objective 6) arises out of the fixed location of housing. The issue does not 
occur with food, for example. If an individual moves to another part of the country, 
he simply buys his food in a different shop. But he cannot take housing with him, nor 
buy it off a supermarket shelf. It is therefore important that the housing market is 
sufficiently flexible to prevent persistent excess demand—a desirable aim for many rea­
sons, and certainly in the context of mobility, because excess demand could hinder an 
individual who lives in area A from taking a job in area B. 

Turning to distributional issues, the definition of horizontal equity, as we have seen 
(Chapter 4, Section 4.3, and Chapter 6, Section 3.1), is elusive. For housing it can refer 
to a minimum standard, or to equality of cost, equality of subsidy, or equality of final 
outcome. All are different, and all lead to different results. For present purposes, as with 
health care and education, horizontal equity is defined in terms of equality of oppor­
tunity and minimum standards. 

EQUALITY OF OPPORTUNITY, as defined in Chapter 6, Section 3.1, refers to access to housing of 
at least some minimum standard, analogous to the implicit but widely accepted aim 
for food, that everyone should have a healthy diet such that no one starves. Equality 
of opportunity applies in two ways: access to adequate housing generally (this is the 'decent 
home for every family' in objective 1, and also includes objectives 7 and 9); and access 
to different tenures—that is, tenure neutrality expressed in objective 2. If the price of dif­
ferent tenures or access to capital markets favours the better off, then issues of equity as 
well as efficiency arise. 

MINIMUM STANDARDS (objectives 1 and to some extent 8) can be justified on efficiency 
grounds by imperfect information and by certain types of externality, and on equity grounds 
if information and power are systematically correlated with income (Chapter 4, 
Sections 3.2 and 4.3). They might also be necessary to protect children. There is consid­
erable disagreement as to where the minimum standard should be set (see Section 5.2). 

VERTICAL EQUITY. Once the efficient quantity/quality of housing and its equitable distribu­
tion have been decided, the remaining question is how housing should be financed. 
This concerns vertical equity, expressed in objectives 3 and 5, and also in the second part 
of objective 1 ('at a price within their means'). The quotation is important. Vertical 
equity can be pursued either by reducing 'price' (e.g. health care) or by increasing 
'means' (e.g. food). It was argued in Chapter 4, Section 7.2, that in general the former is 
appropriate to achieve vertical equity only where there exist efficiency grounds for sub­
sidy or for public production and allocation; in their absence, the latter policy (i.e. cash 
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transfers) will generally contribute more to efficiency and social justice.6 The extent of 
vertical redistribution will depend largely on political perspective (Chapter 4, Section 
2.2). 

3. Methods 

3.1. The simple theory of the housing market 

One of the key characteristics of housing is its durability. A family of four may over 
its lifetime spend £200,000 on food. But consumption, expenditure, and (crucially) 
production take place on a day-by-day basis, so supply can respond fairly rapidly to 
changes in demand. It is possible to make a loaf which lasts for two days; but it is not pos­
sible to build a two-day house—for example, out of cardboard.7 Though the consump­
tion of housing services occurs on a daily basis, the stock (i.e. the building itself) can last 
a lifetime. New building is therefore only a small proportion of the existing housing stock, 
and so total supply can increase only slowly (in the UK at an annual average of less 
than 2 per cent (Hills 1991: table 1.2)). Thus short-run supply is highly inelastic, even 
though it may be elastic in the long run. The best representation of the housing market 
is therefore by a disequilibrium stock-adjustment model. 

The left-hand diagram in Figure 14.2 shows the market for the stock of housing; the 
right-hand diagram, the flow of new housing (i.e. net additions to the housing stock). 
No distinction is made between accommodation for rent and for owner occupation. The 
curve Dj shows the demand for housing at different prices, given the prices of other goods, 
the level of income and its dispersion, and the size and demographic structure of the pop­
ulation. The curve SRSX is the highly inelastic short-run stock supply of housing. The curve 
S in the right-hand diagram shows the supply schedule for new housing as a function of 
its price, based on two simplifications. First, building activity empirically depends less 
on current prices than on expectations about future prices; secondly, current comple­
tions depend on past decisions. The model at its simplest assumes that completions this 
period are a function of the stock price last period (Muth 1960; Whitehead 1974; Ray 
Robinson 1979). The net addition to the stock of housing in any period is total comple­
tions minus losses through depreciation and demolition. 

With demand shown by Dx in Figure 14.2 and stock supply by SRSV the initial equi­
librium housing stock is Q*. The price p* serves two functions: it clears the market for 

6 Note the theoretical caveat in Chapter 4, Section 7.2, that the optimal taxation approach can give a different result. 
The taxation necessary to finance income transfers may cause a substantial labour-supply disincentive. If so, it may be 
possible to improve both efficiency and equity by subsidizing the prices of goods consumed by the poor if (a) such goods 
are consumed only (or mainly) by the poor, and (b) the consumption of such goods is not strongly complementary to 
leisure. Since neither condition applies to housing, the argument, even as a theoretical proposition, is not of immediate 
relevance. 

7 Such dwellings do exist in some developing economies. But they are largely ruled out in industrial economies by pre­
vailing attitudes, by legally binding minimum standards, and often also by the climate. 
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Fig. 14.2. A simple stock-adjustment model of the housing market 
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the stock of housing; and it induces new building (q* in the right-hand diagram) just 
sufficient to offset losses through depreciation. Thus the net stock of housing is exactly 
maintained, and the market remains in equilibrium. Now suppose that there is an 
increase in demand, shown by an outward shift in the demand curve to D2. The stock 
price rises to Pv so additions to the stock-one period later rise to qx in the right-hand dia­
gram. Since this exceeds the rate of depreciation q*, the net stock of housing increases, 
as shown by the new short-run stock supply curve SRS2. The new stock price is p2, lower 
than p, but still higher than the equilibrium price p*. Net additions to stock therefore 
continue until the price returns to p*. With demand shown by D2, this occurs with a hous­
ing stock of Q**. Long-run supply can therefore be represented by the curve LRS. 

In practice, the market for a number of reasons is unlikely to converge smoothly to 
a new equilibrium. It is more realistic to think of the housing market as in continual 
disequilibrium as the result of shocks, but generally tending towards equilibrium. 
Nevertheless, the stock-adjustment model is useful because it illustrates the behaviour 
of a market where supply is inelastic in the short run but elastic over a longer period (for 
a survey, see L. Smith etal. 1988). 

3.2. Theoretical arguments for intervention 1: Efficiency 

The rest of Section 3 discusses the theoretical arguments for public involvement in 
housing. We know (Chapter 4, Section 3.2) that the market allocates resources efficiently 
only if the standard assumptions hold—that is, perfect information, perfect compe­
tition, and no market failures such as external effects, public goods, or increasing 
returns to scale. The argument in this section considers the nature of housing as a com­
modity, and in particular the extent to which these assumptions hold; Section 3.3 looks 
at equity arguments. 
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PERFECT INFORMATION. Are individuals well informed about the nature of the product—that 
is, are their indifference maps well defined? If an individual inspects a house, does he there­
by acquire full information about its qualities? For many characteristics (e.g. size and loca­
tion), the answer is yes; but most house-buyers have highly imperfect information on 
technical matters like rising damp. This does not necessarily imply state intervention, 
because market institutions (e.g. surveyors) have developed to supply information. 
Furthermore, housing, from the viewpoint of the consumer, is not as highly complex 
a commodity as health care (Chapter 12, Section 3.1), so that consumers generally 
understand the information they acquire. To that extent, market institutions deal more 
effectively with information problems with housing than with health care. 

A second question is whether consumers are adequately informed about prices 
(formally, whether their budget constraint is well defined). This is the case for homo­
geneous commodities which are bought repeatedly (e.g. food), so that information is 
regularly updated. Where a good is bought infrequently but is homogeneous (e.g. train 
fares) out-of-date information can speedily be rectified. Housing, in contrast, is both an 
irregular purchase (taken to include renting) and highly heterogeneous, so that buyers 
will not have perfect knowledge. Again, however, the market has developed institutions 
such as estate agents and realtors to improve consumer information; or the buyer can 
commission a professional valuation from an independent expert. 

The third information assumption concerns knowledge about the future. One prob­
lem is uncertainty about whether one's house will be destroyed—for example, by fire. 
The market solution is house-structure insurance, which is efficient because it con­
forms with the technical conditions necessary for private insurance (Chapter 5, Section 
3). Other forms of uncertainty (e.g. a decline in property values, either generally or in 
one's locality), are not directly insurable; but by renting rather than buying, the worst of 
such risks can be transferred to the landlord. 

Though none of the information assumptions holds fully, the problems which arise 
are those which the market itself is often able to solve. The role of the state in this con­
text is to regulate minimum standards for the surveying and valuation professions, and 
for house-insurance policies. 

PERFECT COMPETITION. Because housing is durable, its short-run supply elasticity is low. As 
a result, an increase in demand (e.g. from Dl to D2 in Figure 14.2) can cause a short-run, 
sharp increase in price fromp* top,, though in the long run, as new houses are built, the 
price will tend to return top*. The fact that house prices and rents can change substan­
tially in the short run may cause equity problems (discussed below), but—like the 
sharp rise in coffee prices after a bad harvest—is neither uncompetitive nor inefficient. 
Thus it can be argued that the supply of housing displays no major violations of the 
competitive assumption. 

Competition can, however, fail in two ways: the assumption of equal power; and the 
issue of perfect capital markets. The equal-power assumption can be violated with rented 
accommodation because, in brief, a 'house' over time becomes a 'home', thus giving the 
landlord an element of monopoly power. Consider an individual who moves to a new 
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area. At least in principle, he faces a competitive market, so that he pays a rent (say £100 
per week) equal to his marginal valuation of the property. But, once he has moved in, 
the house, for at least three reasons, becomes over time that mystical thing, a home. This 
is first because of the pictures and other personal effects he puts up (which features 
could all be transferred if he moved). Secondly, he (or his landlord) might redecorate or 
improve the house; this is investment in physical capital, which raises the value of the 
property. Thirdly (and crucially), he learns about the area (the best school, the best 
bakery), and makes friends. These last are investments in human capital. They do not 
raise the value of the property; nor are they transferrable if he moves elsewhere. 

These factors, and especially the third, raise the marginal value (MV) of the house to 
the individual—that is, MV (home) > MV (house). Ignoring inflation, the individual would 
be prepared to pay a higher rent (say £125) to stay there, both to protect his investment 
in human capital, and to avoid the substantial transactions costs (search time, removal 
expenses, etc.) of moving elsewhere.8 At a rent of £ 100 he is intra-marginal, and this gives 
the landlord monopoly power,9 though its strength is an empirical question.10 If the 
problem is thought to be serious, the simplest solution is regulation, not via rent 
control but through a tribunal with the power to reduce rents if a landlord exploits his 
monopoly by raising the rent to £125, when new tenancies for similar property are 
fetching only £110. 

In the case of owner-occupiers the assumption of perfect competition applies not only 
to the housing market per se but also to capital markets. As we have seen (equations (14.6) 
and (14.7)), both conditions are essential for tenure neutrality. But capital markets in 
practice may be (and often are) far from perfect—for example, if lending institutions 
refuse loans to all but the safest cases. Intervention could take the form of public provi­
sion of loan finance, or of loan guarantees—that is, the state would indemnify lending 
institutions against losses incurred if an individual defaulted on repayments. Such 
intervention could have equity as well as efficiency advantages. 

THE REMAINING ASSUMPTIONS. Externalities11 arise in several ways. Houses which are struc­
turally unsafe or fire hazards threaten their occupants and neighbours, the fire hazard 
point being recognized in local by-laws as long ago as the Middle Ages. Similarly, 
a house with improper sanitation creates public-health hazards (Chadwick 1842, 

8 On the general topic of mobility in the context of housing transactions costs, see Venti and Wise (1984). 
9 A similar phenomenon can occur with owner-occupiers. An individual buys a house as a marginal decision. Over 

time it becomes a home, and its marginal value to the individual rises, and can often exceed the market price of the house 
(proof: try knocking on people's doors and asking if they would agree to sell their house at its market price plus moving 
costs, etc.). It is therefore iniquitous that governments can compulsorily purchase houses at their market price. Such an 
action steals from the individual the difference between MV (home) and MV (house)—it is a theft of the value of com­
fort, habit, and of the human capital the individual has built up in the locality. Setting measurement problems to one side, 
the equitable compensation for compulsory purchase should in principle be that sum for which the individual would 
agree to move voluntarily. This would include not only the value of the garage which he has added (i.e. physical capital), 
but also his accumulation of human capital. 

1(1 There may be an element of monopoly power in the opposite direction, since landlords also face costs if a tenancy 
changes hands. 

1' See Chapter 4, Section 3.2, and the Appendix to Chapter 4, para. 15. 
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discussed in Chapter 2, Section 1.2). One solution is to subsidize the maintenance of build­
ing standards. But the aim in this case is not so much to encourage building quality as 
to ensure that it does not fall below a minimum level. This might be achieved more 
directly through regulation of minimum standards of individual dwellings. 

A related but different phenomenon is that housing can create a spatial externality. 
This arises in one form if I build a factory in my back garden, which imposes costs on 
my neighbours as an eyesore and a general reduction in the amenities they enjoy. There 
is a conflict between my freedom to do what I like on my land, and the freedom of 
others to be unaffected by my activities. This problem can sometimes be resolved by the 
market, if property rights are unambiguously assigned and enforceable (Coase 1960). 
Another solution is a Pigovian 'eyesore tax', though this faces serious measurement 
problems. The most direct intervention is regulation of land use in the form of zoning 
and planning controls, though with room for disagreement as to their extent—for 
example, should I be allowed to paint my house psychedelic orange? 

A different type of spatial externality arises out of slums. A slum landlord (particu­
larly if subject to rent control) faces incentives to reduce expenditure on his property (see 
Section 4.2), which then deteriorates, thereby reducing the value of surrounding prop­
erty. Slum neighbourhood characteristics generally dominate attempts at improve­
ment by any individual landlord because he cannot find tenants prepared to pay a rent 
high enough to cover the costs of improvement. Once the slum process has started, it tends 
to continue, creating inter alia a public-health problem. Two solutions are possible. 
If the houses are worth saving, subsidies (e.g. improvement grants) can lead to 'gen-
trification' and are therefore justifiable in efficiency terms. If the houses are not worth 
saving, because they are old or their density exceeds minimum standards, regulation in 
the form of planning controls may be appropriate (see Gauldie's (1974: 279-80) 
description of how Birmingham in the nineteenth century purchased both houses and 
factories in areas it wished to improve). 

A further problem, with the same analytical characteristics as externalities, arises if the 
private discount rate exceeds the social discount rate. In such cases, private markets 
tend to under-invest in terms of both quantity and quality. This gives rise to one of the 
few efficiency arguments for financial assistance with housing costs in the form of a 
general price subsidy. 

The issue of public goods12 arises over the provision of parks and open space. 
Though it is possible to practise exclusion (i.e. to charge for admission to parks), the 
marginal cost of an extra user is zero if the park is not full. Thus the efficient price is zero, 
in which case private developers have no incentive to provide the efficient quantity of 
public open space, and may have no incentive to provide any at all. The most direct 
solution, again, is regulation in the form of planning controls—for example, that at 
least x per cent of any development should be public open space. 

Amenities such as sewers, drains, water, and the distribution (though not the produc­
tion) of domestic gas and electricity face increasing returns to scale. If, for example, 

12 See Chapter 4, Section 3.2, and the Appendix to Chapter 4, paras. 13,14. 

371 



Benefits in kind 

electricity is supplied to a particular area, it is obviously cheaper to run a main cable down 
a whole street with a branch to each house than to supply each house separately. The solu­
tion is regulation—in this case that all property developments should include provision 
of these services. 

Before proceeding, it is worth spelling out a number of complexities implicit in earlier 
discussion. First, housing is a heterogeneous commodity, so that there is not a single mar­
ket, but a series of interrelated ones. Secondly, the longevity of housing, and its conse­
quent nature as a capital asset, mean that the operation of the housing market is related 
to the availability of finance, and hence to capital markets. Thirdly there is the problem 
of indivisibilities, both in terms of the 'lumpiness' of much housing expenditure and in 
changing the quality of a given dwelling. Fourthly, changing house can involve sub­
stantial transactions costs in both financial and utility terms. None of these features 
necessarily prevents housing markets from operating efficiently, but they may well pre­
vent them from operating quickly (as shown in the stock-adjustment model in Section 
3.1) and/or may necessitate regulation. Policy design needs to take account of these fac­
tors. For further discussion of the nature of housing, see MacLennan and Gibb (1993). 

The conclusion is that efficiency is likely to be enhanced by regulation in a variety of 
forms; by limited subsidies for specific reasons; and by public provision of loan finance 
or loan guarantees. It should be noted that none of the efficiency arguments points 
towards either public production of housing or state allocation to the individual. 

3.3. Theoretical arguments for intervention 2: Equity 

HORIZONTAL EQUITY raises two issues: access to housing; and access to capital markets. The 
latter can be dealt with briefly. Capital-market imperfections bear disproportionately 
on the lower socioeconomic groups. The problem is less that the poor are charged a 
higher interest rate (which would be justifiable on efficiency grounds to the extent that 
they were worse risks), than that those with lower and/or fluctuating incomes may not 
be able to borrow at any interest rate. Public intervention in the form of loans or loan 
guarantees may therefore be desirable to enhance tenure neutrality for equity as well as 
efficiency reasons. 

Turning to access to housing per se, the crucial assumptions for horizontal equity 
(Chapter 4, Section 4.3) are perfect information (to enable consumers to make rational 
decisions) and equal power (to enable them to enforce those decisions). If these 
assumptions hold, there is little reason for the state to intervene. The question we need 
to ask, therefore, is why the state might wish to encourage or force people to consume 
more or better housing than they would voluntarily choose. Several reasons have been 
suggested. Individuals, it is argued, may not accurately perceive the benefits of housing 
(i.e. an aspect of imperfect information), and may therefore consume less than is 
efficient. If this problem disproportionately afflicts the lower socioeconomic groups, we 
have equity as well as efficiency grounds for intervention. Whether this is in fact the case 
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is an empirical question, and a crucial one. But it can be argued that imperfect information 
is not a major problem with housing—poor people live in sub-standard accommoda­
tion less because they misperceive the benefits of housing than because they cannot 
afford anything better. A second argument is that individuals may accurately perceive 
the value of housing to themselves, but fail to take account of the effects of their deci­
sions on others—for example, the public-health argument. This problem is real and, where 
it affects the poor disproportionately, again gives equity as well as efficiency grounds for 
intervention. 

In either case, what intervention is appropriate? One form involves regulation of 
building standards and of land use generally. Alternatively, the state could seek to 
encourage consumption through subsidies applied either to prices or to incomes. The 
problems of price subsidies for housing (discussed in Section 4) suggest that regulation 
will usually be more satisfactory. 

VERTICAL EQUITY involves intervention either via income redistribution, allowing indivi­
duals to make their own consumption decisions, or through direct transfers of housing. 
Consumption externalities (Chapter 4, Section 4.2) offer one explanation of in-kind 
transfers: the utility of a representative rich individual, R, rises with his own consumption, 
rises with the 'good' consumption (e.g. housing) of a representative poor man, P, but falls 
with P's 'bad' consumption. In this situation, R might agree to an in-kind transfer to P 
of housing worth, say, £1,000, but offer a cash transfer (which might be spent on 'bad' 
consumption) of only £200, in which case both rich and poor might prefer the in-kind 
transfer (see Figure 4.5). 

The rich might also favour this approach for other reasons, including their own self-
interest. They might believe that good housing improves the health and productivity of 
the workforce or that good housing prevents social unrest (Chapter 3, Section 5.3). 
Another argument (discussed by Culyer 1971 b) is that housing is such an important part 
of community welfare that individuals should be compelled to consume at least some 
minimum quantity. This is the 'merit-good' argument (Chapter 4, Section 4.2) in its pure 
form. The poor may prefer direct transfers of housing either because of the generosity 
of the in-kind transfer in comparison with the cash offer they would otherwise receive, 
or because they feel less stigmatized by receiving benefits in kind than in the form of means-
tested cash transfers. For all these reasons it maybe politically easier to transfer housing 
in kind. 

3.4. Types of intervention 

The preceding two sections considered why the state intervenes. This section discusses 
in principle howbest it might do so (i.e. the question of method). 

PURE MARKET PROVISION, according to the theoretical analysis, is likely to be inefficient and 
inequitable. Many of the assumptions necessary for efficiency can fail: landlords may have 
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monopoly power, exposing tenants to potential exploitation; capital markets may be imper­
fect; and housing creates a wide range of external effects. If these problems dispropor­
tionately affect the lower socioeconomic groups, there is also a problem of horizontal 
equity; and, in the absence of redistributive policies, inequalities in the distribution of 
income would lead to wider inequalities in the distribution of housing than most 
people would like. Proponents of a free market for housing (Hayek 1960: ch. 22; Fried­
man 1962: 178-80) pointed to undoubted problems with housing in the UK. They 
were correct in attributing some of them to inappropriate intervention. But advocacy 
of unrestricted markets is implausible; a better solution is not to adopt a 'hands-off' 
policy, but to choose more effective policy instruments. 

MIXED PUBLIC/PRIVATE PROVISION involves the design of a theoretical package of regulation 
and subsidy such that private production and allocation is efficient and equitable. Such 
a scheme (whose policy aspects are discussed in Section 5) would involve the following 
ingredients. 

Regulation on the supply side would include minimum standards, inter alia because 
of the public-health externality; planning of land use (because of spatial and other 
externalities); regulation of professional standards for surveyors and valuers (thus 
improving information about the quality of housing); and regulation of landlords, as a 
counterweight to any monopoly power they acquire in the long run. 

Finance. There is a strong case for public provision of loan finance or loan guarantees 
if capital markets are imperfect, not least to encourage tenure neutrality. In addition, price 
subsidies may be appropriate in strictly limited cases: in the presence of slum-type 
externalities; where there is a divergence between private and social discount rates; and 
possibly on equity grounds if short-run supply inelasticity causes financial hardship 
(though the latter subsidy should be of limited duration). 

The arguments of principle suggest that state intervention along these lines could achieve 
efficiency and horizontal equity. Three major theoretical conclusions emerge. First, 
information problems are not overriding. Individuals (with professional assistance if 
necessary) generally have sufficient information about the quality and price of housing 
to make rational decisions. In the case of housing, much more than with health care 
(Chapter 12, Section 3.1), one can argue that consumer sovereignty is useful. Secondly, 
there is an efficiency justification for general price subsidies only if the private discount 
rate is thought to be inefficiently high. Together with the first point, this suggests power­
ful advantages if prices are kept at their efficient level, p* in Figure 14.1, and vertical 
equity aims pursued through cash transfers (Chapter 4, Section 7.2).13 Thirdly, the 
theory offers no efficiency justification for public production of housing (as opposed to 
regulation of private supply). This is not an argument against public production. But, 
taken together with the previous two points, it suggests that the aims set out in Section 
2 are more likely to be achieved if housing is allocated via efficient prices, supported 
by income transfers. If untied cash transfers are politically unacceptable, or if the untied 

13 Though see note 6 above. 
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transfer necessary to raise the consumption of housing to the desired level is too expen­
sive, cash transfers could be tied to expenditure on housing. The kernel of the argument 
is its suggestion that the UK's housing difficulties are not a market-allocation problem but 
an income-distribution problem. In other words, as argued in Sections 4 and 5, the tech­
nical nature of housing makes it more like food than like health care. 

PUBLIC PRODUCTION AND ALLOCATION to the individual at a zero or subsidized price (i.e. less than 
p* in Figure 14.1) are theoretically defensible for health care (Chapter 12, Section 3.3). 
Precisely the same theoretical considerations suggest that this approach is unlikely to 
work well with housing. First, there are problems with allocating accommodation to 
individuals by administrative decision. When faced with efficient prices, consumers are 
likely to make better decisions than housing administrators for two sets of reasons: 
because they have better information about their own tastes and requirements; and be­
cause tastes about housing vary widely across individuals. Both aspects contrast sharply 
with health care (Chapter 12, Section 3.1). 

A second problem arises if prices are inefficiently low. Unless the demand for hous­
ing is completely price inelastic, any subsidy of rents/prices greater than justified for effici­
ency reasons (e.g.pl instead of p* in Figure 14.1) will raise demand to Q,. One or both 
of two consequences follow: if supply increases to Q„ the result is a housing stock 
larger than the efficient quantity/quality Q*; and, if it remains at Q*, the result is excess 
demand—for example, waiting lists, immobility and/or homelessness, as discussed in 
Section 4. 

The theoretical arguments therefore suggest that a strategy of public allocation of hous­
ing by administrative decision at a subsidized price will be inefficient and inequitable. 

4. Assessment of UK housing institutions 

4.1. Institutions 

Public intervention in housing is far-reaching and diverse. It involves regulation, 
subsidy, and public production and allocation, though with considerable variation 
between different types of tenure—owner occupation, the local-authority rental sector, 
housing associations, and private rented accommodation. Because of the complexity of 
these institutions it is impossible to give a comprehensive picture (see the Further 
Reading). This section seeks to sketch out the main institutional features. Section 4.2 
assesses the extent to which different parts of the housing market meet the aims discussed 
in Section 2; the housing market as a whole is discussed in Section 4.3. Throughout, hous­
ing is taken to include flats, apartments, etc. 
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HOUSING AS A WHOLE 

THE HISTORICAL BACKGROUND is probably more relevant in housing than to any other part of 
the welfare state. Government involvement at a national level began in the second half 
of the nineteenth century (Chapter 2, Section 1.2) mainly out of concern with public health. 
Legislation established two powers: to set minimum standards for new houses, and to 
demolish unsafe or unhealthy dwellings. These simultaneously increased the cost of 
housing and reduced its supply. As a result, many families could not pay the market rent 
of minimum standard accommodation.14 The main response in the nineteenth cen­
tury was private philanthropy. 

By the early twentieth century this approach was increasingly regarded as unsatis­
factory. Two solutions were discussed: provision by local authorities of housing for the 
poor at subsidized rents; and income subsidies for the poor. The latter policy com­
manded little support at the time, partly for ideological reasons and partly for lack of a 
suitable administrative structure to distribute income transfers. The Housing and 
Town Planning Act 1919 (the Addison Act) imposed on local authorities the duty of re­
medying housing deficiencies in their area (Chapter 2, Section 3.1). Wartime exigencies 
had already led to the imposition of rent controls in 1915. The rejection of income sub­
sidies at a time of acute housing shortage thus led over a four-year period to the adop­
tion of two sets of policies: rent (i.e. price) subsidies in the form of rent control, and public 
provision of housing. These policies continued in various forms during the inter- and 
post-war periods. 

CENTRAL- AND LOCAL-GOVERNMENT RESPONSIBILITIES. Central-government policy is formulated 
by the Department of the Environment. Housing itself is provided by local authorities, 
housing associations, and private landlords (for rent) and by private builders (for pur­
chase). Local authorities have a general responsibility for meeting housing need in their 
area, including the clearance of individual unfit dwellings, the exercise of planning 
controls to enforce minimum standards, and the building, managing, and letting of 
housing. 

PLANNING of the quantity, quality, and location of housing is conducted by local author­
ities in consultation with central government. Once an overall plan has been approved, 
its detailed implementation is the responsibility of the local authority. Any proposal to 
construct a new development or modify an existing one must be approved by the local 
authority. Unsuccessful applicants can appeal to the Minister, who has the power to 
reverse local decisions. 

PUBLIC EXPENDITURE on housing in 1996/7 (Table 14.1) was £4 billion. That figure, how­
ever, is very narrow. It omits income transfers like housing benefit (Table 7.5) and also 

14 See the evidence presented in UK Royal Commission on the Housing of the Working Class (1885). This was, and 
still is, the last Royal Commission on housing in the UK, though see National Federation of Housing Associations (1985) 
(and its follow-up, Inquiry into British Housing 1991) for a non-governmental attempt, chaired by HRH The Duke of 
Edinburgh, to fill the gap. 

376 

Table 14.1. Public expenditure on housing, UK, 1996 /7 (est.) (£m.) 

14. Housing 

Central-government subsidies to local authorities 1,051 
Other central-government subsidies 221 
Other housing and central-government administration 1,915 
Support for social housing 279 
Housing corporations 51j) 

TOTAL HOUSING 3,985 

Source: UK Treasury (1997: table 3.5). 

Table 14.2. Public expenditure (more broadly defined) on housing, UK, 1996 / 7 
(est.) (£m.) 

Current spending 
General current subsidies 
Housing revenue account (surplus) 
Other current spending 
Net current spending3 

Capital spending 
Gross spending, local authorities 
Gross spending, housing associations 
Capital receipts 
Net capital spending3 

Housing benefit 
Local authority tenants 
Other tenants 
Mortgage interest 
Northern Ireland 
Total housing benefit 

Other 
Mortgage interest tax relief 
Capital gains tax relief on main residence 
Other 

TOTAL PUBLIC EXPENDITURE ON HOUSING 

682 
-1,194 

397 

3,160 
1,836 

-2,279 

5,499 
5,743 

927 
254 

2,634 
2,000b 

242/ 

-115 

2,717 

12,423 

4,876 

19,901 

3 Great Britain. 
b Estimated figure. 
c Net current and capital spending in Northern Ireland. 

Source: Hills (1998: table 5A.1), which includes data back to 1973/4. 

implicit spending in the form of tax concessions to owner-occupiers (i.e. tax expendi­
tures, discussed in Chapter 7, Section l.l).15 Table 14.2 gives a more complete picture. 
Net current spending has essentially fallen to zero; capital spending, after deducting 
capital receipts (mainly from selling public housing), was £2.7 billion. Housing benefit 
(Chapter 10, Section 1), somewhat over £12 billion, is now the dominant government 
intervention in the housing market, representing a major shift over the years from 
general subsidies (i.e. subsidized rents) towards income transfers. Tax advantages for 

15 It also omits the transfer to tenants resulting from rent control, which exemplifies a more general phenomenon— 
regulation as a form of implicit taxation/expenditure; for an analysis, see Prest (1985). 
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owner occupiers, albeit declining, remain substantial. Mortgage interest relief in 1996/7 
was £2.6 billion. Thus total public spending on housing was around £20 billion (for fur­
ther discussion, see Hills 1998). Given this vast expenditure, what has been achieved? 

THE QUANTITY AND QUALITY OF HOUSING. Since the 1970s there has been no general housing short­
age (Hills 1998: table 5.9). Average housing conditions improved unambiguously. The 
numbers living at high density (one or more person per room) fell from 22 per cent of 
the population in 1971 to 13 per cent in 1994 (Hills 1997:68). As discussed later, how­
ever, these gains have not been spread evenly: people on low incomes continue to face a 
greater likelihood of living at high density and there are more people living on the 
streets. 

TENURE patterns shifted dramatically. Between 1950 and 1995, owner occupation rose from 
30 per cent to 67 per cent of all houses, while renting from private landlords fell from 52 
per cent to 9 per cent. Local-authority lettings, having peaked at over 30 per cent, were 
under 20 per cent in 1995 (Hills 1998: table 5.11). As discussed later, tenure has become 
increasingly polarized. 

Because the tenures are organized so differently, they are discussed separately, using 
the same four heads as health care and education (see also Table 4.1)—production, the 
aggregate-production decision, the individual-consumption decision, and finance. 

THE OWNER-OCCUPIED SECTOR 

PRODUCTION of owner-occupied housing is by private individuals or property developers, 
subject to planning controls, and to considerable regulation of minimum standards of 
design and materials. The aggregate production decision is private, though again tem­
pered by the need to obtain planning permission and by more general land policies. 

THE INDIVIDUAL-CONSUMPTION DECISION is private in the sense that individuals can choose 
which house they want to buy. But decisions are generally constrained by the availabil­
ity of mortgage finance, which, as we shall see, is a greater problem for some people than 
others. 

FINANCE for house purchase is generally private, though with subsidies through tax relief. 
Those subsidies have declined over the years.16 Prior to 1976 all interest rates were 
deductible at the individual's full marginal tax rate, thus giving the greatest benefit to those 
(a) with larger mortgages and (b) paying higher tax rates. Such an arrangement was 
highly regressive: the best off, facing high tax rates (as high as 83 per cent on earnings in 
the 1970s), were given almost interest-free loans. By 1998 individuals could deduct only 

16 Both the quantity of interest and the rate at which it can be deducted have fallen. Tax relief was restricted to the 
first £25,000 of any mortgage in 1976 and raised to £30,000 in 1983, at which level it has since been frozen. Tax relief was 
restricted in 1991 to the then basic rate of income tax of 25%, and thereafter reduced in stages to 15% in 1995/6 and to 
10% in 1998/9. 
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10 per cent of their interest repayments on the first £30,000 of a mortgage, with equiv­
alent assistance to individuals below the tax threshold.'7 With a 10 per cent interest rate, 
tax relief is rather like a lump-sum subsidy worth £300 per year. As discussed in Section 
5, phasing out mortgage interest relief, representing a movement from price subsidies 
towards income subsidies, is entirely desirable. A second tax advantage is that no 
capital-gains tax is charged on the increase in the real value of an individual's main res­
idence (for discussion of the taxation of housing, see Hills 1991: chs. 11,12). 

These reliefs require explanation. Businesses pay tax on their net profits. Analog­
ously, a landlord pays tax on his net rent—that is, the excess of gross rent receipts over 
total costs, including maintenance and repair costs and any interest costs on borrowed 
money. Historically, if the landlord rented the house to himself (i.e. was an owner-
occupier), he would pay tax on a similar sum. He would have imputed to him the gross 
rent he would receive if he rented the house to someone else; from this he could deduct 
maintenance costs and mortgage interest payments. So long as an owner-occupier paid 
tax on this imputed income, it was entirely proper for mortgage interest to be 
deductible. But over time the income imputed to individuals was eroded, partly by 
inflation, partly because rent control made it difficult to estimate market rents, and 
partly because the tax was politically unpopular. It was abolished in 1962. It is thus open 
to debate whether the transfer to owner-occupiers is the deductibility of mortgage 
interest or the non-taxation of imputed housing income. Whichever measure of tax 
advantages is used, owner-occupied housing is favourably treated—though less so than 
formerly—relative to other forms of saving, with important implications for tenure 
neutrality (see Section 4.3, point 23). 

These tax advantages are a form of price subsidy. In addition, housing benefit 
(Chapter 10, Section 1) offers poor homeowners an income subsidy. 

LOCAL-AUTHORITY HOUSING 

PRODUCTION. Local-authority housing is publicly designed and planned, though its con­
struction maybe contracted out to private builders. The aggregate production decision 
rests in principle with local authorities. The size of the sector has declined sharply since 
1980 as a result of deliberate policy—notably because the Housing Act 1980 gave ten­
ants the right to buy at a discount the local-authority property in which they lived. 
Between 1980 and the mid-1990s about 1.7 million local-authority dwellings were sold 
this way, representing about one-quarter of the 1980 stock (see Forrest and Murie 1990; 
Hills 1991). 

THE INDIVIDUAL-CONSUMPTION DECISION. Local authorities have a statutory duty to meet hous­
ing need. Families signal their demand by asking to be put on an authority's waiting list. 
In practice, however, few people are able to acquire a local-authority tenancy unless 

17 This is administratively simple. An individual who pays £ 100 gross mortgage interest sends the lender £90; the lender 
receives the remaining £10 from the tax authorities. 
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they are homeless. In large measure, therefore, the individual-consumption decision is 
beyond both the individual and the local authority 

FINANCE. Historically, the rent of tenants in local-authority housing was heavily subsidized. 
The details, however, are a morass which will be touched on only briefly (for fuller dis­
cussion, see Hills 1991: ch. 7, and Glennerster 1997: ch. 13). Each local authority has a 
Housing Revenue Account, which shows all expenditure and revenue on a cash-flow 
basis, including interest payments on past loans, and subsidies from central and local gov­
ernment. In the past, there was a requirement that the account should balance on a cur­
rent basis, with important implications: by'pooling' its rent income a local authority could 
spread the high costs of new building across the whole of its housing stock; similarly, the 
interest charges to the Housing Revenue Account were the average 'pooled' interest 
rates paid by the local authority on its historical borrowing. Rents in a given local 
authority therefore depended on two factors: the average age of the housing stock 
(which determined the historic cost of building, and hence interest charges); and the extent 
of subsidy from central and local government. 

Alongside price subsidies, local-authority (and private) tenants are eligible also for 
housing benefit (Chapter 10, Section 1), i.e. an income subsidy. The basic idea, in the 
words of an earlier debate, is 'to subsidize people rather than houses'; poor tenants in 
local-authority and private rented accommodation receive assistance in paying their rent. 
Such assistance is higher the lower the family's income, the higher its housing costs, and 
the larger the family size. 

Local-authority housing subsidies were reformed in 1990 under the 1989 Local 
Government and Housing Act. Two changes stand out: each local authority's Housing 
Revenue Account was 'ring fenced', so that local authorities could no longer subsidize the 
Account from other sources; and the calculation of central-government grant was 
changed so as to reduce the advantage of local authorities with an older housing stock. 
The overall result of the changes was twofold. First, subsidies to different local author­
ities became somewhat more systematic: subsidies were divided into a housing-benefit 
element covering the cost of income subsidies to poorer tenants, and a housing element 
covering the cost of price (i.e. rent) subsidies. Secondly, the extent of price subsidy 
declined from around 44 per cent in the later 1970s to 15 per cent in the later 1980s (Hills 
1991: table 3.3), continuing to decline over the 1990s (as Table 14.2 shows, current 
spending had fallen to zero by 1996/7), tipping the balance from general subsidies 
towards subsidies to individuals. Section 5 argues in favour of such a substitution of income 
subsidies for price subsidies. 

HOUSING ASSOCIATIONS 

Governments from the 1960s onwards sought to diversify sources of housing for 
poorer tenants. 
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PRODUCTION. Housing associations are in some ways intermediate between public and 
private housing—another example of a private institution acting, in effect, as an agent 
of the state. In theory, therefore, the production decision is private, though in practice 
heavily constrained by the availability of finance and, for older housing, by decisions by 
a local rent officer. The Conservative governments of the 1980s sought to tip the balance 
towards housing associations as the main providers of low-rent accommodation. By 1995/6, 
some 136,000 households lived in housing-association accommodation, compared 
with 415,000 in local-authority dwellings (UK DoE 1997: figure 2b). 

THE INDIVIDUAL-CONSUMPTION DECISION. In principle the individual-consumption decision is 
private, in that individuals are free to apply for housing-association accommodation. 
As discussed in Section 4.2, however, rent subsidies lead to excess demand. Thus the 
individual-consumption decision maybe frustrated. 

FINANCE, like that of local-authority housing, is complex. In 1974 a housing-association 
grant was established to offer capital grants to housing associations at the start of a 
new scheme. The amount of this Housing Association Grant (HAG) was calculated to 
reduce interest repayments on new housing to a rent fixed by a local rent officer. In the­
ory the idea is to pay the rent subsidy not as current spending (as with local-authority 
housing) but through an endowment which pays the subsidy in perpetuity. The strate­
gic flaw in the system was that calculations were based on nominal values prevailing at 
the time the capital grant was made, so that, as prices rose, the real rent fell below those 
for comparable dwellings in other sectors. 

The Housing Act 1988 sought to rectify the problem by changing the basis on which 
the grant was calculated. In particular, from 1989 the capital subsidy became a fixed pro­
portion of the total cost of housing, with private capital intended to cover the rest.18 Rents 
are fixed not by a rent officer but by the housing association itself. These arrangements 
apply to activities from 1989 onwards, those in the previous paragraph to pre-1989 
activities. Thus the extent of capital subsidy depends on the historical accident of when 
the house was built. For further detail, see Hills (1991: ch. 8) and Glennerster (1997: 
ch. 13). 

THE PRIVATE RENTED SECTOR 

PRODUCTION of new housing for private rental is in principle decided by property devel­
opers, subject to planning controls and regulation of minimum standards. Total supply 
is determined privately, including decisions about building new rental property, and also 
whether new or existing stock is used for private rental or sold for owner occupation. 

THE INDIVIDUAL-CONSUMPTION DECISION is private in the sense that individuals can choose 
whether to seek a private tenancy. But choices are severely constrained by the 

18 Since 1988 there has been about £10 billion of private investment in social housing (UK DoE, 1997: para. 2.13). 
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availability of such accommodation, for which, as we shall see, there has been consider­
able excess demand in some areas. 

THE FINANCE of private rented accommodation is private, subject to two major qualifi­
cations: poor tenants are eligible for housing benefit as described above; and private ten­
ancies starting before 1988 still offer security of tenure and are subject to rent control. 
Rent control was first introduced in 1915. Its history and institutions are complex (see 
Chapter 2, Section 3.1, and the Further Reading). Two points are crucial: rent control is 
an implicit price subsidy; and it is not financed by the taxpayer, but is a transfer from land­
lord to tenant. Since 1988 new tenancies have been deregulated. 

CONCLUSION 

A key conclusion is the historical pervasiveness of subsidies. The first point is their scale. 
From Table 14.2, public expenditure (including tax expenditures) onhousingin 1996/7 
was about £20 billion (expenditure on the National Health Service in England was £41 
billion (Table 12.1)). Secondly, much of this expenditure historically was on price sub­
sidies, though the balance between price subsidy and income subsidy tipped substan­
tially after 1980. The analysis of Section 3.2 suggests, in strategic terms, that such a move 
was desirable. 

There is no general housing shortage; and housing quality has improved. Yet many fam­
ilies live in poor housing, and homelessness is a growing problem. This suggests that the 
housing stock is misallocated, causing both inefficiency and inequity. The next two 
sections seek to explain how this has come about. 

4.2. Problems in individual parts of the housing market 

This section is concerned not with the detailed workings of different parts of the hous­
ing market, but with the overall pattern. The conclusion is that the substantial problems 
of the system conform strikingly with the predictions of economic theory. 

THE OWNER-OCCUPIED SECTOR has major efficiency problems. 

1. Under-occupation. Price subsidies to owner-occupiers, mainly in the form of tax 
reliefs, lead to over-consumption and under-occupation. The theory is simple. If house 
prices arep, rather thanp* in Figure 14.1, demand will be Qp greater than the efficient 
quantity/quality, Q*, unless price elasticity is zero. As an empirical matter this is not the 
case: though not without their econometric difficulties, estimates agree that the elastic­
ity of housing demand is greater than zero with respect to both prices and incomes 
(Byatt et al. 1973: ch. 2; King 1980). Furthermore, since the subsidy is paid out of tax 
revenues (rather than by private builders), supply will increase to Q{. In practical terms 
the main effect is over-consumption. People tend to live in larger/higher-quality hous-
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ing than they would if prices were set at p*. This is partly because at a subsidized price 
they choose to consume more housing services (a consumption motive). There is also 
an asset motive, to the extent that housing is treated more favourably than other forms 
of private asset accumulation. The result, historically, has been a tendency to under-
occupation. Though the incentive is now weaker for new house-buyers, the effects of past 
housing decisions remain. 

2. Tax reliefs artificially raise the return to housing. Housing was formerly treated 
more favourably than other forms of saving available to individuals; thus a dispropor­
tionate share of limited savings was attracted to housing finance. The effect has been reduced 
by reducing the tax advantages to housing and also through tax concessions for other 
forms of saving. 

There are also serious equity criticisms. 

3. Access to mortgage finance is unequal. Lending policies of building societies and 
banks generally exclude individuals with low or irregular earnings and those without 
sufficient savings to pay the initial deposit on a house. This disproportionately affects 
the lower socioeconomic groups, thereby causing inefficiency, and also inequity which 
is only partially mitigated because many local-authority tenants have been able to buy 
the property they formerly rented. The result is a housing market which is largely seg­
mented, with poorer families restricted for the most part to rented accommodation. 

4. The tax reliefs to owner occupation are regressive. Individuals with higher incomes 
generally have larger mortgages. In the past they also received tax relief at a higher rate. 
In 1983/4, mortgage interest relief was nearly twelve times as high, on average, for 
mortgage-holders with incomes over £20,000 per year as for those with income under 
£5,000 {Hansard, 3 Feb. 1984). In 1989/90 tax advantages continued to be higher for the 
best off (Hills 1991: ch. 14). The reduction in this type of tax advantage over the 1990s 
(note 16) greatly reduced such regressivity. Capital-gains tax relief is also regressive: 
individuals with higher incomes tend to own larger houses and so make larger capital 
gains. Prima facie both forms of tax relief go mainly to the better off. 

5. Tax capitalization. A partial counter-argument to the regressivity of tax reliefs is 
that they are capitalized. As a result, house prices are higher than they would otherwise 
be, thereby depriving owner-occupiers of the benefit of the tax concessions. The argu­
ment is best illustrated by example. Suppose that mortgage repayments consist only of 
interest, and that an individual wants to buy the largest house she can afford with mort­
gage repayments of £400 per month. In a world with no tax reliefs, suppose she can buy 
a house costing £100,000. If tax relief at 50 per cent is introduced, she can now afford 
monthly repayments of £800 (because the government pays half), and so can buy a 
house costing £200,000. But if the supply of housing is totally inelastic, her extra pur­
chasing power (together with that of other similarly placed individuals) will double 
house prices, leaving her in exactly the same position as before. Thus the introduction 
of tax relief does not benefit new house-buyers, but only existing homeowners, who make 
large capital gains. 
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In practice, however, the long-run supply of housing is not completely inelastic, so house 
prices in the previous example would not rise by 100 per cent. Thus tax reliefs do benefit 
owner-occupiers, though probably by less than the tax expenditure figures suggest.19 The 
regressivity argument therefore stands. A different argument follows from the observa­
tion that the real burden of income tax rose fairly steadily from 1948 until the mid-
1980s. This suggests that an increasing amount of tax relief has been capitalized, an 
argument strengthened by the gradual erosion and eventual abolition of the taxation of 
imputed income. As a result, the tax system can be argued to have exerted not a once-
and-for-all effect on house prices, but a fairly steady upward pressure. The effect has been 
to confer capital gains on earlier house-buyers at the expense of more recent purchasers 
who have experienced, at worst, a decline in house prices in response to the decline in 
their tax advantages. 

The conclusion on vertical equity is that various tax reliefs worth some £4.5 billion in 
1996/7 have benefited mainly the better off, though probably by less than the figures in 
Table 14.2 suggest; and to the extent that capital gains have accrued disproportionately 
to earlier buyers, redistribution has also been arbitrary. 

LOCAL-AUTHORITY AND OTHER SOCIAL HOUSING. In efficiency terms there is little theoretical 
justification for price subsidies (Section 3.2). Yet local-authority rents in the early 1970s 
covered on average only 40 per cent of the historic cost of housing. As Table 14.2 shows, 
that is no longer the case, but problems still arise as an inheritance of the old system. 

6. Subsidized rents lead to over-consumption/under-occupation. If rents are shown 
bypi < P* m Figure 14.1, people will wish to consume quantity/quality Qx > Q*. Local-
authority and housing-association tenants will demand a larger/higher-quality house 
than they would if they had to pay an efficient rent,p*, which reflects the marginal social 
cost of housing. The crucial point for efficiency (given that demand, empirically, is 
price elastic) is that the marginal cost of rented accommodation should bep*. Since admin­
istrative allocation is not, in practice, fully efficient (see point 10 below), subsidized 
rents create an incentive to over-consumption/under-occupation. 

7. Excess demand. As another aspect of the same problem, subsidized rents lead to excess 
demand for housing from local authorities and housing associations, thereby con­
tributing to overcrowding (usually in the other sectors) and to homelessness.20 If rents 
in Figure 14.1 are shown byp„ people will demand Q r If local authorities increased 
the supply of housing to Qj demand would be satisfied, but only at the expense of over­
investment in housing (since Qx > Q*). In practice this has not happened. As a result, 
there is excess demand, as manifested by waiting lists in most areas; people want local-
authority or housing-association accommodation (or want larger or higher-quality 
housing) but are unable to obtain it. Frequently they are unable to move into the 

19 If supply is not totally elastic, landowners and property developers will also benefit from the tax concessions. 
20 A rough association has been remarked between administrative allocation schemes and homelessness, and 

between market allocation and overcrowding. 
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owner-occupied sector, because they cannot afford to do so, and/or because of inequal­
ities in access to mortgage finance (point 3 above); nor can they always find suitable pri­
vate rented accommodation; before 1988 because rent control led to excess demand in 
that sector (point 15 below), since then because of the cost of unregulated tenancies. Two 
results follow. Families who already have social housing but want more spacious 
accommodation (e.g. because their family has grown) suffer overcrowding; and fami­
lies still on the waiting list suffer from low-quality (often private rented) accommoda­
tion and/or from overcrowding (e.g. if they are living with family or friends), or from 
homelessness (which almost doubled between 1979 and 1995), temporary accommo­
dation, or sleeping in the street (Hills 1998: table 5.10). 

Points 6 and 7 taken together show that (unless there is over-investment in housing, 
i.e. Q[ in Figure 14.1), inefficiently low rents can simultaneously cause underoccupation, 
overcrowding, and homelessness. The proponents of price subsidies had unimpeachable 
aims; but the method they chose is questionable, to say the very least. 

8. Labour immobility is a further consequence of excess demand, in that existing ten­
ants may be unable to take up work in a different locality because they would have to go 
on the waiting list in the new area. Immobility is reinforced, for the reasons given in point 
7, by the inability of many local-authority tenants to find accommodation in other sec­
tors of the housing market. Lomas (1974) and Shankland etal. (1977) describe how unem­
ployed people in local-authority housing in Inner London were unable for this reason 
to move to areas with better job prospects. A more general study by Hughes and 
McCormick (1981) concluded that local-authority tenants had lower migration rates 
(except for moves within a locality) than owner-occupiers. 

9. Hard-to-let property results largely from charging rents on the basis of'pooled' 
historic costs (Section 4.1). Its existence is telling evidence that not only absolute rents, 
but also rent differentials for different properties were inefficiently small. Efficiency 
requires that if house P ('penthouse') is four times as attractive as house T ('terrace') in 
terms of quantity and quality, then its rent should be about four times as high. Because 
of rent pooling this is not the case in many localities. Furthermore, a family on the wait­
ing list knows that, if it accepts house T, it is unlikely subsequently to be able to transfer 
to P. For this reason, and because the rent of T is not sufficiently lower than the rent of 
P, the family is likely to refuse T in the hope of later being offered P. Consequently, T is 
hard to let. This occurs only because rent relativities are inefficiently small. In the 
owner-occupied sector, in contrast, relative prices are determined by the market, even 
if absolute prices are subsidized. Thus long-run problems of hard-to-sell are minimal. 

Local-authority housing and other social housing can also cause inequity. 

10. Access to social housing in a given area can be arbitrary. The first source of the prob­
lem is the imperfect knowledge of housing administrators, who cannot have complete 
information about the circumstances of individuals on the waiting list. Inequity arises, 
secondly, if housing allocation is influenced by extraneous considerations like racial 
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prejudice; and some survey evidence suggests that the least desirable local-authority 
housing tends to be occupied by the most disadvantaged people (P. Harrison 1985). A 
third source of mismatch between need and housing allocation arises over time. A needy 
family in the past may quite properly have been given local-authority housing; but if the 
family's income rose substantially over the years, it was possible neither to evict it nor to 
raise its rent to an efficient level.21 

Local-authority and other social housing can thus fail to be allocated to those in 
greatest need. The result is arbitrariness, and hence horizontal inequity. Because of 
excess demand, the system benefits those who obtain social housing at the expense 
of those on the waiting list, with no guarantee that the former group is necessarily the 
more needy. 

11. Regional inequality in access to social housing arises because waiting lists vary by 
region. Some authorities, for historical reasons, have a large housing stock, but demand 
may be relatively low, e.g. because of out-migration. Elsewhere the situation is reversed. 
Thus it is easier to obtain local-authority housing in some parts of the country than in 
others. 

12. Redistribution via price subsidy has been arbitrary in at least three ways. Consider 
two areas A and B. A's housing stock for historical reasons is older than B's but of equal 
quality. The determination of rents on the basis of historic cost implies that rents in A 
will be lower than in B, even if tenants in the two areas have the same average income. 
To that extent, redistribution is thus arbitrary by region. Secondly, within a given area, 
the fact that housing costs are pooled can imply, depending on the precise method of rent-
setting, that tenants in newer (and hence higher-cost) housing are subsidized by those 
in older accommodation. The result of these two effects is that redistribution by income 
level can easily be arbitrary. The move away from price subsidies towards income sub­
sidies described in Section 4.1 has reduced this form of arbitrariness: in the late 1980s, 
low-income tenants benefited most (because of the importance of housing benefit); 
above the lowest incomes, the distribution of subsidy varied little with income (Hills 1991: 
figures 14.1,14.3). Finally, because there is excess demand, families with local author­
ity or housing association tenancies benefit at the expense of those on the waiting list. 
The overall result has been described as redistribution by luck. 

13. Redistribution via income subsidies is progressive. Housing benefit is paid to low-
income families, and is withdrawn as family income rises. 

The conclusion is that the shifting balance from price subsidies towards income sub­
sidies will act over time to improve vertical equity. 

THE PRIVATE RENTED SECTOR. Many problems in this sector can be attributed to rent control 
(a form of implicit price subsidy), and to the fact that many individuals in regulated ten­
ancies enjoy security of tenure. 

21 For a particularly lurid example of the problem which used to exist, see 'Council House Tenant's Rolls-Royce', The 
Times, 10 Feb. 1983. 
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14. Rent controls lead to over-consumption/under-occupation. The argument is simi­
lar to that in point 6. Rent control reduces rents top, <p* in Figure 14.1. Since demand 
is price elastic, people consume more and/or higher-quality accommodation, Qp than 
they would at the efficient rent, p*. The result, for tenants who are able to find regu­
lated private rented accommodation, is over-consumption/under-occupation. At a 
minimum it is likely to reduce the downward adjustment which would normally be 
expected in the later stages of a family's life cycle. 

15. Excess demand is a related consequence which aggravates overcrowding and 
homelessness. The argument is similar to that in point 7. Assume for the moment (the 
assumption is relaxed in point 16) that the supply of rented accommodation is Q*. If 
rents in Figure 14.1 are shown bypp people will demand Q , > Q*. The result is excess 
demand. Many families want private rented accommodation (or want larger/higher-
quality accommodation) but are not able to find any. Frequently they are not able to move 
into the owner-occupied sector because of unequal access to mortgage finance etc. 
(point 3), nor into social housing because of the existence of waiting lists (point 7). 
Thus individuals who already have private rented accommodation, but want more 
space as their family grows, experience overcrowding; and families without accommo­
dation may suffer homelessness. 

The previous two points are accentuated by the fact that the price subsidy implicit in rent 
control is paid not from public funds, but by the landlord. This can have two effects. 

16. Reduction in quantity supplied. The standard argument is that if controls reduce 
rents fromp* top, in Figure 14.1, landlords will respond by reducing the supply of pri­
vate rented accommodation from its optimum level, Q* to Q2, thereby accentuating 
excess demand. This argument is naive even in theory. A more realistic picture is given 
by the stock-adjustment model in Section 3.1 (see Figure 14.2). Suppose that the mar­
ket rent in long-run equilibrium isp*. If demand increases from Dl to D2, the short-run 
equilibrium rent rises to p,. In the absence of rent control, new houses are built at a more 
rapid rate, qx in the right-hand part of the diagram, a process which continues until the 
total stock has increased to Q** restoring equilibrium rents top*. If rents, instead, are 
held atp2, new construction will be slower (q2 in the right-hand diagram), but in the long 
run the housing market still returns to equilibrium, restoring rents top*. The theoreti­
cal conclusion, therefore, is that rent controls do not reduce long-run supply so long as 
controlled rents exceed the long-run equilibrium (though not necessarily the short-run 
equilibrium). Only if rents are held below their long-run equilibrium, p*, does the 
conclusion of the naive model hold. 

Empirical investigation is complex and hampered by data problems. But there is 
consensus that for most (though not all) of the period since 1915 rents have been held 
below their long-run equilibrium; and that this has acted to reduce the supply of private 
rented accommodation, but is not the sole explanation of the dramatic decline in the 
private rented sector. 
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Fig. 14.3. The effect of rent control on the quality of housing 

17. Reduction in quality supplied. The fact that rent control is a subsidy from land­
lord to tenant is argued also to have reduced the quality of private rented accommoda­
tion below its optimum. The theoretical argument is shown in Figure 14.3.22 A house yields 
a flow of services, of which some are fixed (e.g. its size) and some variable (its state of 
decoration and repair); taken together these services determine quality. The price of each 
unit of service, v, is measured on the vertical axis, and their quantity, R, on the horizon­
tal axis. When the rental market is in long-run equilibrium, the market rent, p*> is 
shown in Figure 14.3 by the rectangle Ov*aR*, i.e.p* = v*R* shown at point a. If rents 
are restricted topl <p*, the landlord's receipts are reduced to the rectangle OvxbR*> and 
the implied price per unit of service to vx as shown at point b. 

A possible response by landlords, while observing the restriction of their receipts to 
pv is to reduce costs and hence to increase their profits by reducing the quality of the house 
by cutting expenditure on repairs and maintenance. The line bed is a rectangular hyper­
bola; it therefore shows all combinations of v and R which yield the same revenue (i.e. 

22 This approach is taken from Culyer (1980: ch. 10). 
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rent) as the rectangle OvxbR*. Suppose the landlord reduces quality to R2. His receipts 
are shown by the rectangle Ov*cR2 = OvxbR*. However, at this implied price per unit of 
service, v*, there will be excess demand (at price v*, demand will be R*, supply R2). The 
market-clearing quantity is £3, with an implied price per unit of service v2. The landlord 
can obtain his required return at any price at or above v*, hence at any quality at or 
below R2. If legislation on minimum standards prevents him from lowering quality to 
.R3 (but allows him to lower it below R2), he will still obtain his required return, but there 
will be excess demand for rented accommodation. 

The theoretical conclusion is that rent control creates incentives to reduce the 
quality of housing, but the reduction in quality may not prevent excess demand. 
Empirically, the average quality of housing in the private rented sector is dramatically 
lower than in the other tenures, the prevalence of dwellings which are unfit, lacking 
in amenities, or in serious disrepair being markedly higher than for other tenures (Hills 
and Mullings 1990: table 5.19). Though causality is hard to establish, there is a strong 
implication that rent control has been a contributory, though not necessarily the only, 
factor. 

18. Labour immobility is a consequence of rent control to the extent that it creates excess 
demand. A tenant who leaves a controlled property may find no accommodation at a 
similar rent, and is therefore less likely to move. This reinforces the immobility caused 
by local-authority waiting lists (point 8 above), though its quantitative magnitude is small­
er, partly because the sector is smaller, and partly because relatively few people in the con­
trolled private rented sector are members of the labour force. 

Equity effects can be listed more briefly. 

19. Access to regulated tenancies is arbitrary, first, because only people whose ten­
ancy pre-dates the 1988 Act benefit from controlled rents. In addition, it was the most 
needy who found it hardest to obtain such accommodation. Because of security of 
tenure, landlords chose tenants so as to minimize risk, which tended to exclude those who 
imposed the greatest costs. These, disproportionately, were people in greatest housing 
need—for example, large families with low incomes, and individuals with personal 
handicaps. 

20. Minimum standards are enforced least in private rented accommodation, whose 
average standard (point 17) is lower than in the other sectors. This quality differential 
disproportionately affects the lowest socioeconomic group (point 25). 

21. The redistributive effects of rent control may be arbitrary. Not all landlords are rich 
and not all tenants poor. The transfer from landlord to tenant can therefore be distri-
butionally arbitrary in individual cases, even though on average it is probably progres­
sive because most tenants in the regulated rental sector are poor. 

22. Redistribution via income subsidies, as with local-authority housing, is pro­
gressive. 
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4.3. Housing as a whole: 
Tenure neutrality and the distribution of housing 

This section discusses three aspects of the housing market as a whole: the relative 
subsidy to the different tenures, equality of access to different tenures (which are two aspects 
of tenure neutrality), and the distribution of housing. 

23. The relative subsidy to different tenures is unequal. The subsidy to owner occupa­
tion is analysed by Ray Robinson (1979:129-30) drawing on Rosenthal (1975). A renter 
and a homeowner have pre-tax money incomes YR and Y0, respectively, and live in iden­
tical houses with the same market value, P. The owner-occupier receives an imputed income 
from his house of iE, where i is the (uniform) rate of return on capital and E his equity 
holding in his house. The two are assumed to have equal total (money plus imputed) 
incomes. Thus: 

YR=YQ + iE. (14.8) 

The renter (ignoring maintenance costs, etc.) is assumed to pay a competitive market 
rent, iP. If we now introduce tax at a constant rate t on money income, but not on 
imputed income or mortgage interest payments, the disposable income (net of tax and 
housing costs) of the renter is 

YDR = (\-t)YR-iP. (14.9) 

For the owner-occupier, income after tax and housing costs is 

YDQ = (1 - t)YQ-i(P-E) + ti(P-E) (14.10) 

where (P - E) is the size of the mortgage, i(P - E) the mortgage interest payment, and 
ti{P~E) the mortgage tax relief. Comparing the disposable incomes of the two indivi­
duals by subtracting equation (14.9) from (14.10) gives 

YD0-YDR=(\-t)(Y0-YR) + (\-t)iE+tiP. (14.11) 

We know from equation (14.8) that YQ - YR = -iE; hence substituting into equation 
(14.11) the first two right-hand terms cancel and 

YDQ-YDR = tiP. (14.12) 

The advantage to the owner-occupier, ceteris paribus, is tiP, the tax relief on the imputed 
income from his house. 

The difference between the tax relief on imputed income and that on mortgage inter­
est payments is more than a technicality in two important respects. First, the relief on 
imputed income, iP, is related to the current market value of the house and will there­
fore rise as P appreciates, whereas mortgage interest payments, i(P0 - £), and hence the 
associated tax relief, are related to the initial purchase price, P0, and so remain constant 
or decline over time. Thus, for any particular house, the tax base is increased more by 
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restoring the taxation of imputed housing income than by abolishing mortgage inter­
est relief, since iP > i(P0 - E) and the difference increases over time.23 A second differ­
ence is that taxation of imputed income applies not just to individuals with a mortgage 
(who could offset their interest payments against their imputed income), but to all 
owner-occupiers, including the 50 per cent (largely the elderly) without a mortgage. 

Is the tax relief on imputed income, UP, or on mortgage interest, ti(P0 - £), the bet­
ter measure of the transfer to homeowners? As so often, the answer depends on what is 
being compared with what. The tax relief on imputed income shows the advantage of 
owner occupation relative to renting; and the tax relief on mortgage interest measures 
the advantage relative to investment in other consumer durables like cars, interest pay­
ments for which receive no tax concessions. On either measure, this type of transfer has 
been reduced sharply over the 1990s. 

To these reliefs, however measured, is added the transfer to owner-occupiers due to 
the exemption from capital-gains tax. The value of this relief has declined since 1984, 
when extensions to the indexation of capital gains reduced the impact of the tax on 
non-housing assets. It is possible at least approximately to measure the actual value of 
this relief; but it is much harder to measure the concession relative to 'true' capital gains, 
given the well-known difficulties of choosing an appropriate base for the tax. A complete 
measure of the tax benefit to owner-occupiers would have to resolve the ambiguities of 
all the various tax reliefs, as well as considering the extent to which they are capitalized 
in house prices (point 5). 

Transfers to local-authority tenants can be discussed more briefly. The subsidy can be 
measured by comparing the actual rent (net of housing benefit) with either the historic 
cost of housing or the notional competitive market rent. The latter is the more appro­
priate in economic terms (Rosenthal 1977; Ray Robinson 1979: 132-3; Piggott 1984) 
though much harder to measure. The former is more relevant to public expenditure, and 
is therefore the figure used in official publications. On either measure, the transfer 
declined to the point where current transfers to local-authority housing in the mid-
1990s were negligible (Table 14.2). 

The transfer due to rent control is the difference between the controlled rent (again 
net of housing benefit) and the market rent, though with ambiguity as to whether the 
comparison should be with the short-run equilibrium rent (p, in Figure 14.2) or the the­
oretical long-run equilibrium, p*. Since 1988 this transfer, too, has declined. 

Though conceptually it is all but impossible to disentangle an unambiguous definition 
of equality of subsidy, there is agreement that owner occupation has been favoured 
relative to the other tenures. Owner-occupiers built up substantial wealth over the post­
war period, in part through their own contributions. But they also received two forms 
of transfer: from taxpayers generally (because of the non-taxation of mortgage interest 
and capital gains), and from savers. The latter transfer results from the redistributive effects 
of unanticipated inflation, which led to periods of negative real interest rates; and 

23 The widening difference is offset only in part by the tendency for PQ to increase as individuals move to a larger house. 
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Table 14.3. Household tenure by income quintile, Great Britain, 1994 (%) 

Income quintile Owner-occupier Local-authority tenants Housing-association tenants Other 

Bottom quintile 34 45 

Second quintile 55 33 
Third quintile 75 15 
Fourth quintile 86 7 
Top quintile 92 2 
ALL 68 20 

Note: Percentages may not add up because of rounding. 

Source: Hills (1998: table tftS), which includes data back to 1974, calculated from General Household Survey raw data files. 

mortgage repayments for many individuals fell as a proportion of their income. Over 
the same period, tenants had to pay rising rents and built up no housing wealth. 

24. Access to different tenures is unequal. This is a second aspect of tenure neutrality. 
Access to owner occupation is restricted by capital-market imperfections, to the detri­
ment of the worst off (point 3). The allocation of local-authority housing is marred by 
the way tenants are selected from the waiting list (point 10); and regional inequalities 
cause further problems (point 11). Excess demand for private rented accommodation 
and risk-averting behaviour by landlords together create arbitrariness in access to reg­
ulated tenancies, with particular difficulties for those in greatest housing need (point 19). 

As a result, tenure has become increasingly polarized, with the better off heavily over-
represented among owner-occupiers. In 1994, over 50 per cent of households in the 
bottom income quintile lived in social housing, compared with 2 per cent in the top 
quintile (Table 14.3); the equivalent figures in 1974 were 44 per cent and 18 per cent, 
respectively (Hills 1998: table 5.12). At first glance this suggests that social housing is in­
creasingly well targeted. That interpretation is disastrously wrong because it looks at 
housing in isolation. In practice, polarization is not just by housing tenure but is also 
geographical and sociological. 

Experience with large purpose-built estates not just in Britain, but elsewhere in Europe, shows 
that concentrating the unemployed, single parents, teenagers, and those dependent on state 
benefits in particular areas not only disproportionately increases housing management and 
social service costs, but also makes it harder for people to solve their own problems. (Hills 
1997: 71; for fuller discussion, see Power 1997) 

Tenure neutrality is thus achieved in terms of neither equality of subsidy nor equali­
ty of opportunity. In both respects, the system tends to work to the advantage of the bet­
ter off, with an added element of arbitrariness. Whitehead's (1980: 112) conclusion 
remains true, that 

'fiscal neutrality and 'appropriate' incentives are not obtained: between consumers, be­
tween different types of investment, within housing, between housing and other assets, or 
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between consumption, saving and investment. Horizontal inequalities between tenures are par­
ticularly common and, especially for people living in the private rental sector, assistance helps to 
exacerbate the strong vertical inequities of the system.' 

25. The distribution of housing. Housing conditions overall have improved greatly over 
the years. But the lowest-income quintile has experienced a decline in both the quanti­
ty and quality of housing, as measured by the incidence of crowding, missing amenities, 
and the lack of central heating (Hills 1998: table 5.19). The extreme case of shortage of 
space is homelessness. To an even greater extent than overcrowding, homelessness, 
temporary accommodation, and sleeping rough in city streets have afflicted the lowest 
socioeconomic groups. These problems reached a peak in the early 1990s, since when 
there has been some improvement. 

5. Reform 

5.1. The debate over reform 

An early reform proposal by Nevitt (1966) (see also National Federation of Housing 
Associations 1985) advocated tenure-neutral taxation together with a unified system of 
subsidies for all tenures, under which poor families receive assistance scaled to their 
housing need, and better-off families receive no subsidy at all. The scheme suggested in 
Section 5.2 is in many ways similar. 

Donnison and Ungerson (1982) suggest a scheme which pays the full cost of housing 
for low-income families, the benefit to be withdrawn as family income rises. The 
problem with this proposal is its expense. If it were financed through the abolition of 
mortgage interest relief, the package would resemble the scheme in the previous para­
graph. Lansley (1982) advocates a universal, flat-rate (i.e. non-means-tested) housing 
allowance based on family size and an index of regional housing costs, where the 
allowance covers the full cost of minimum standard accommodation. Conceptually, 
this scheme is a form of negative income tax, and so raises the problems discussed in 
Chapter 11. Its universal nature makes it immensely costly, and therefore requires a 
sharp increase in tax rates (on these and other proposals, see Glennerster 1997: ch. 13, 
and Hills 1991: ch. 16). 

The USA has also seen its fair share of reform proposals, concerned particularly with 
improving the housing conditions of the poor. Most schemes focus on income subsidies 
rather than public production of housing at subsidized rents. Bradbury and Downs 
(1981) (especially the chapter by Aaron) discuss a series of experiments on the feasibil­
ity of housing allowances in twelve cities funded by the US Department of Housing and 
Urban Development. For more recent discussion, see Caplin etal. (1997). 
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5.2. Designing a system for a brand new country 

This section discusses how housing finance in the UK might be reformed, assuming that 
we are designing a system for a hypothetical brand new country. Section 5.3 considers 
how such a system might be implemented in practice. The two aspects of reform are dis­
cussed more fully by Hills (1991: chs. 16,17). 

REGULATION is essential. First, there would be minimum standards for individual 
dwellings, partly because of the public health externality and also (though more 
arguably) on the grounds of horizontal equity. Minimum standards to protect the poor 
'for their own good' (i.e. the merit-goods argument discussed in Chapter 4, Section 4.2) 
should not be accepted uncritically. If they are set at a level higher than is justified on effici­
ency grounds, the cost of minimum standard housing will (a) be inefficiently high for 
those who would rationally choose housing of lesser (but still efficient) quality, and (b) 
be beyond the reach of those with lower incomes. Given its longevity, there are enough 
unavoidable problems over the affordability of housing without aggravating them 
unnecessarily (though with the best of motives) by setting standards which can worsen 
the housing problem to the detriment particularly of the poor. It can be argued that the 
only equity justification for minimum standards is the protection of children and pos­
sibly also the elderly. 

Zoning and planning controls over land use would be concerned with housing den­
sity (because of the public-health externality); the separation of residential housing 
from factories (because of the spatial externality); and the provision of amenities such 
as public open space (which has public good attributes) and water, gas, electricity, and 
sewerage (for reasons of public health, and because their distribution displays increas­
ing returns to scale). Thirdly, there would be some regulation of private landlords to 
prevent exploitation of monopoly power over tenants (see Section 3.2), and to protect 
tenants against arbitrary eviction. This type of regulation is necessary for the fulfilment 
of the 'equal-power' assumption (Chapter 4, Section 3.2), thereby increasing both 
efficiency and horizontal equity. Finally, it may be necessary to regulate the profes­
sional standards of surveyors and valuers to ensure adequate consumer information 
about the quality and price of housing (cf. hygiene laws for food). 

PRODUCTION of housing would be subject to the relevant regulation; it could take place in 
either or both public and private sectors. In terms of allocative efficiency the issues of 
public/private production of the housing stock and its ownership are less important than 
its price. The UK is an outlier in the extent to which local government is involved in man­
aging housing (Power 1993), and there is increasing support for more decentralized 
forms of management, not least to give residents greater voice. Options include 
'arm's-length companies' (Inquiry into British Housing 1991) or introducing a finan­
cial regime which gives greater incentives to private landlords to provide social housing. 
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FINANCE. Three issues are important: the supply of mortgage finance; the price of hous­
ing; and vertical equity. The supply of loan finance should remain in the private sector, 
but with the addition of some sort of loan guarantee for individuals who have difficulty 
in obtaining an adequate mortgage in the private sector; and all mortgages would be fully 
indexed to the real value of the initial loan. These interventions would make access to 
capital markets more equitable, and would aid tenure neutrality; the supply of mortgages 
would not be artificially restricted; and there would be no arbitrary transfer from savers 
to mortgage-holders. 

House prices (both purchase price and rent) would be market prices with only three 
possible exceptions. There would be price subsidies in respect of a limited number of 
externalities—for example, to prevent the spread of slums and/or to encourage 'gen-
trifkation' (see UK DoE 1985). Subsidies of this type are likely to be small in amount, 
and would apply only to a limited proportion of the total housing stock. The only argu­
ment for a general price subsidy is if it is believed that the private discount rate system­
atically exceeds the social discount rate. These two forms of subsidy perform an 
efficiency function. 

The third exception is that it maybe necessary for equity reasons to subsidize rents to 
prevent hardship if housing demand in an area rises, thereby (because short-run sup­
ply is inelastic) causing rents to rise sharply. These subsidies could be implemented in 
various ways: as additional income transfers to poor tenants in high-rent areas; or as a 
price subsidy paid by the state to prevent the contraction of private supply (measured 
in quantity and quality) resulting from rent control. Rent control is probably the least 
attractive method, and should be adopted, if at all, only as a temporary expedient;24 and 
it is essential that controlled rents equal or exceed the long-run equilibrium, p* in 
Figure 14.2, though they should obviously be below the (temporarily high) short-run 
market-clearing rent. This last solution has the disadvantages that it is likely to slow 
adjustment to the higher level of demand (point 16), and also has arbitrary distributional 
effects (point 21). 

The adoption of market prices implies the removal of all price subsidies except in the 
cases just discussed. For owner occupation this should ideally take the form of taxing im­
puted housing income. If this is not possible for administrative or political reasons, 
there should be no mortgage interest tax relief. In either case it would be necessary to 
apply capital gains tax, indexed in some sensible way, to owner-occupied houses. There 
would be no subsidies from central and local revenues to local-authority housing, and 
local authorities would pay market interest rates on borrowed funds. In the private sec­
tor there would be no rent control except, possibly, in the circumstances just discussed, 
in which case it should be strictly limited as to time and place. House prices and rents, 
in short, would be market prices, subject to long-run modification only for very specific 
reasons. 

Income transfers would be the main vehicle for pursuing vertical equity. There would 
be one system applying to all tenures. Consider first the transfer to a householder with 

24 Though this was the intention in 1915. Income tax was also originally intended to be temporary. 
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no income. He would receive £X per week, related to family size. In strict efficiency 
terms the subsidy would not vary regionally, so as to leave migration decisions undis-
torted. But housing costs vary so substantially in different areas that this policy conflicts 
with equity considerations. It can therefore be argued that the income subsidy should 
be higher in areas with higher average housing costs (ideally the transfer should not be 
directly related to a family's actual housing costs because this would interfere with 
marginal decisions). The transfer could be untied (i.e. paid in cash), or tied to expendi­
ture on housing if this were necessary for political or other reasons (e.g. to protect chil­
dren). The transfer would be reduced as family income increased, and above a certain 
income would cease entirely. 

A veil is deliberately being drawn over the size of the transfer and its relation to 
family income. But the scheme is undoubtedly feasible in purely financial terms. Pub­
lic expenditure (broadly defined) on housing in 1996/7 was around £20 billion (Table 
14.2), by no means all of it well targeted. The scheme just described uses this sum to pay 
an income-related (i.e. better-targeted) transfer. It follows as a proposition in pure logic 
that on a revenue-neutral basis the poor on average must benefit at the expense of the 
non-poor.25 

THE INDIVIDUAL-CONSUMPTION DECISION. Individuals would make a utility-maximizing decision 
constrained by their income (including the housing transfer) and subject in all tenures 
to the (generally) market price/rent of housing. 

These proposals may sound abhorrent to those who regard market allocation of hous­
ing as inequitable. Such readers are asked to bear with the argument, and invited to 
remember the aims of housing policy outlined in Section 2; to acknowledge (at least in 
part) the magnitude of the failure of the system to achieve them (Section 4); and to con­
sider the advantages of the scheme outlined above, advantages in terms of efficiency and, 
possibly even more, in terms of horizontal and vertical equity. 

In efficiency terms, market prices, modified if at all only for the three reasons discussed, 
avert incentives to under-occupy, thereby avoiding many of the forces contributing to 
overcrowding and homelessness. Owner-occupiers have no incentive to buy a large 
house as an artificially inflated asset; and the existence of market (or modified market) 
rents prevents systematic excess demand in both rental sectors, thus avoiding the worst 
of the problems discussed in Section 4.2. Waiting lists would no longer be a permanent 
part of the landscape, though it would be desirable for local authorities to have some hous­
ing under their control for emergency cases, and also because housing markets take 
time to adjust. Additionally, market pricing together with indexed mortgages result, at 
least approximately, in tenure neutrality. 

The system also contributes substantially to horizontal equity. Access to mortgage finance 
would be more equal; arbitrariness in the allocation of rented accommodation in both 

25 The point in the income distribution at which people would receive less assistance than under the arrangement in 
place in the late 1990s would depend on the precise details of the transfer. 
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public and private sectors would be reduced; and regional inequalities in access to social 
housing would be less important because there would be approximate neutrality 
between social housing and the other tenures. Access to housing would be determined 
not by administrative decision but by individual choice; and the distribution of hous­
ing by income level could be adjusted via the size of the housing transfer and its relation 
to family income.26 

In terms of vertical equity the housing transfer is unambiguously progressive. In 
comparison with the present system, transfers would go to those in greatest need, with 
no subsidy at all for the well off. As a result, access to housing for the poor would be increased; 
for the rich it would be reduced. Additionally, the indexation of loans for house purchase 
eliminates the arbitrary transfer from savers to mortgage-holders. 

In terms of cost, the system would either be cheaper because individuals who were not 
poor would no longer receive subsidies; or, if it were not cheaper, but revenue neutral, 
would be more cost effective, because benefits would be focused more systematically. 

5.3. How to get from here to there 

In the first edition (1987) of this book, this section pointed out that the sorts of change 
just discussed—taking housing policy in a very different direction from previously—would 
set in train a series of long-run adjustments in all sectors of the housing market, imply­
ing that change should be phased in gradually. Much of that reform has now happened. 
Discussion here is thus concerned more with how to proceed, broadly, along the lines 
of policy since the mid-1980s (for a more detailed set of rather similar proposals, see 
National Federation of Housing Associations 1985,and Inquiry into British Housing 1991). 

Adjustment problems can be particularly acute in the owner-occupied sector. If tax 
reliefs for owner-occupiers are removed too rapidly, the effect is capitalized in house prices. 
This can (and has) led to 'negative equity', whereby someone with a £100,000 mortgage 
ends up with a house worth only £90,000. The gradual phasing-out of mortgage inter­
est relief (note 16) is therefore undoubtedly the right approach for economic as well as 
for political reasons. The removal of capital-gains tax relief can also be phased in fairly 
easily, by bringing into tax only the real gains arising after some date subsequent to 
legislation (i.e. only gains arising after the market has at least partly adjusted to the 
withdrawal of mortgage tax relief). 

The withdrawal of price subsidies for local-authority housing has taken place, 
accompanied by enlargement of housing benefit. The same, broadly, is true of the 
removal of rent control for tenancies beginning after 1988. In both cases there is con­
troversy about whether housing benefit is generous enough, particularly for people 
above the income-support level. The main losers have been tenants with incomes too 
high to qualify for housing benefit. 

26 Another result is that council-house sales would be less controversial. On the supply side, state intervention in mort­
gage markets would make owner occupation more generally available; on the demand side, tenure neutrality would remove 
the financial advantages of owner occupation relative to renting. 
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Thus far the strategy sounds simple. Major difficulties remain, however (Hills 1997), 
with echoes of problems discussed in earlier chapters. 

• The move towards income subsidies aggravates the poverty trap, in as much as the 
transfer is reduced as family income rises. Improvement, if any, depends on more 
general reform of income support along the lines discussed in Chapter 11. 

• Polarization of housing aggravates broader social problems. Improvement in­
cludes action well outside the housing sector. Progress, in health and education, 
similarly, depends on progress more broadly. 

• The management of social housing is a continuing problem. Improvement will 
almost certainly involve more decentralized management, with echoes of quasi-
markets in health care and education. 

6. Conclusion: Housing 

Housing fails in various ways to conform with the conditions necessary for an unrestricted 
private market to be efficient. The specific failures justify substantial regulation, price 
subsidies for strictly limited reasons, and public provision of loan finance or loan guar­
antees. The theoretical discussion in Sections 3.2 and 3.3 suggests that state intervention 
along these lines would improve efficiency and horizontal equity. 

Three conclusions follow (Section 3.4). First, in sharp contrast with health care, the 
information problems which arise are of a type which the market itself is able to solve; 
individuals (with professional advice if necessary) are generally able to make rational 
choices. Secondly, the efficiency justification for general price subsidies is highly 
qualified. This point, together with the first, implies that there are powerful advantages 
to keeping prices at the level dictated by efficiency, and seeking to achieve distribu­
tional objectives through cash transfers. Thirdly, no efficiency justification emerges for 
public production of housing (as opposed to regulation of private supply). This is not 
an argument against public production. But the three points taken together suggest that 
the aims of housing policy (Section 2) are more likely to be achieved if housing is allo­
cated through individual consumption decisions, subject to regulation on minimum 
standards and efficient prices, and supported by income transfers. 

UK housing institutions (Section 4.1), characterized by substantial and pervasive 
subsidies, have historically been strongly at variance with this model. Until the late 
1980s, owner-occupiers received considerable tax relief; local-authority rents were sub­
sidized in a number of ways and private-sector rents were often reduced by rent control. 

Many of these institutions date from decisions made during and just after the First 
World War (Chapter 2, Section 3.1). For the reasons discussed in Section 3, there is no 
efficiency justification for such large subsidies, nor for their application to such a large 
proportion of the housing stock. The result (Section 4.2) is that price subsidies in 
each sector of the housing market created excess demand, which reinforced excess 
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demand in the other sectors. In consequence, there is evidence simultaneously of under-
occupation, overcrowding, and homelessness; the quantity and quality of the regulated 
private rental stock has deteriorated; labour mobility is hindered; and the system is 
decidedly not tenure neutral. The system also performs badly in terms of horizontal 
equity. Access to mortgage finance favours the higher socioeconomic groups; and 
access to rental accommodation in both public and private sectors has a strong arbitrary 
element. The redistributive effects of housing finance can also be perverse. The tax 
advantages to owner-occupiers have been regressive. The distributional impact of price 
subsidies to tenants in social housing and (in a very different way) to households living 
in regulated private rented accommodation are largely arbitrary. Income subsidies to house­
holds in rented accommodation are progressive, but take-up and administration are still 
patchy. 

These problems are predictable consequence of price subsidies introduced mainly to 
increase equity.27 The conclusion is clear. The use of price subsidies only for equity rea­
sons is a confusion of aims and methods which is almost bound to cause inefficiency and 
inequity (Chapter 4, Section 7.2). In the absence of an efficiency justification, price sub­
sidies are likely to cause excess demand and/or over-consumption unless demand can 
be rationed efficiently by administrative means. This is possible with health care but works 
less well with housing. In the latter case, equity (as well as efficiency) aims are more likely 
to be achieved by income subsidies. No policy-maker starting from scratch with the vast 
sum currently spent on housing would choose to spend it in the manner described in 
Section 4.1. 

Changes since the mid-1980s have moved in the right direction: the tax concessions 
for owner occupation have been reduced, though owner occupation continues to 
receive favourable treatment; and there has been a major change in balance away from 
price subsidies for social housing, with higher rents accompanied by greater spending 
on housing benefit. Major problems remain, however: housing is polarized, with ill 
effects for broader social policy, and social housing is poorly managed. 

In the strategy for reform in Section 5.2, drawing on the theoretical discussion of 
Section 3 and the policy analysis of Section 4, the state retains wide regulatory powers 
over individual dwellings and over land use generally; there is also regulation to prevent 
private landlords from abusing their power. The production of housing, subject to reg­
ulation, can be private, public, or both. Housing finance should be reformed in three 
ways. First, the state would take action to improve access to capital markets. Secondly, 
with only limited exceptions, house prices and rents should continue to move towards 
market-clearing prices. Thirdly, the revenue thereby released should be used to pay 
income-related transfers. 

The result would come closer than existing arrangements to tenure neutrality, reduc­
ing under-occupation, overcrowding, immobility, and homelessness. Vertical equity 

27 Many other countries avoid at least some of these problems. It is noteworthy that a major US study of priorities for 
the 1980s in both foreign and domestic policy (Pechman 1980) had a chapter on health care, another on education, an­
other on the environment (pollution, safety, etc.). But in a volume of 500 pages there was scarcely a mention of housing 
(or of food). 
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would be improved because subsidies are systematically related to income; and those with 
above-average incomes would no longer be subsidized at all. 

These arrangements approximate more closely to the case of food than to the 
National Health Service. The implied suggestion is that difficulties with housing are 
more an income-distribution problem than a market-allocation problem. The strategy 
is chosen not for ideological reasons, but because it is more likely to achieve the aims set 
out in Section 2. The National Health Service strategy of free provision via administra­
tive decision works well for health care, for the reasons given in Chapter 12; it does not 
work well for housing. Individuals have diverse tastes about housing, and can generally 
make better decisions than housing administrators because they have better information 
than officials (contrast the case of health care). The nature of housing as a commodity 
thus approximates more closely to food than to health care. This technical observation 
is the basis of the reforms proposed in Sections 5.2 and 5.3. As with reform in other 
sectors, the UK needs a strategy for the reform of housing finance, not just ad hoc 
tinkering. 

It is important, in conclusion, to be clear what I am not saying. I am not arguing for the 
abolition of subsidies to social housing, nor simply for the abolition of rent control, nor 
even for the abolition of all housing subsidies. What is being suggested, quite simply, is 
that over time price subsidies should be replaced by income subsidies in all sectors of the 
housing market. 

FURTHER READING 

As general reinforcement of the material in this chapter, Hills (1998) assesses the UK housing expe­
rience from the mid-1970s to the mid-1990s, and Glennerster (1997: ch. 13) analyses the finance 
of housing. 

On the historical background, see Gauldie (1974), UK DoE (1977b: ch. 1), Ray Robinson 
(1979: ch. 6), and Swenarton (1981). On the quantity and quality of the housing stock, see 
National Federation of Housing Associations (1985: ch. 2), Inquiry into British Housing (1991), 
and Hills (1998). On housing benefit, see the Further Reading to Chapter 10. For analytical dis­
cussion of financial aspects, see Hills (1991) and Glennerster (1997: ch. 12). On planning of land 
use, see Thornley (1993), and, on urban policy more generally, Atkinson and Moon (1994). 

The best discussions of housing economics, both theoretical and with a review of empirical 
evidence, are by Hills (1991) and Muth and Goodman (1989). For a simple introduction, see Le 
Grand et al. (1992: ch. 4) and, for a survey, L. Smith et ah (1988). 

For assessment of the UK situation, see Malpass and Means (1993), Whitehead (1997), and Hills 
(1998). For US discussion, see Caplin et al (1997). 

The most complete early proposal for reform is by Nevitt (1966). An inquiry chaired by HRH 
The Duke of Edinburgh (National Federation of Housing Associations 1985) and a second 
inquiry (Inquiry into British Housing 1991) reached similar conclusions; see also Hills (1991: 
chs. 16,17). 
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CHAPTER 15 

Conclusion 

A democratic capitalist society will keep searching for better ways of drawing the 
boundary lines between the domain of rights and the domain of dollars. And it can 
make progress. To be sure, it will never solve the problem, for the conflict between 
equality and economic efficiency is inescapable. In that sense, capitalism and demo­
cracy are really a most improbable mixture. Maybe that is why they need each 
other—to put some rationality into equality and some humanity into efficiency. 

(Arthur M.Okun, 1975) 

1. Arguments for a welfare state 

1.1. Theory 

The UK welfare state is the outcome of diverse forces over nearly four centuries of 
developing social policy. Two aspects, in particular, stand out from the historical dis­
cussion in Chapter 2: debates about ideology (which are taken up in Chapter 3), and the 
welfare state's functional purposes, notably economic efficiency (Chapters 4 and 5). 
Ideological aims vary widely. To libertarians (Chapter 3, Section 2) the primary goal is 
individual freedom, which is best achieved by unrestricted private markets. Empirical 
libertarians such as Hayek and Friedman therefore espouse minimal intervention and 
oppose all but the most austere welfare systems, whose purpose is limited to poverty relief. 
Marxists (Chapter 3, Section 4.2) regard the market system by its very nature as incom­
patible with their primary aim of meeting need. They therefore reject it, and give the state 
a primary role in production and allocation. Marxists have mixed feelings about the wel­
fare state (Chapter 3, Section 5.3). In part it accords with their aim of meeting need and 
is therefore to be applauded; yet it serves also to support a capitalist system which they 
regard as inherently unjust. 

Liberals take a more eclectic view. The utilitarian aim (Chapter 3, Section 3.1) is the 
maximization of total welfare, leaving open the question of whether it is to be achieved 
by private markets, by public production and allocation, or by a mix of the two. Rawls 
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(Chapter 3, Section 3.2) argues that goods, liberty, and opportunity should be dis­
tributed equally unless any other arrangement is to the advantage of the least well off. 
Again, the issue of how this is best achieved is left open. For the purposes of this book, 
the single feature which above all distinguishes liberal theories is the treatment of pri­
vate property as an issue which is contingent, not dogmatic—that is, the treatment of 
private property is not an end in itself but a means towards the achievement of stated 
aims (see Okun 1975). 

Society has functional as well as ideological goals, notably the achievement of economic 
efficiency, as defined in Chapter 4, Section 2.1. Where there is a trade-off between 
efficiency and social justice, their relative weights will vary between libertarians, liber­
als, and Marxists. But an increase in efficiency which does not impair social justice is an 
unambiguous gain under any of these theories of society (Chapter 4, Section 2.2). 

Efficiency can be achieved as an outcome of a market-clearing process, notably in a 
competitive environment with no market failures and, importantly, with no significant 
information failures (Chapter 4, Section 3.2). Similar conditions are necessary if insur­
ance is to be efficient: at least some individuals must be risk averse (Chapter 5, Section 
2.1), and there must be no technical problems with privately supplied insurance 
(Chapter 5, Section 3). These conditions, referred to collectively as the standard 
assumptions, must all hold if the market is to be relied on to allocate efficiently. 

The distinction between aims and methods is crucial. The ideological and functional aims 
of policy can be encapsulated in large measure in the twin goals of economic efficiency 
and social justice. Once the aims have been chosen, the next step is to select methods to 
achieve them, including (Chapter 4, Section 3.1) no state intervention at all; interven­
tion in the form of cash transfers; or interference with the market mechanism through 
regulation, through financial involvement, and/or through public production. The 
approach can be summarized in two statements: (a) the proper place of ideology is in 
the choice of aims, particularly the definition of social justice and its trade-off with eco­
nomic efficiency; (b) once these aims have been agreed, the choice of method should be 
treated as a technical issue. 

Whether a good is better produced publicly or privately should be decided on the basis 
of which method more closely achieves specified aims; and a major purpose has been to 
give a rationale in any situation for choosing the method(s) most likely to do so. This 
was given in the form of two propositions (Chapter 4, Section 7.2). 

• If the standard assumptions hold, market allocation will be efficient; in this case social 
justice should generally be pursued via income transfers (e.g. so that poor people 
can buy food at market prices). 

• Suppose the standard assumptions fail in a way that justifies public production 
and allocation on efficiency grounds; social justice may then appropriately be pur­
sued through transfers in kind (e.g. free medical care under the National Health 
Service). 
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Whether a particular commodity should be publicly or privately produced is thus 
contingent on its technical characteristics—that is, a liberal approach in the sense 
described above (for libertarian and Marxist counter-arguments, see Chapter 4, 
Section 7.3). The welfare state should not be judged in dogmatic terms, but should be 
supported only if it contributes more than alternative arrangements to the achievement 
of agreed policy objectives. 

1.2. Policy 

Chapter 1 started with two questions: what theoretical arguments justify the existence 
of the various parts of the welfare state; and, given these arguments of principle, how well 
do the British and other systems perform? The answers are summarized in Chapter 4, 
Section 7, for the underlying theory, Chapter 11, Section 5, for cash benefits, and the con­
cluding sections of Chapters 12, 13, and 14 for health care, education, and housing, 
respectively, so only the most important conclusions are set out here. 

The aims of cash benefits (Chapter 1, Section 2.2) include the relief of poverty (about 
which there is general agreement) and, more controversially, the protection of accustomed 
living standards and the reduction of inequality. Their achievement requires mechanisms 
to foster self-help and vertical redistribution. 

SELF-HELP is necessary for an individual (or family) who is self-supporting over his life­
time, but who needs a system of income smoothing and insurance to facilitate redistri­
bution from himself at one time (e.g. when working) to himself at another (e.g. when 
unemployed or retired). The answer in principle is voluntary private insurance. This, how­
ever, is not a tenable strategy (Chapters 8 and 9). On the demand side, non-insurance 
imposes external costs on various groups including taxpayers, giving an efficiency rea­
son for making insurance compulsory (Chapter 8, Section 2.1). On the supply side, 
the private market is unable for technical reasons to provide the efficient quantity and 
type of insurance against all causes of income loss; in particular, unemployment and 
inflation are not insurable risks. 

Several important results follow. There are strong efficiency grounds for public pro­
vision of unemployment compensation (Chapter 8, Section 2.2) and, at at a minimum, 
underwriting the indexation component of retirement pensions (Chapter 9, Section 
3.1). For these benefits at least, public involvement, whatever the form it takes, will not 
(because it cannot) be actuarially related to individual risks. For the major risks covered 
by the state scheme, adherence to strict actuarial principles is neither possible (except as 
a mimic of private institutions) nor necessary, and only arguably desirable. Various 
reforms of the insurance system are possible, but a substantial return to voluntary pri­
vate insurance and pure, private, funded pensions is not one of them (Chapters 8, 
Section 3.1, and Chapter 9, Section 5.1). Social policy requires that individuals are 
protected against income loss; but strict adherence to market supply enables them to acquire 
protection only where risks are insurable. This puts the cart before the horse by making 
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social policy subservient to technical considerations. A bridge is needed between the two 
sets of issues. 

VERTICAL REDISTRIBUTION is relevant to those who cannot support themselves over their life­
time. In principle it can be organized through private charity or by the state. Partly 
because of the free-rider problem, redistribution through private charity is likely to be 
suboptimal even by libertarian standards, and even further below the Rawlsian or 
socialist optimum (Chapter 4, Section 4.1). Redistribution through the tax system may 
therefore be justified in both efficiency and equity terms (Chapter 10, Section 2) under 
any theory of society, though with considerable disagreement as to how much redistri­
bution is desirable (Chapter 4, Section 4.4) or feasible (Chapter 11). The overall success 
of cash benefits in practice is also controversial (Chapter 8, Section 3, Chapter 9, Section 
5, and Chapter 10, Section 3). The UK has a wide-ranging system of insurance benefits 
whose effect, albeit imperfectly, is redistributive from rich to poor; these are buttressed 
by assistance benefits organized on a national basis, for which everyone is potentially 
eligible. Many other countries have less comprehensive systems (Chapter 2, Section 6). 
Nevertheless, poverty remains (Chapter 10, Section 3.4). Indeed, poverty in the UK and 
the USA increased over the 1980s and 1990s. 

Reform can follow one of two strategies. Benefits can be conditioned on income by 
an explicit means test or through a negative income tax (Chapter 11, Section 2), though 
this approach can easily aggravate the poverty trap.1 Alternatively, it may be possible to 
sidestep the worst of the poverty trap by adopting the 'Back to Beveridge' approach 
(Chapter 11, Section 3), under which benefits are conditioned on carefully chosen 
characteristics of recipients, such as being unemployed or retired, or having children. 
The most hopeful reform strategy is through a judicious combination of the two 
approaches (Chapter 11, Section 4). 

BENEFITS IN KIND. The theoretical discussion of public involvement in health care and edu­
cation is set out in the early parts of Chapters 12 and 13, respectively. The issues are com­
plex, not least because of intractable measurement problems (Chapter 12, Section 2.2, 
and Chapter 13, Section 2.2). There are strong a priori arguments suggesting that un­
restricted private markets for health care and education (Chapter 12, Section 3, and 
Chapter 13, Section 3) will be inefficient, and also inequitable to the extent that infor­
mation, power, and access to capital markets are correlated with socioeconomic status. 
The precise form of public involvement has two aspects. The allocation issue rests cru­
cially on whether individuals or'experts' (doctors, teachers, etc.) are better informed and/or 
better able to act in the interests of consumers. The question of production depends 
largely on whether quality/quantity can be monitored more effectively with production 
in the public or private sector. The theoretical arguments for public production and allo­
cation of health care and school education (Chapter 12, Section 3.3, and Chapter 13, Section 
3.3), though not irrefutable, are strong, largely because of information problems, par­
ticularly in the case of health care. 

1 See the Glossary. 
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The National Health Service is not above criticism, but it has powerful advantages 
(Chapter 12, Section 4). In comparison with other countries, the system is cheap, yet health 
outcomes in the UK are close to the average for advanced countries. Theoretical argu­
ment and international comparison both suggest that radical 'privatization' (whatever 
its advocates mean by the term) will not solve old problems, and is likely to create new 
and larger ones. The evidence for the UK, overwhelmingly, is that the National Health 
Service should be retained, and improvement sought within the existing strategy by 
increasing its resources, gathering and using more and better information, and contin­
uing experiments with quasi-markets. This is not to say that public production is the 
only possible model. Other countries with different political traditions and different 
medical structures have adopted other sensible strategies of mixed public/private 
provision—for example, private production and public funding subject to a budget 
constraint, as in Canada (Chapter 12, Section 5). 

The educational system fares less well (Chapter 13, Section 4). Notwithstanding 
improvements over the years, middle-class children continue to receive a disproportionate 
share of educational resources in terms of both quantity and quality, at both school and 
university level. It is open to question to what extent these features are necessarily an indict­
ment of the present system. Opponents have to show not that the state sector is imper­
fect (which is not in dispute), but that a more market-oriented system would do better. 
Vouchers for school education (Chapter 13, Section 5.1) offer no such prospect. Their 
efficiency effects are unclear a priori and unproven empirically; in equity terms they are 
likely to benefit middle-class children more than other groups. In sharp contrast, the intro­
duction of market forces, supported by a well-designed loan system, would greatly 
benefit higher education (Chapter 13, Section 5.2). 

Housing is the one major area where the welfare state has performed badly histori­
cally, not through choosing controversial aims (Chapter 14, Section 2), but by adopting 
methods which were unlikely to achieve them. The theoretical arguments (Chapter 14, 
Section 3) support a substantial efficiency role for the state through widespread regula­
tion, limited price subsidies for very specific reasons, and intervention in the market for 
loans. There is little necessity for public production of housing, and no justification for 
state allocation to the individual. Equity objectives are thus likely to be met most effec­
tively by market or near-market prices and regulation, supported by income transfers. 

The historical strategy, however, has been based on price subsidies (Chapter 14, 
Section 4.1), with substantial public production allocated by administrative means. 
The system worked badly. Price subsidies throughout the housing market led to excess 
demand and misallocation (Chapter 14, Section 4.2), with problems simultaneously of 
underoccupation, overcrowding, immobility, and homelessness; the quantity and 
quality of the private rental housing stock declined; and the system is nowhere near 
tenure neutral. The distributional effects of the subsidies has also been largely perverse 
(Chapter 14, Section 4.3): owner-occupiers (mainly in the higher socioeconomic 
groups) benefit disproportionately; and the redistributive impact of rent control and 
remaining rent subsidies is arbitrary. The reforms set out in Chapter 14, Section 5, 
therefore adopt a strategy in which price subsidies (i.e. mortgage-interest relief, 
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subsidized local-authority rents, and rent control) are gradually replaced by income 
subsidies. Changes in that direction since the mid-1980s, though not without prob­
lems, have been steps in the right direction. 

One of the most important points I have tried to convey is that the approach to housing 
(and to the other areas) is advocated not for ideological reasons but because it would have 
substantial advantages in terms of efficiency and, possibly even more, of social justice. 
Housing and health care are equally important from the viewpoint of social policy; but 
there are substantial differences in their technical natures. As a result, they require dif­
ferent solutions. 

1.3. Why have a welfare state? 

This book has asserted the powerful arguments in favour of the welfare state: it ad­
dresses major issues of market failure; it achieves equity objectives which many people 
support; and it contributes to important non-economic objectives such as social inte­
gration. Virtually all parts of the welfare state address all three aspects. Education from 
a functional perspective is a form of investment in the next generation of workers and 
citizens, and, provided 'free', it acts also to help the poor and enhance social cohesion; 
analogous arguments apply to health care. Publicly provided income transfers, similar­
ly, have an efficiency role where the private market is unable to supply insurance (e.g. 
against unemployment) even to individuals able to support themselves on a lifetime basis. 

Several important conclusions emerge. First, to the extent that the welfare state has a 
substantial functional aspect, opposition by writers such as Hayek and Friedman is 
misplaced. The single theoretical issue which, more than any other, divides their argu­
ments from those in this book is their failure to take account of the major implications 
of information problems, which affect consumers of increasingly complex products, 
and also arise in important ways in insurance markets. Information problems of this sort 
greatly strengthen the efficiency case for the welfare state. The debate with libertarians 
(Chapter 4, Section 7.3), surprisingly, turns out to be at least as much technical as ideo­
logical. As a result, it is less public involvement per se which should be a matter for con­
troversy, than its precise form and the choice of its distributional objectives. 

This theoretical conclusion is supported by recent history. A British study concluded 
that 'the welfare state, and indeed welfare itself, is very robust. Over the thirteen years 
from 1974 to 1987, welfare policy successfully weathered an economic hurricane in the 
mid-1970s and an ideological blizzard in the 1980s. The resources going to public wel­
fare were maintained; [and] welfare indicators continued to show a steady improvement' 
(Le Grand 1990:350). In the USA,'the Reagan era ended with the welfare state substan­
tially intact, though somewhat frayed around the edges. It is now tilted more toward its 
middle-class beneficiaries than it was a decade ago, but the broad contours remain 
essentially as they have evolved since the 1930s, when the welfare state began' (Peterson 
1991: 133). An international study concluded: 'Popular perceptions notwithstanding, 
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the degree of welfare state roll-back, let alone significant change, has so far been modest' 
(Esping-Andersen 1996a: 10). 

Once the welfare state's efficiency role is understood, these findings should not be sur­
prising. The argument is not diminished by the fact that it can explain only part of the 
variation across countries. The major efficiency role of social institutions makes them 
relevant to the population at large, not just to the poor. The welfare state is much more 
than a safety net; it is justified not simply by any redistributive aims one may (or may 
not) have, but because it does things which private markets for technical reasons either 
would not do at all, or would do inefficiently. We need a welfare state of some sort for 
efficiency reasons, and would continue to do so even if all distributional problems had 
been solved. 

That said, the welfare state is not—even in principle—a complete solution. It may make 
unemployment more bearable, but it does little to reduce the number of people out of 
work; nor does it improve working conditions for those in employment; and many 
people—for example, women, ethnic minorities—are underprivileged for reasons not 
directly connected with poverty. There is room for debate about the nature of these 
problems and about appropriate ameliorative action, but little disagreement that each 
is a legitimate concern of public policy. Their omission is not because they are unimportant 
but because (with the exception of unemployment) economics has little to say about them. 

2. A changing world: Debates 

Notwithstanding strong arguments supporting the general idea of the welfare state, 
there is major and continuing debate round two broad sets of questions. 

• Is the welfare state desirable, particularly in terms of its effects on incentives and on 
economic growth? 

• Even if desirable, is a welfare state any longer feasible, given the challenges dis­
cussed in Chapter 1, Section 3, of demographic and social change, and global and 
political pressures? 

2.1. Is the welfare state desirable? 

MISTAKEN OBJECTIVES? Libertarians, espousing freedom and choice, criticize the welfare 
state's emphasis on equality and security. Since these are matters of fundamental value 
judgements, the opposite view is equally plausible. Libertarians also argue that the wel­
fare state is a threat to individual freedom. The validity of this view depends on two fac­
tors: the weight given to freedom compared with other objectives; and how freedom is 
defined (to a Libertarian, freedom means absence of coercion, to a socialist it includes 
an element of security (Chapter 3, Section 4.2)). 
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AN INHERENTLY MISTAKEN ENTERPRISE? Libertarians attack the welfare state on theoretical 
grounds, arguing that it is not possible to have a large purposeful collective enterprise. 
In many ways this is an appeal to the coordination/information-processing problems which 
beset central planning. The first counter-argument is that the welfare state is not a 
monolith, but comprises many smaller components. Secondly, many of these com­
ponents are publicly financed but privately and competitively produced—welfare does 
not have to be state welfare. Thirdly, where market failures are severe, state action, albeit 
imperfect, may produce the least-bad outcomes. 

Libertarians also attack the practice as inefficient and ineffective in terms of the ser­
vices it provides. As already indicated, imperfect state action may be the least-bad way. 
Furthermore, a major thrust of modern policy is to introduce competition on the sup­
ply side, as exemplified by the discussion of quasi-markets in Chapters 12, Section 5.2, 
and Chapter 13, Section 5.1, precisely to improve internal incentives to efficiency. 

DAMAGING TO ECONOMIC GROWTH? The argument is that the welfare state harms growth 
because the level of welfare-state spending is too high or (separately) because its rate of 
growth is too rapid. In consequence, high or rising levels of taxation create a drag on eco­
nomic growth (see the Further Reading). 

It is not controversial to argue that beyond a certain point taxation harms growth. 
What is controversial is (a) where that point is, and (b) the precise mechanism by which 
welfare-state spending might reduce growth. The issue remains disputed territory. As 
Atkinson's (1995a: ch. 6) survey makes clear, the argument is far from simple. 

• For most of the post-war period, spending on the welfare state in Germany has 
been higher than in the UK, yet German economic growth has been faster.2 

• If the charge is that the level of welfare-state spending is too high, then, as Atkinson 
(1995a: 123) points out, 'the Welfare State is no more than a co-defendant with 
other elements of the state budget'. 

• Causation can be problematic. Do countries with higher spending reduce their 
growth rate, or do countries with lower growth and more poverty need to spend a 
larger fraction of GDP alleviating poverty? 

• Looking at aggregates can obscure other key influences on growth, notably the 
detailed structure—and hence the incentive effects—of benefits. Benefits awarded 
without an income test, for example, may cost more but have less powerful adverse 
incentives. 

For these and other reasons, Solow, in an assessment of cross-country comparative 
analysis (1994: 51, quoted by Atkinson 1995a: 124), concluded: 'I do not find this a 
confidence-inspiring project. It seems altogether too vulnerable to bias from omitted vari­
ables, to reverse causation, and above all to the recurrent suspicion that the experiences 

2 In the early 1990s, for example, UK welfare state spending was around 23% of GDP; in Germany, just prior to 
unification, it was 27.5% of GDP. 
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of very different national economies cannot be explained as if they represented differ­
ent "points" on some well-defined surface'. 

Even if it could be shown conclusively that the welfare state does reduce growth, that 
is not the end of the argument. The welfare state has benefits as well as costs—increased 
security, reduced poverty, increased investment in human capital, to name but a few. If 
the benefits sufficiently outweigh the costs, the project should proceed. In concrete 
terms, people may prefer to trade a small amount of growth for increased security, the 
slight reduction in growth being in some ways analogous to an insurance premium. 
The fact that this argument cannot be pushed too far does not make it less valid. 

DAMAGING INCENTIVE EFFECTS? Writers like Murray (1984: ch. 12) argue that social benefits, 
far from being the cure to social ills, are part of their cause. According to this argument, 
which echoes nineteenth-century British debates about poverty relief (Chapter 2, 
Section 1.1), social assistance is too generous, thereby creating a 'culture of poverty'. The 
counter-view (Marmor etal. 1990; Levy 1998) is that labour-market behaviour, crime, 
and single parenthood are far too complex to be explained only—or even mainly—by 
the incentives offered by social benefits.3 

A more sophisticated argument (Lindbeck 1997a) is that over an extended period the 
existence of social benefits changes social norms. To paraphrase his argument, a typical 
person in (say) the 1930s felt stigmatized by the need to rely on benefits; in the early post­
war period, partly because of deliberate policy, stigma (Chapter 10, Section 3.1) was felt 
less acutely; by the 1980s benefits were regarded as an entitlement—not something to 
be avoided if at all possible but, along with wages and the tax system, part of a person's 
budget constraint. In economic terms, in the 1930s a pound of income transfers was worth 
less in utility terms than a pound of earnings; by the 1980s, according to Lindbeck, the 
difference was much smaller, with predictable effects on behaviour. 

2.2. Is the welfare state sustainable? 

Even if we conclude that none of these problems applies with major force, and hence 
that the welfare state is desirable, it is still necessary to discuss whether it is any longer 
feasible. 

COMPATIBLE WITH A GLOBAL ECONOMY? AS discussed in Chapter 1, Section 3, the core of the glob­
alization argument is that, because of technological change, much economic activity has 
become 'dematerialized'—that is, takes the form of computer-transmitted informa­
tion. As a result, national boundaries become porous, making competition global and 
thus reducing the freedom of any country to conduct an independent economic policy. 
The argument is important. Many activities are genuinely becoming more global, as 
exemplified by growing commercial activity over the Internet. But the implications for 
the welfare state are not necessarily apocalyptic. 

3 For discussion of these issues in a UK context, see Murray (1990), which includes responses by British commentators. 
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The world is not wholly global. Though global competition is powerful, it is not all-
powerful. Not all goods are tradeable. Nor are all factors mobile: labour mobility is 
reduced both by choice (people prefer to stay with their language, culture, and family) 
and because of constraints such as immigration controls. For these and other reasons, 
Burtless (1996b) concludes that the globalization of the US economy explains less than 
one-fifth of the large increase in inequality in the USA since 1970. 

The Western countries can adapt. It is vital to keep two issues logically separate: 

• What should be the scale of the state's activities—that is, the level of public spend­
ing on income transfers, health care, education, and the like? 

• What is the appropriate structure of activity—that is, the public/private mix? 

The first is largely a matter of budgetary balance—a macroeconomic issue. The second 
is microeconomic. It is concerned with which activities are most efficiently privately 
funded and/or privately produced and which are not. The distinction is important: 
a budgetary crisis is not a ground for privatization. 

Globalization means that countries—for instance, in South East Asia—with low 
social spending, can exert competitive pressures on OECD countries. That, however, is 
not an argument for dismantling the welfare state, still less for radical structural change 
such as privatization. Rather, it is an argument for some reduction in the scale of some 
welfare-state activities. For this reason as well as for demographic ones governments in 
virtually all the OECD countries have tried to restrain welfare-state spending (UK DSS 
1993). 

The newly industrialized countries may also adapt. A third reason why globalization is 
not the death knell for the welfare state is that in all the industrialized countries, social 
spending has been a superior good: as incomes have risen, electorates have voted to 
increase the share of such spending in GDP. In some countries the process has perhaps 
gone too far,4 but that does not mean is that the premiss is flawed. Unless the countries 
of East Asia are very different, rising incomes and the weakening of extended family ties 
will lead to demands for rising social expenditures (David Phillips 1992). 

A plausible outcome of global competition, therefore, is some convergence between 
the OECD countries and their Asian competitors. Competition will continue to exert down­
wards pressure on wage costs and on the generosity of social benefits in the OECD; and 
over time rising incomes will lead to increased social spending in the newly industrial­
izing countries. 

DEMOGRAPHICALLY SUSTAINABLE? Rising life expectancy and falling birth rates in many coun­
tries result in an ageing population. The facts are not in dispute. As discussed in Chapter 
9, Section 5.1, however, a whole range of policies can address the problem: increasing 
the quantity and quality of capital; increasing labour-force participation; more gener­
ous immigration policies; and—most powerful of all—raising the age of retirement. 

4 Government failure is discussed in Chapter 5, Section 5. 
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A CRISIS OF THE WELFARE STATE? Esping-Andersen (1996A) argues that political and other 
institutions are enormously important for managing potential conflict between 
efficiency and distributional objectives. He goes on to argue that during the 1950s and 
1960s, and in some countries longer, it was possible to pursue distributional objectives 
with little efficiency cost because there was a consensus of acquiescence to wage 
restraint in return for full employment (see also Atkinson and Mogensen 1993; Blank 
1994). That consensus, it can be argued, was what underpinned the early success of 
Keynesian policies, providing a positive-sum solution to the trade-off between growth 
and equity. According to this view, institutions have become more fragmented. Because 
of changes in social norms and a weakening of some institutions, the trade-off between 
growth and equity had by the 1990s become less favourable than formerly. What has 
emerged is a zero-sum trade-off.5 

Though the issue is of critical importance, it does not counsel despair. It is un­
arguable that parts of the system require change—generous tax-funded pensions 
are more feasible the fewer the number of pensioners (Chapter 9); similarly, free, tax-
funded university education is possible with an elite system but not with the mass 
system required by modern technology (Chapter 13). In these areas, as elsewhere, the 
welfare state is adapting: 

• There is particular emphasis in many countries on improving the incentive struc­
ture of the benefit system. 

• The generosity of some benefits is being reduced (UK DSS 1993), for both eco­
nomic and, in some countries, political reasons. 

• Other reforms, such as raising the age of retirement, are part of the menu of 
options. 

The welfare state will continue to adapt in the future. Some of those adaptions can be 
foreseen. 

• Demographic and global change will continue to create pressure to contain total spend­
ing. In consequence, pensions and health care will continue to face resource con­
straints, creating upward pressure on the age of retirement. 

• Not least because of labour-market trends, inequality will be a continuing problem. 
A consequence will be pressures more carefully to distinguish the insurance func­
tion of cash benefits from their redistributive function. This may lead to social 
insurance becoming more actuarial; more generally, pensions will, up to a point, 
become more individualized. Such moves, if well designed, could {a) facilitate 
labour-market flexibility and (b) enable women, in the face of more fluid family 
structures, to have their own pension entitlement. 

• There will be mounting pressure for new insurance instruments (public, private, or 
mixed) to cover contingencies such as requiring residential care in old age. 

5 For theoretical discussion of how social customs can influence economic outcomes, see Akerlof (1980). 
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• New lending instruments will emerge. Income-contingent loans, ideally drawing on 
private-sector funds, will increasingly pay for part of the costs of post-compulsory 
education and training. In the face of labour-market developments, especially 
reduced job security and the increasing prevalence of part-time work, there will also 
be pressure for more flexible lending for house purchase. 

In all these points, the word 'adapt' is key. To criticize the welfare state as though it were 
set in tablets of stone is to make the same mistake as Marxists in criticizing capitalism— 
it ignores the fact that both the market system and state institutions adapt. The welfare 
state faces problems; as a result, its institutions adapt; this does not mean that there is a 
crisis. The proper debate is about the form and extent of adaptation. 

POLITICALLY SUSTAINABLE? The survival of the welfare state depends on its political as well as 
its economic sustainability. Libertarians argue that the state takes on tasks (e.g. the 
abolition of poverty) which are impossible, that failure undermines the state, and, to 
that extent, that the welfare state contains the seeds of its own political demise. The 
exact opposite can be asserted. It is the welfare state which has made capitalism, with all 
its attendant benefits of economic growth, politically feasible, as the quote by Arthur Okun 
at the head of the chapter suggests. Failure to address poverty can be destabilizing 
and hence politically damaging—a key problem in many of the reforming former 
Communist countries. 

Libertarians also argue that the welfare state leads to the formation of powerful inter­
est groups. This is true. It is also true that capitalist lobbies create powerful interest 
groups, such as employers' organizations, Chambers of Commerce, and the like. These, 
it can be argued, are all desirable activities within democratic pluralist societies. 

In the face of all these controversies, it is not surprising that there is a flourishing polit­
ical debate about whether the UK or other countries can afford a welfare state. The easy 
complacency of earlier years about the continued growth of social spending has been 
replaced by discussion of whether or not there is a crisis in welfare. The argument in this 
book is that the discussion should not be about whether there should be a welfare state, 
but about its precise form and its distributional objectives. Glennerster reaches a simi­
lar conclusion. He points out two crucial facts. First, the level of taxation and social 
spending, though high in all the Western industrial economies, varies widely and is not 
correlated in any obvious way with economic performance. These facts contradict the 
simple view that the present scale of the welfare state or something rather larger or 
smaller is incompatible with a substantial capitalist sector. Secondly, fifty years ago,'in 
a ravaged economy, when real incomes were less than half what they are today, people 
voted for what came to be called the welfare state, and paid the price, and voted to con­
tinue affording it' (Glennerster 1997: 298). 

This brings out a final point—that the future of the welfare state depends not only on 
economic feasibility, but also very much on what people, through the political process, 
decide that they want. 
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None of the ideas in this book has been intended as a detailed blueprint, but more as an 
illustration of an approach which has been, throughout, to entertain moderately egali­
tarian aims while avoiding dogmatism about methods. The result shows how, with care, 
it is possible to create institutions both within the welfare state and more broadly which 
contribute to a society characterized simultaneously by economic efficiency and social 
justice. 

FURTHER READING 

For a classic defence of the mixed economy, see Okun (1975). For early discussion of the 'crisis 
in welfare' by libertarians, see Harris and Seldon (1979), and Seldon (1981), and by Marxists, see 
Ginsburg (1979) and Gough (1979). For more recent discussion, see Esping-Anderson (1996b) 
and Glennerster (1997: ch. 15). 

Murray (1984) and Marmor etal. (1990) offer two opposing views of the effects of the welfare 
state on individual behaviour; see also Lindbeck (1997a, b). The effects of the welfare state on growth 
rates are discussed by Lindbeck et al. (1993) and Dreze and Malinvaud (1994); see also the sym­
posium on the Swedish welfare state in the Economic Journal, 106/439 (Nov. 1996) 1725-79. 
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absolute poverty poverty line defined in terms of a subsistence standard of living; as opposed to 
relative poverty 

actuarial an actuarial contribution is based on two factors: (a) the size of the benefit to be paid 
if the insured event (e.g. becoming ill) occurs; and (b) the probability of the event occurring. The 
probability needs to take into account mortality, morbidity, inflation, and all other relevant fac­
tors. This is the way in which private insurance works 

administrative efficiency se£ productive efficiency 

adverse selection situation in which an individual who is a poor risk can conceal the fact from 
the insurance company 

Aid to Families with Dependent Children (AFDC) the main US income-tested benefit for fami­
lies with no (or virtually no) other income; replaced from 1996 by Temporary Assistance to 
Needy Families 

a I locative efficiency the allocation of scarce resources in such a way that no reallocation can make 
any individual better off without making at least one other individual worse off. Also referred to 
as economic efficiency, external efficiency, Pareto efficiency, or Pareto optimality 

annuity the payment of an income of £x per year for life; often given to an individual in 
exchange for a single, lump-sum payment at the time he retires. See Chapter 5, Section 2.3 

building society UK financial institution which lends money to individuals for the purpose of 
buying a house. The US equivalent, broadly, is a savings and loan association 

cardinal utility If utility is cardinally measurable we can make statements such as 'A gets twice 
as much utility from his first ice cream as from his second' or 'B gets the same utility as A from an 
ice cream'. When utility is measurable only ordinally we can say only that A gets more utility from 
his first ice cream than from his second, but not how much more; and it is not possible to make 
interpersonal comparisons between A's and B's utility. See also utility 

cash benefits income support in the form of cash, in contrast with benefits in kind like free health 
care. Cash benefits generally include social insurance and social assistance 

child benefit UK system of weekly, tax-free cash payment of £x for each child in the family, gen­
erally payable to the mother 

collectivist view which gives priority to the achievement of equality or meeting need. Can take 
various forms including democratic socialist or Marxist 

comprehensive school UK secondary school for pupils of all abilities, generally covering the age 
range 11-18 

contributory benefit benefit payable only to individuals who (a) have a national insurance con­
tribution record, and (b) are unemployed, retired, or suffering from ill health, etc. See also social 
insurance and non-contributory benefit 
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cream-skimming attempt by the supplier of services to select the least costly clients; frequently 
used in connection with medical insurers who face incentives to try to screen out all but the best 
risks 

cross section series of observations on different entities during a single period of time—e.g. the 
Family Expenditure Survey gathers data on the expenditure patterns of a large number of fam­
ilies in a given week; as opposed to time series 

democratic socialist view that collectivist goals can be achieved within a mixed economy. See 
also libertarian, liberal, Marxist 

disregard amount of earnings or other income which is disregarded (i.e. ignored) in calculating 
the benefit to which an individual or family is entitled 

earnings-related benefits benefits which, in contrast with flat-rate benefits, are paid as a per­
centage of previous earnings; thus, individuals with higher previous earnings receive higher 
benefits 

economic efficiency see allocative efficiency 

efficiency see allocative efficiency 

engineering efficiency see productive efficiency 

eq u ity a goal relating to the way in which resources should be distributed or shared between indi­
viduals, hence synonymous with social justice; see also horizontal equity and vertical equity. Equity 
may imply equality, but does not have to—see also libertarian, liberal, collectivist 

estate agent institution to assist with the purchase and sale of property; in the US a realtor 

external efficiency synonymous with allocative efficiency; often used in the context of health 
care and education. It means, for example, the allocation of resources so as to maximise the 
health gain from a given budget or the production of the mix of educational activities which equip 
individuals—economically, socially, and politically—for the societies in which they live 

family credit UK system of supplementing the incomes of low-income working families, intro­
duced in 1988 to replace Family Income Supplement 

Family Income Supplement (FIS) see Family Credit 

flat-rate benefits benefits which, in contrast with earnings-related benefits, are paid at a fixed 
monthly rate (though they may be higher for larger families) and are not related to previous income; 
thus, for a given family type, all recipients receive the same benefits 

funded funded pensions are paid from an accumulated fund built up over a period of years out 
of contributions of its members. Contrasts with Pay-As-You-Go schemes 

general practitioner (GP) family doctor 

Gini coefficient a measure of the overall inequality in society; it takes on values between zero (when 
income is distributed equally) and one (when one individual has all the income) 

Green Paper consultative document issued by UK central government, inviting discussion and 
comment; as distinct from a White Paper 
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health maintenance organization (HMO) a'firm'of doctors, which charges individuals/ families 
an annual premium, in return for which it provides the individual/family with a comprehensive 
range of medical services. See Chapter 12, Section 5 

Higher Education Funding Council for England (HEFCE) a body which finances universities and 
colleges on the basis of contracts; replaces the former Polytechnics and Colleges Funding 
Council and Universities Funding Council. There are similar bodies for the other parts of the UK 

horizontal efficiency concerned with ensuring that benefits should go to all the poor. Failure can 
arise either because eligibility rules prevent some needy groups from applying, or because take-
up is less than 100 per cent. Thus horizontal equity is concerned with avoiding gaps, as opposed 
to vertical efficiency, which is concerned with avoiding leakages 

horizontal equity distribution in accordance with equal treatment of equals—e.g. the relative 
tax treatment of families of different sizes at a given level of income. See also equity and vertical 
equity 

housing benefit UK system of assistance with rent and local taxation for low-income householders 

housing revenue account (HRA) shows housing revenue and expenditure in each local author­
ity on a cash-flow basis 

implicit tax rate a tax which arises when a family in receipt of an income-tested benefit earns 
extra income, and as a consequence loses benefit. If benefit is lost pound for pound with earn­
ings, the implicit tax rate is 100 per cent. See Chapter 10, Section 3 
income-related benefit see income-tested benefit 

income support UK system of means-tested, non-contributory benefits, for which individu­
als/families are eligible if their income from all other sources is less than the poverty standard. 
Replaced supplementary benefit in 1988 

income-tested benefit benefit awarded to individuals/families with low incomes, and with­
drawn as income rises; as distinct from benefits awarded on the basis of other criteria—e.g. hav­
ing a contributions record. Also referred to as income-related benefit. See also contributory 
benefit and means-tested benefit 

indexed government bonds an ordinary 10-year bond sold in 2000 for £100 would pay, say, £10 
interest per year and repay the £100 loan in 2010. A similar indexed bond makes a lower interest 
payment, but repays in 2010 not £100, but the initial sum indexed for changes in the price level. 
If prices double over the period, the bond holder receives £200 plus interest (also indexed) in 2010 

internal efficiency see productive efficiency 

laissez-faire the term is used in this book in its most frequent sense as 'a belief in the efficacy of 
a free market economy' (Taylor 1972:11). See also libertarian 

less eligibility condition that the standard of living of those in receipt of Poor Law benefits 
should be lower than that of the poorest worker 

liberal view of property rights and income distribution as contingent matters rather than as items 
of dogma. Note the confusing ambiguity in the use of the word. In the nineteenth century it was 
used as a label for classical Liberal thinkers such as Bentham and Nassau Senior; and today a 
writer like Friedman, in calling himself a liberal, is using the term in the same way. Throughout 
the book such writers are referred to as libertarians 
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libertarian view which gives priority to individual liberty, usually associated with a belief in the 
free market and laissez-faire. See also liberal and collectivist 

Local Education Authority the body which organizes most forms of education at a local level, 
including building schools and employing teachers 

local rates former UK system of local taxation, based on the annual rental value of property 

macro-efficiency concerns the proportion of national resources devoted to a particular activi­
ty such as health care or education; as opposed to micro-efficiency 

market failure impediment to the efficient working of the market, in particular externalities, pub­
lic goods, or increasing returns to scale (see Appendix to Chapter 4, paras. 12-16) 

Marxist view that collectivist goals are incompatible with capitalism, and can be achieved only 
under state ownership of major productive resources. See also libertarian, liberal, and democratic 
socialist 

means test see means-tested benefits 

means-tested benefits benefits paid to individuals whose income and wealth from all other 
sources are below a given amount. The term thus embraces both income-testing and wealth-
testing 
micro-efficiency concerns the division of total medical resources between the different parts of 
the health-care system, or that of educational resources between different areas of education, etc.; 
as opposed to macro-efficiency 
moral hazard situation in which an insured person can affect the insurance company's liability 
without its knowledge 

National Health Service (NHS) UK system under which medical care is (a) provided by the 
state, (b) financed mainly out of general tax revenues, and (c) supplied to patients mostly with­
out charge 

national insurance UK system of social insurance in respect (e.g.) of unemployment, ill health, 
and retirement. See also contributory benefit 

negative income tax a system in which income support and income taxation are integrated by 
using the tax system, both to pay benefits to those with low incomes and to levy taxes on those 
with higher incomes 

non-contributory benefit benefit awarded without the need for a contributions record, and 
financed out of general tax revenues (in contrast with a contributory benefit). May be income-
tested, or awarded on the basis of non-income criteria, e.g. child benefit 

ordinal utility see cardinal utility 

Organization for Economic Cooperation and Development (OECD) an organization of the 
world's advanced industrial countries 

original position hypothetical situation (used by the philosopher John Rawls) in which rational 
negotiators behind the veil of ignorance negotiate a just constitution for a country in which they 
will all have to live 

outdoor rel ief benefits paid under the Poor Law to individuals, principally the elderly, who were 
not required to live in the workhouse 
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Pareto efficiency see allocative efficiency 

Pareto optima I ity see allocative efficiency 

Pay-As-You-Go pensions paid (usually by the state) out of current tax revenues, rather than out 
of an accumulated fund; contrasts with funded schemes 

Pigovian subsidy/tax where an activity creates an external benefit, an unrestricted private mar­
ket will supply an inefficiently small quantity. One way of restoring supply to its efficient level is 
to pay a so-called Pigovian subsidy. Analogously, a Pigovian tax discourages excessive supply in 
the present of an external cost. See Chapter 4, Section 3.2 and/or the Appendix to Chapter 4, para. 
15 

Polytechnics and Colleges Funding Council (PCFC) a body which financed polytechnics and col­
leges in England and Wales on the basis of contracts from 1990 to 1993, after which it was 
replaced by the Higher Education Funding Council for England 

Poor Law UK system for the relief of destitution, from late sixteenth century; it was phased out 
over the first half of the twentieth century 

poverty trap situation in which individuals/families earning an extra £1 lose £1 or more in 
income-tested benefits, and hence make themselves absolutely worse off. Such people have no finan­
cial incentive to work longer hours. As distinct from the unemployment trap; see also implicit 
tax rate 

productive efficiency the allocation of resources so as to produce the maximum output from given 
inputs. Also referred to as administrative efficiency, engineering efficiency, or internal effici­
ency. A component of allocative efficiency 

progressive taxation tax system in which tax paid as a proportion of income is higher for indi­
viduals with higher incomes. See also proportional taxation and regressive taxation 

proportional taxation tax system in which tax paid is the same proportion of income at all 
income levels. See also progressive taxation and regressive taxation 

quasi-markets used to improve the efficiency of public providers by introducing market forces. 
But they differ from the market for, say, food: on the supply side, they introduce competition (e.g. 
between hospitals or schools), but the suppliers are not necessarily private, nor necessarily profit 
maximizing. On the demand side, consumers do not spend cash; their purchasing power is 
expressed as an earmarked budget. Consumers may make their own choice (of school), or choice 
may be made on their behalf by an agent (much medical care) 

rates see local rates 

regressive taxation tax system in which tax paid as a proportion of income is lower for individ­
uals with higher incomes. See also progressive taxation and proportional taxation 

relative poverty poverty line defined relative to the average standard of living—e.g. as a proportion 
of average income; as opposed to absolute poverty 

replacement ratio ratio of income when unemployed or retired, to income (post-tax and trans­
fers) when in work 

revenue neutral a policy change is revenue neutral if any resulting increase in expenditure is accom­
panied by a matching increase in taxation 
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SERPS UK State Earnings-Related Pension Scheme 

social assistance state benefits paid out of general tax revenues without contribution condition, 
but usually subject to a means test. See also income-tested benefit 

social dividend scheme form of negative income tax 
social insurance form of organization, originally modelled on private insurance, under which 
individuals receive state benefits in respect of (e.g.) unemployment or retirement, often without 
any test of means or need, on the basis of previous (usually compulsory) contributions. See also 
contributory benefit and national insurance 

social justice a goal relating to the way in which resources should be distributed or shared 
between individuals. See also equity, horizontal equity, and vertical equity. For different 
definitions of social justice, see libertarian, liberal, and collectivist 

social security all publicly provided cash benefits. Note that this standard UK usage differs from 
the narrower US definition of social security as retirement benefits, and the broader EU defini­
tion which includes health services. Throughout the book the term is used with its UK meaning 

standard assumptions the assumptions under which the market will, in theory, allocate 
resources efficiently—namely, perfect information, perfect competition, and no market failures 
(see Chapter 4, Section 3.2, or the Appendix to Chapter 4, paras. 5-17) 

stigma loss of utility because income is received in the form of (usually) income-tested 
benefits, rather than from some more congenial source (e.g. earnings or insurance benefits) 

supplementary benefit former UK system of means-tested, non-contributory benefits, for 
which individuals/families were eligible if their income from all other sources was less than the 
poverty standard. Replaced the earlier system of National Assistance in 1966. Replaced in 1988 
by income support 

take-up the number of people receiving a particular benefit as a proportion of those poten­
tially eligible 

tax expenditures public expenditure implicit in the granting of tax relief to certain activities— 
e.g. approved private pension contributions or mortgage interest payments, as opposed to 
explicit expenditure. See Chapter 7, Section 1.1 

tenure neutrality an aim ofhousing policy, whereby individuals (on average and in the long run) 
are financially indifferent between buying accommodation and renting it. See Chapter 14, 
Section 2 

third-party-payment problem situation in which the insurance company pays the whole of an 
individual's (e.g.) medical bill; as a result neither patient nor doctor has an incentive to econo­
mize. Technically, a form of moral hazard 

time series series of observations on a single entity (or aggregate) over several periods—e.g. data 
on the level of unemployment benefits, the number of people out of work, etc. in a country each 
year from 1960 to 1980. As opposed to cross section 

unemployment trap situation in which an individual/family is better off (or little worse off) 
when unemployed than when in work, and hence has little financial incentive to seek work. This 
situation arises particularly for those with low earnings and/or with large families. As distinct from 
the poverty trap, under which an individual doing at least some work is given no financial incen­
tive to work longer hours 
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unfunded see Pay-As-You-Go 

Universities Funding Council (UFC) body which financed universities in England and Wales on 
the basis of contracts from 1990 to 1993, after which it was replaced by the Higher Education Funding 
Council for England 

uprating increase in the value of almost all cash benefits, usually at annual intervals, and 
usually in line with changes in the price level 

utility individual well-being or satisfaction. See also cardinal utility 

veil of ignorance hypothetical situation in which rational individuals in the original position 
have to negotiate a just constitution for a country in which they will all have to live, but without 
knowing who they will be (i.e. whether they will be born as one of the most or least fortunate) 

vertical efficiency concerned with ensuring that benefits go only to people who need them. 
This reduces the cost of benefits, but may involve high implicit tax rates and the poverty trap (see 
Chapter 10, Section 3.2). Thus vertical equity is concerned with avoiding leakages, as opposed to 
horizontal efficiency, which is concerned with avoiding gaps 

vertical equity the extent of redistribution of income, consumption, or wealth from rich to 
poor. See also equity and horizontal equity 

welfare US usage for income-tested benefits. See also social assistance 
White Paper firm statement of government intent; as distinct from a Green Paper 
workhouse institution giving work and rudimentary accommodation to the destitute, under the 

Poor Law 

workhouse test condition that recipients of benefits under the Poor Law must live in the work­
house 
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