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The Social Security (Contributions) Bill 1993-94 was laid on 1 December 1993 and is due
to have its Second Reading on 13 December. It is a short Bill, the main provisions of which
are contained in Clause 1. This increases by 1% the main Class 1 contribution paid by
employees on earnings between the lower and upper earnings limits (£57 per week and £430
per week in 1994-95). This rate will now be 10% rather than 9%. This change forms part
of a package, including a corresponding increase for self-employed people on their Class 4
contributions and reductions in contributions paid by employers. These other changes to the
contribution rates will not require primary legislation.
The Bill also makes retrospective technical changes to the way in which part of national
insurance contributions is allocated to health service funds. It also makes it clear (again
retrospectively) that self-employed people do have to pay Class 4 national insurance
contributions on payments to personal pensions. In practice, self-employed people have been
paying NICs on such payments but the legislation was thought to require clarification.

Patricia Strickland
Education and Social Services Section

Library Research Papers are compiled for the benefit of Members of Parliament and their
personal staff. Authors are available to discuss the contents of these papers with Members
and their staff but cannot advise members of the general public.
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PART ONE - B ACKGROUND
The Operation of the National Insurance Fund

The National Insurance Scheme is financed on a pay-as-you-go principle with this year's
expenditure being funded by this year's contributions. In addition, there is a working balance
in the fund to ensure the smooth operation of the scheme and allow for contingencies. The
balance is invested (mainly in Government securities) generating further income for the Fund.
Each year, the Government Actuary reports on the draft orders to provide for the annual
uprating of benefits and the re-rating of contributions detailing the effect of these upon the
Fund. In addition to this annual report, the Government Actuary makes a longer term review
of the Fund every five years. The last such Quinquennial Review covering 1980-1985 was
published in 1990 (Government Actuary, National Insurance Fund Long Term Financial
Estimates, Report by the Government Actuary on the Second Quinquennial Review under
Section 137 of the Social Security Act 1975, 25 July 1990, HC 582, Session 1989/90).
Incom e to the National Insurance Fund is mainly from contributions. However, there is also

some investment income, and since 1990 payments have been made from the Consolidated
Fund (from general taxation) in respect of statutory sick pay and statutory maternity pay.

The vast majority of the Fund's outgoings are on benefits. Those benefits financed by the
Fund are as follows:
Retirement Pensions*
Widows Benefits
Unemployment Benefit
Invalidity Benefits
Redundancy Payments

Maternity Allowance
Guardian's Allowance
Child's Special Allowance
Christmas Bonus

*Retirement Pensions include the basic pension and the additional pension
from SERPS.

Factors affecting the future adequacy of the fund include the following:
-

movements in earnings and prices
unemployment
maturing rights under SERPS
cuts in SERPS benefits from the year 2000
numbers contracting out of SERPS
take up of incentive payments
demographic factors.
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The State of the Fund

Recently, estimates on the state of the fund have shown a move from surplus to deficit. This
refers to an excess of expenditure over income. It does not mean that there is not enough in
the fund to pay benefits. The fund has a working balance to prevent this. However, it does
mean that this balance has been eroded. In the 1990 Quinquennial Review the Government
Actuary stated that "it would seem advisable to maintain a minimum balance of about onesixth of a year's benefit expenditure"1. Estimates in the 1991 report from the Government
Actuary on the benefits uprating and contributions re-rating orders showed an excess of
expenditure over income for the years 1991-92 and 1992-932. Consequently the Government
Actuary predicted that the balance of the fund would fall from 40% of benefit expenditure in
1990-91 to 17% in 1992-93. The estimated levels were therefore just above this
recommended minimum and the Government therefore introduced a Treasury Grant from
1992-93 in the Social Security Act 1993 to boost the fund. Further details are in Library

1

HC 582, Session 1989-90, para 6.8.

2

(Government Actuary, Report on the drafts of the Social Security Benefits Uprating (No 2) Order 1991 and the Social Security (Contributions) (Re-rating)
(No 2) Order 1991, December 1991, Cm 1779).
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Research Note 92/103. Subsequent estimates for 1992-93 in a 1992 Government Actuary
Report3 showed a greater deficit of expenditure over income which reduced the size of the
balance to just 10% of benefit expenditure. In 1993-94, the balance returned to just over the
recommended minimum at 17% because of the introduction of the £7.6bn Treasury Grant.
The graph on page 3 shows the balance of the fund as a percentage of benefits paid from
1975-76 to 1994-95.
Table 1 on page 5 shows the summary accounts of the National Insurance Fund from 1975-76
to 1992-93.
The Structure of National Insurance Contributions

National insurance contributions are divided into 4 classes.
Class 1 contributions are those paid by employees and their employers. Class 2 contributions
are flat-rate contributions paid by self-employed people, while Class 4 contributions are paid
by the self-employed on profits between a lower and an upper limit. Class 3 contributions
are flat-rate voluntary contributions for people who wish to make up a deficient record.
Class 1 contributions paid by employees are called "primary" contributions and those paid by

employers are called "secondary".
People with earnings below the "lower earnings limit" (the LEL) do not pay contributions, and
neither do their employers. The LEL is £56 per week in 1993-94 and will be £57 per week
in 1994-95. The rate is set in legislation as being the nearest whole pound to the basic
retirement pension rate4.
For employees, there is also an upper earnings limit (UEL). This must be between 6½ and
7½ the basic state pension5. This is £420 per week in 1993-94 and will be £430 per week
in 1994-95. This limit does not apply to the contributions paid by employers.
Once an employee earns over the LEL, they will pay 2% on earnings up to the LEL, and a
higher rate on earnings over this amount. The rate depends on whether or not they are in the
State Earnings Related Pension Scheme. For 1993-94, people who are in SERPS pay 9% on
earnings between the LEL and the UEL. Those who are contracted out of SERPS pay 7.2%
on earnings between the LEL and the UEL. The Bill will increase these amounts to 10% and
8.2% respectively from 1994-95.
For employers, the rates vary according to the earnings of the employee.
The main rates of Class 1 contributions for 1993-94 are set out in Appendix 1.
3

Report by the Government Actuary on the drafts of the Social Security
Benefits Up-rating Order 1993 and the Social Security (Contributions) (ReRating) Order 1993,January 1993, Cm 2136.

4

Section 5(2) Social Security Contributions and Benefits Act 1992.

5

Section 5(3) Social Security Contributions and Benefits Act 1992.
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The 1% Increase in Em ployees' Contributions

In his Budget Statement in March 1993, the then Chancellor, Norman Lamont, indicated that
in the Government's view it would not be right to rely on the Treasury grant in the medium
term. Accordingly he announced that he would be raising the Class 1 main rate of national
insurance contributions by 1% to 10% in order to "place the finances of the national
insurance fund on a firmer footing" :
NATIONAL INSURANCE CONTRIBUTIONS
In my autumn statement, I took some tough decisions on
current spending to maintain capital programmes, but, to
protect the poorest and most vulnerable members of society,
we also decided to uprate social security benefits in full.
That decision was warmly welcomed on all sides of the
House. However, had no further action been taken, the
effect of that decision, combined with the rise in
unemployment, would have been to push the national
insurance fund into deficit. To prevent this, I introduced a
new Treasury grant, and legislation to implement this has
been taken through the House.
This makes sense at a time when ensuring economic
recovery is our priority, but it is clearly not a fair or
reasonable basis for financing the national insurance fund
over the medium term. A Treasury grant is paid for by the
general body of taxpayers, including millions of pensioners
who have already made a full contribution to the fund
throughout their working lives. Accordingly, my right hon.
Friend the Secretary of State for Social Security and I
propose to place the finances of the national insurance fund
on a firmer footing.
I do not propose to increase national insurance contributions
in the coming year. However, from April 1994 my right
hon. Friend and I propose to increase the class I main rate
of employee national insurance contributions by 1 per cent.,
to 10 per cent., and the class 4 rate for the self-employed by
1 per cent., to 7.3 per cent. The arrangements for employees
earning below the lower earnings limit and the self-employed
with profits below the lower profits limit will be unchanged
by these measures. The necessary legislation will be brought
before the House in the coming year.
Taken together, these increases will raise about £1.8 billion
in 1994-95 and £2.2 billion in a full year.
However, that will still leave a deficit in the national
insurance fund of £2.8 billion in 1994-95 and a similar sum
the following year. National insurance contributions are, of
course, paid not just by employees and the self-employed,
but also by employers; and when a deficit of this size
emerges in the fund, it is natural to look to all contributors
to make up the balance. The remaining deficit is roughly
equivalent to an increase in the employer national insurance
contribution rate of 1.2 per cent. from 10.4 per cent. to 11.6
per cent. However, having reflected carefully, I do not
believe that it would be appropriate to increase the burden
on employers. I therefore propose to retain a smaller
Treasury grant to make up the continuing shortfall in the
Fund.

(HC Deb 16.3.93 c179)

Research Paper

No 93/113

7

In a recent press release6, the Government explained the increase as follows:

The Bill gives effect to the 1 percent increase in employees' National Insurance contributions
from 6 April 1994 which was announced in the Budget last March. The proposed measure
will increase income to the National Insurance Fund which finances the contributory benefits mainly Retirement Pensions. The effect will be to reduce the amount paid out of general
taxation which is needed at present to balance the Fund. This will ease the potential burden
for many taxpayers who have already made a full contribution to the Fund during their
working lives. The Government believe it is right in principle that existing contributions
should meet the cost of contributory benefits.

Other Changes to Contributions

The 1% increase to employees Class 1 national insurance contributions is part of a package
of changes to contributions which will also come into effect on 6th April 1994. These
include:
•

Corresponding 1% increases to the class 4 contributions paid by the
self- em ployed on profits;

•

Reductions of 0.2% to the standard rate of employers' contributions
and of 1% to each of the lower rates of employers' contributions paid
for em ployees on lower earnings. This is to offset costs to larger

employers arising from their new liability under the current Statutory Sick
Pay Bill to pay statutory sick pay in full and to improve the incentives to
employers to create the kind of jobs at the lower end of the pay scale
which are most likely to go to the long-term unemployed7.

The effects of the changes upon employers and employees is set out by the Government in
DSS Press Release 93/209 (30 November 1993).
Where employees are in the State Earnings Related Pension Scheme (SERPS), those earning
between £57 and £64 per week will pay slightly less in contributions. Those earning above
£64 but not more than £420 will generally pay more contributions ranging from a few pence
to £3.56. Those earning above £420 per week will pay a maximum increase of £4.56 per
week.
Where employees are contracted out of SERPS, those with earnings of £62 per week or less
will pay the same or slightly less. Those with earnings between £63 and £420 will pay more
contributions, ranging from a few pence up to £3.58 per week more. Employees with
earnings above £420 per week will pay up to £4.40 per week more.

6

DSS Press Release 93/215, 2.12.93.

7

Chancellor Kenneth Clarke, Budget Statement (HC Deb 30.11.93 c926).
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The changes for 1994-95 are set out in more detail in Appendix 1.
Forthcoming Changes to National Insurance Benefits

The changes can also be seen in the context of recently announced cuts to national insurance
benefits. These include:
• The replacement of unemployment benefit (currently paid for one year)
with the new "job seekers allowance", which will be means tested after six
months. This will take place in 1996;
• The replacement of sickness benefit and invalidity benefit with "incapacity
benefit" for new claimants from April 1995. This new benefit will be
taxable (unlike invalidity benefit) and will have a tighter medical test;
• The raising of the female state pension age to 65 to be phased in between
2010 and 2020.
The Government estimates that the first two of these changes, alongside certain other
measures (such as the abolition of recovery of statutory sick pay costs for larger employers)
will save "some £2½ billion a year by 1996-97"8. The raising of the female state pension age
will save £5 billion a year by 2025 (at 1993-94 prices)9.

W hy Prim ary Legislation?

Most of the changes to national insurance contributions can be achieved through secondary
legislation. However, under Section 143(4)(a) of the Social Security Administration Act 1992,
where an increase to primary or secondary Class 1 contributions is greater than 0.25%,
primary legislation is required.

Reactions to the 1% Increase

Recent Opposition comment on the 1% increase has tended to focus on it in the context of
cuts to unemployment benefit and what they see as attacks on the contributory principle. The
Leader of the Opposition, John Smith, made the following comments in his response to
Kenneth Clarke's Budget Statement:

Above all, today we needed a Budget for jobs and for social
justice. But, my goodness, we got neither of those. Instead,
as I am afraid we have come to expect from the
Conservative party, a party now well out of touch not only
with the British people but with its own dwindling band of

supporters, we had a Budget which was a blatant betrayal of
election promises, a Budget which continues to pile taxes on
the British people and to reduce the services available to
them.

8

Ibid, c927.

9

White Paper, Equality in State Pension Age, Department of Social Security,
Cm 2420, Appendix 3, Table 2, p34.
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I pick just one example. When we complain about national
insurance going up, the Government say, "Ah, but national
insurance is not like income tax; it is there to pay for a
contributory benefit." Well, here we have national insurance
going up by 1 per cent. and the major contributory benefit,
unemployment, going down. That is no better nor worse than
a fraud on the British people. The Government ignore mass
unemployment and economic weakness, the legacy of their
period in office. This is not the Budget that Britain needs.

(HC Deb 30.11.93 c 943)
Alan Beith, for the Social and Liberal Democrats, made a similar point:

What about unemployment benefit? The sickening message
to those who lose their jobs in the future is that they will be
denied six months of the unemployment benefit to which
they believe that they have contributed, and the Government
have told them time and again that they have contributed,
under a contributory national insurance system. That
contributory system has been blown apart by today's
decision. Indeed, it is impossible to justify a 1p national
insurance increase-which every national insurance payer,
every taxpayer, will have to pay in April-when the
contributory system is being destroyed. The Government say
that they have to increase national insurance contributions to
meet the demands on the fund, but what fund? The
Government have made off with it-it is not there.
Meanwhile, six months of unemployment benefit is being
snatched from people who have worked and contributed on
the assumption that they are entitled to it.

(Ibid c 947)

The argument was developed by Labour's Social Security Spokesman, Donald Dewar in his
response to the Social Security Uprating Statement the following day:

I ask the Secretary of State to comment specifically on the
impact on, and implications for, the contributory principle.
He will remember that there have been many fine ministerial
defences of that principle over recent months. What we
have here is a situation in which people who have built up
their entitlement through contributions over many years see
it halved at a stroke. They will have not unemployment
benefit for 12 months, but a job seeker's allowance for six
months.
That seems to me to be a significant shift in Government
policy, and it rather underlines what we know from
documents that we have seen about-a reconsideration of the
Government's approach to the contributory principle. That
is a serious and important point, and I hope that the
Secretary of State will deal with it.
My worry is that, on the one hand, in some Bonnie and
Clyde situation-I shall leave it to the two Ministers to decide
who is who-people will have to, pay 1 per cent. more in
national insurance contributions. That is £300 million more
for the Chancellor than a penny on income tax. At the same
time, the unemployed and the people looking for work are
being kicked as they leave by that remarkable reduction in
their rights.

(HC Deb 1.12.93 c1045)
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PART TW O - THE BILL'S PROVISIONS
Clause 1

This clause amends Section 8 of the Social Security Contributions and Benefits Act 1992 with
effect from 6 April 1994 so as to increase the employee's Class 1 contributions by 1%.
Clause 2

This clause makes technical changes to the allocation from employed earners' contributions
to the National Health Service to confirm retrospectively the legal validity of existing practice.
Part of the contributions received by the national insurance fund is allocated as a contribution
to health service funds. In the case of Class 1 contributions this is a specified percentage
applied to the amount of earnings above the lower earnings limit - 1.05% for the primary
contribution paid by employees and 0.9% for the secondary contribution paid by employers.
The amendment made by Clause 2 affects the way in which the allocation is calculated for
these Class 1 contributors.
Since 5 October 1989, the rate of Class 1 Contributions has been divided up into an initial
rate and a main rate. The initial rate is 2% of earnings up to the Lower Earnings Limit
(LEL). This is only paid once earnings exceed the LEL. The main rate is currently 9% of
earnings between the lower and upper earnings limit, but would be 10% from April 1994 once
the Bill comes into force.
The intention was always that the NHS allocation should not be levied on the initial rate of
2%. A person earning just on the lower earnings limit pays just 2% on these earnings, and
still qualifies for benefits from the NI Fund, so to take 1.05% of that contribution for the NHS
would be seen as a disproportionate drain on the fund. The problem lay in the way the
relevant provision, currently contained in Section 162(5) of the Social Security Administration
Act 1992, was drafted. This sets out that the allocation should be calculated by reference to
"earnings in respect of which those contributions were paid at the main primary percentage
rate". This excludes, as was intended, the initial 2% contributions on earnings up to the
lower earnings limit. However, as Appendix 1 shows, many people (including those who
are contracted out of SERPS and those married women who still pay the reduced rate
contributions) pay less than this "main rate". In practice, the NHS allocation has in fact been
paid on their earnings between the LEL and the UEL just as it has for those on the main rate.
These payments have amounted to some £4.6 billion between October 1989 and April 199410.
Clause 2 makes it clear retrospectively that these payments have legal authority as do the
future allocations amounting to some £1bn a year11.
Clause 2(1) ensures that the allocation is based on earnings between the LEL and the UEL
rather than the "main" rate of contribution.

10

Explanatory and Financial Memorandum to the Bill.

11

Ibid
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Clause 2(3) makes this change retrospective to 5 October 1989, when the term "main rate"
was incorporated into legislation.

Clause 3

This clause is also of a technical and clarifying nature. It confirms that Class 4 National
Insurance Contributions are payable on contributions paid by the self employed to approved
personal pension schemes - just as, for example, Class 1 contributions are payable on the
premium which an employee pays to a personal pension. In practice, the self-employed have
been paying Class 4 contributions on payments to personal pensions up until now, but some
doubts have arisen about the way in which the relevant provision12 was drafted. Clause 3(2)
makes the clarification retrospective - in effect to the introduction of personal pensions on 1
July 1988.

12

Para 2, Schedule 3 of the Social Security Contributions and Benefits Act
1992.
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APPENDIX TW O - CHANGES TO NI CONTRIBUTIONS FOR 1994-95

The full range of changes to National Insurance Contributions for 1994-95 are set out in the
following tables (Source: DSS Press Release 93/209, 30 November 1993).
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