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PREFACE

This publication considers a range of issues arising from the
development of means-tested support for individuals and families
with earnings from work, and in particular from plans to introduce
an Employment Tax Credit in 2003. It is part of the Joseph
Rowntree Foundation’s ongoing efforts to bring a wide range of
expertise to bear on the process of welfare reform, and to look
independently both at government policies as they unfold and at
wider issues for policy debate. This report is based on a range of
existing research evidence, on discussions with interested parties
and on a JRF seminar held in May 2001 (see the first section of
Chapter 1 in Part | for more details).

Part | summarises the arguments and the conclusions that
the authors have drawn from this exercise. Part || considers the
issues and evidence in greater detail, by reproducing three papers
available at the May 2001 seminar. The first is a background paper
by Fran Bennett and Donald Hirsch analysing evidence and policy
options. In the second paper, Frank Wilkinson looks at in-work
support in a historical context and warns of particular dangers.
Third, an international dimension is introduced through summaries
of chapters from an OECD report on ‘making work pay’.

The authors are grateful to all those who took part in the
seminar and who gave their views in other ways, and in particular
to Mike Brewer, Irene Bruegel, Alex Bryson, Anne Gray and David
Piachaud for extra help and advice, and to Barbara Ballard for
help throughout the project.
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1 BALANCING SUPPORT AND
OPPORTUNITY

Fran Bennett and Donald Hirsch

Overview

“The government plans to bring together, in 2003, support
for children into an integrated child credit, while in-work
support for adults will be consolidated into an
employment tax credit.
“The net result will be close to a negative income tax
subject to a ‘willing to work’ test.”
(Samuel Brittan, Financial Times, 24 May 2001)

The UK government is now committed to bringing in a new
Employment Tax Credit (ETC), to give help to families (see Box
1.1) that have earnings from paid work but are nonetheless living
on low incomes. The ETC is the latest in a series of means-tested
supplements to top up incomes from employment and, for the
first time, potentially creates a general mechanism for doing so,
rather than one designed for specific groups such as disabled
people and those with children. This paper considers the
implications of such transfers, and how good they are at meeting
key policy objectives such as reducing poverty, improving
incentives and creating opportunities for people on low incomes.

The Working Families Tax Credit (WFTC), the Disabled Person'’s
Tax Credit (DPTC) and their predecessors have been important
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The Employment Tax Credit and issues for the future of in-work support

Box 1.1 Note on terminology: what is a
family?

In this publication, the term ‘family’ is used in its wider sense,
to describe units that between them encompass the whole
population.

Much analysis of income distribution looks at ‘household’
income; but this denotes a unit wider than the nuclear family
or benefit unit, which in the UK is the usual assessment unit
for means-tested benefits and tax credits. (These distinctions
are not always clear in government or other documents.) A
UK ‘benefit unit’ usually comprises an individual or a
(heterosexual) couple living together and any dependent
children living with them. Such units are referred to in the
following analysis as ‘families’, which include single people
without children. This is wider than the meaning of ‘families’
in, say, Working Families Tax Credit. Only when families with
children are specifically referred to is that meaning intended
here.

It is of course important to note that many social security
benefits, in the UK and elsewhere, are based on individual
entitlement, rather than on a family means test; and following
the introduction of independent taxation in 1990, income tax
liability in the UK is also assessed using the individual as the
relevant unit (other than for tax credits, which are usually
family-based).

components of recent governments’ approaches to relieving
poverty among families with children and disabled people. But this
paper argues that the move towards a more general means-tested
employment credit has inherent limitations and also carries risks.

The advent of the ETC is a good moment to reflect on the
overall strategic direction and objectives of public policy towards



Part I: Balancing support and opportunity

low income and low earnings. Means-tested support to people
with paid work whose total family incomes are low may help to
relieve poverty, but may also fail to tackle — or in some cases
may even help to entrench — some of its underlying causes, such
as low pay, low investment in human capital and limited
opportunities, particularly for women.

This paper does not argue for or against the implementation
of the ETC as such. It takes as given the current government’s
declared plan to introduce this kind of payment. (For families with
children and disabled people, in particular, it is also important to
remember that the existing structure of entitlements creates the
context for future policy: to reduce entitlements on which these
groups have come to depend could cause them serious
difficulties, at least in the absence of compensating measures.)
Its aim is rather to examine the longer-term implications of moving
further in this policy direction and to suggest giving due weight
to other measures that aim to tackle underlying issues in order
to help people overcome poverty and improve their incomes
through paid work and adequate social protection. Overall, it
argues that it is time to move beyond a focus on means-tested
supplementation to the more fundamental long-term task of
removing obstacles to opportunities, and beyond a focus on
helping ‘workless households’ to acquire at least one earner to a
more comprehensive approach that aims to support individuals’
efforts to improve their incomes over their lifetime.

The paper starts by outlining its background and purposes.

Next it analyses the proposal to introduce an Employment
Tax Credit (ETC).

The third section sets out a range of issues raised by the
introduction of ETC.

The next section examines the implications of trying to tackle
these issues within the framework of ETC.



The Employment Tax Credit and issues for the future of in-work support

Next, the paper looks at some of the underlying problems
that ETC is trying to deal with.

Finally, it suggests how to balance priorities and policies to
tackle these underlying problems.

Background

The Joseph Rowntree Foundation (JRF) has been tracking the
progress of ‘welfare reform’ since the publication of the welfare
reform Green Paperin 1998. It has aimed to make an independent,
constructive contribution to the debate about policies and their
implementation, and to bring together in open discussion a wide
range of people with knowledge and influence in this area.

Two central themes in the reforms have been ‘welfare to work’
and ‘'make work pay’ policies, which between them aim to help
unemployed people and those outside the labour market to move
into jobs and to escape poverty.! JRF publications in this area
have both looked at such strategies in the round? and tracked
early progress of the New Deals.?

The Foundation has made a particular contribution to the debate
about introducing tax credits as a new method of making work
pay and combating poverty. Before the announcement of the
WEFTC in 1998, it considered the lessons to be learned from other
countries about such strategies,* and it has recently looked more
extensively at issues and international lessons for the reform of
children’s benefits relevant to the introduction of the Integrated
Child Credit (ICC),® planned for 2003 as part of the restructuring
of benefits and tax credits.

During 2001, the Foundation has gone on to consider the issues
arising from the widening of financial support for low-income
families with an earner, in which the planned introduction of the
ETC represents a highly significant step. This exercise, including
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the present publication, concentrates on general issues of in-
work support and on the implications of extending it to new client
groups, and does not look at issues specific to families with
children or disabled people. In May 2001, the Foundation brought
together a group of leading economists, social policy experts and
members of interested groups in a seminar to discuss the issues
arising from the ETC proposals in the context of ‘make work pay’
policies more generally. The seminar was informed by a detailed
background paper analysing the development of such policies
and the choices ahead and reviewing evidence to date, and by
other supporting papers and notes by participants. The
background paper had been informed by prior discussions with
individuals and by published evidence on outcomes of existing
‘make work pay’ schemes in the UK and elsewhere.

Some of the papers presented to the seminar are published in
Part Il of this report. The present paper (Part |) has been written
after the seminar, and draws on the discussions there and on
other material to develop some key arguments about future
development of the ETC and related policies. Although these
arguments have been strongly influenced by the insights of
others, the views expressed are those of the authors.

The purpose of this publication is therefore to be a guide to
debate as the ETC and related policies develop. Although it was
mainly written before the Treasury’s consultation paper, New Tax
Credits: Supporting Families, Making Work Pay and Tackling
Poverty (Inland Revenue, July 2001), it offers an independent
analysis of some of the issues addressed by that paper. But its
longer-term purpose is to encourage an informed and reflective
approach to the development of policy in this area — and
particularly to encourage clarity about the purposes of particular
measures and consideration of alternative means of achieving
these goals.
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The Employment Tax Credit (ETC)

The ETC is a development of two existing transfers to poor
families with someone in paid work: Working Families Tax Credit
(WFTC) and Disabled Person’s Tax Credit (DPTC). (Although its
name is similar, it is very different in structure from the
Employment Credit — part of the New Deal for the 50plus.) The
reform that introduces it will do two key things. First, it will
separate out the children’s element from the WFTC and DPTC,
combining it with other payments for children to create the
Integrated Child Credit. Second, the remaining ‘adult’ portion (with
the exact amount as yet unknown) becomes a general credit
which will not be restricted only to parents and disabled people
but will be extended to some other groups.

The creation of a new mechanism does not necessarily require
the government to extend it to new beneficiaries. In practice,
the government has indicated that it is unlikely to make the ETC
available to all categories of low-paid people or poor working
adults. The key features of the ETC as currently planned by the
government are summarised in Box 1.2.

The ETC is part of an overall trend towards extending means-
tested income transfers to families with low income from work —
with the dual objective of improving incentives to work and
improving the living standards of those who do work. The history
of this trend, in the UK and elsewhere, is reviewed in the
background paper in Part Il (Chapter 2). This report analyses the
ETC not just in itself but in the wider context of the growth in
such transfers over a long period, since the introduction of Family
Income Supplement in 1971.

Yet, the ETC marks an important point in the development of
policies to ‘make work pay’, since it is the first more general
subsidy paid on a national basis to families with low income from
paid employment, and is more explicitly linked to such
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Box 1.2 Key features of planned ETC

e Paid only to families with at least one person in paid
work at the time of qualifying (though based on income
in the previous tax year).

e For families with children and disabled people, it
replaces the ‘adult’ portion of WFTC/DPTC, and may be
higher for disabled people.

e Extension to families without children or entitlement to
disability benefits, bringing in new (additional)
beneficiaries.

e Means-tested against family income and tapered as
Income rises.

e Likely to be age-limited — excluding young adults (under
25).

e Likely to be hours-limited — excluding part-timers except
for parents and disabled people (and possibly other
limited groups such as carers in future).

Delivered through the pay-packet.

employment than its predecessors, whose focus was on helping
children/disabled people. (The Earnings Top Up — ETU — was also
a more general subsidy of this kind, but was piloted in some
areas in the late 1990s and then not pursued.) This is therefore
an appropriate time to step back and consider the longer-term
impact both on the labour market and on the structure of social
protection of the steady growth in this kind of ‘make work pay’
mechanism.

At one level, the transfer of income to a group whose incomes
are low has the straightforward effect of helping to reduce poverty

9
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among its recipients (though, as with many means-tested
benefits, it is unlikely to reach all the potential target group,
because of incomplete take-up). The Treasury has identified
extensive problems of low in-work income and disincentives to
work in families without children, particularly couples, as well as
for those with children who are helped at present (see sources
cited in Part Il). But, as spelt out in the following section and in
the background paper, the wider effect of extending such
transfers must also be taken into account. Their existence can
affect other decisions by employers, governments, families and
individuals. For example, it is possible that the more the state
ensures that ‘'work pays’ by topping up income, the less pressure
there may be on employers to set wages adequate to make work
pay. Governments may potentially contribute to this process if
they come to believe that means-tested protection is a reasonable
substitute for raising minimum wages and/or for providing social
protection for individuals to maintain their income levels. If such
means testing becomes sharp and visible, individuals may also
think it is not worth taking steps to enhance their earnings, and
some with partners in work may think it is not worth working at
all.

None of these consequences is clear or inevitable; but neither
can such possibilities be completely discounted. The present
proposal to extend credits to non-parents is modest in scope,
but many modest steps in one direction can eventually add up.
Government interventions to ‘'make work pay’ can be seen in
one sense as a ‘'second-best’ solution to working poverty. The
ideal is for workers to have the opportunity to lift themselves out
of poverty through their earnings, raised as a result of higher
productivity and responsible behaviour by employers. Where this
Is not the case, benefits/tax credits can help prevent poverty.
But it would be unfortunate if the deployment of a particular safety
net discouraged behaviour that might reduce the need to use it.

10
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Issues raised by the Employment Tax Credit

Transfers to people in work with low family income can make a
significant contribution to the relief of poverty, and more generally
to the redistribution of income to poorer families. For example,
the replacement of Family Credit (a means-tested in-work benefit
for families with children) with the more generous WFTC helped
ensure that poor families with children were among the biggest
gainers during Labour’s first term in office: children’s measures
announced by the government and taking effect by April 2001
brought gross gains of above £30 a week to families in each of
the bottom two decile groups, compared to under £5 to those in
the top decile group. All working age households in the bottom
two deciles gained an average of about £20 as a result of personal
tax and benefit reforms.® One illustrative model of extending the
ETC to non-parents shows that it is possible that those in the
bottom decile group may gain anything from 1 to 6 per cent of
income, depending on its generosity.” (The amounts of ETC are
not yet known.)

Moreover, the problem of low incomes amongst childless
people in employment and their partners is not insignificant. The
evaluation of Earnings Top Up (ETU)® revealed the extent of this
problem — especially prior to the introduction of the national
minimum wage — and showed the contribution made by ETU to
meeting need and reducing hardship amongst this very
disadvantaged group. A high percentage of beneficiaries received
the maximum payment, demonstrating the very low level of their
earnings. The extension of ETC to childless people will also
compensate for the fact that this group gained little from tax/
benefit measures during Labour’s first term.° The Treasury has
also identified that the UK has a particularly high number of
childless, working-age couples without work, and is concerned
about the disincentives they may face.

11



The Employment Tax Credit and issues for the future of in-work support

But many people are uneasy about the extension of means-
tested in-work supplementation on this scale, and its potential
for not preventing, or indeed facilitating, the further development
of a certain kind of labour market and social protection system.
The ETC faces a range of issues in its task of improving the well-
being of poorer groups over the longer term. Some of these are
as follows.

Effects on labour market behaviour

The most fundamental concern is that wages will end up lower
than they otherwise would be, because employers and employees
both realise that a job with a given wage is associated with higher
disposable income than would be the case without the transfer.
This means in effect that the employer is pocketing part of the
subsidy. Such a danger is not unique to the ETC, but a wage
effect may be more likely to the extent that such in-work credits
become more widely available, rather than just being paid to
specific groups. Such an effect may also be more likely in areas
with depressed labour markets, where ETC may have widespread
coverage and there may be more downward pressure on wages.'

The government hopes that the incentive provided by ETC
will encourage more people to work. Evidence on the direct
incentive effects of in-work supplements has been mixed, and is
not yet available on tax credits; in part, their impact is likely to
depend on the relationship between rates for single people and
couples. Simulations have tended to suggest a modest net
increase in employment from WFTC; married women tend to be
more affected by work incentives/disincentives than other
workers, however, and their employment may decrease (see Part
). In general, if income levels do affect their decisions, people
seem to take labour market factors into account more than the
benefits system. What we do not yet know is whether in-work

12



Part I: Balancing support and opportunity

tax credits are perceived as such labour market factors or not.
Neither do we know the effect on ETC as a work incentive of
being based on income in the previous tax year (especially given
the likelihood of lower entry wages).

A third possible effect on labour market behaviour is that, even
though the incentive may encourage more people into work, the
income taper may then operate to discourage more work within
a family (either by one person working longer hours or by a second
person working at all). Finally, specific hours and eligibility rules
might affect what kind of work is on offer and to whom: for
example, if (apart from parents and disabled people) the subsidy
is paid only to over-25 year olds working 30 hours a week or
more, this may make it harder for people aged 24 or working 29
hours a week to find employment.

The wider effect of steep withdrawal rates

As mentioned above, the sharp tapering of means-tested benefits,
which may mean that low-income people in paid work keep less
than half their additional income at the margin, can affect decisions
about how much to work. But, more generally, it risks creating
traps that limit the opportunities for individuals and families to
improve their lives. In the short term, this can occur because a
large part of any increase in earnings is clawed back in reduced
entitlements. In the longer term, it might reduce the degree to
which people invest in skills and career progression. (The clawback
may also be seen as unfair by those affected, and thereby contribute
to a sense of injustice about the balance of market rewards.)

The effect of joint assessment

The government wants tax credits to be associated with in-work
income, which is individually based, and income tax, which is

13
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also individually based; but tax credits are based not on the
individual but on the family unit. Since 1990, individual assessment
for tax has reduced dependence within couples. Some of this
gain of independence, especially for women, could be offset by
the wider scope of a tax credit subjected to a family means test
(and hence jointly assessed). This could deter the partner of a
low-paid earner from taking paid work and, more generally, from
developing their own potential (see above). It could also in theory
deter people from forming couples (or saying they were a couple),
since assessment on a higher joint income could reduce
entitlement —although evidence of any impact of tax/benefit rules
on family formation is at best weak. And it undermines the
autonomy of individuals who, it could be argued, should be able
to feel that changes in their partners’ situation do not automatically
have an impact on the level of their own income. Joint assessment
treats the family unit as a ‘black box" and does not enquire into
the distribution of income within it. Paying additional support to
couples via the pay-packet adds to the resources of the partner
likely already to have the bulk of resources within the family.

New complexities in the tax and benefits system

A crucial difficulty with in-work means-tested supplementation
of incomes in countries where it has so far been applied has
been its administration. The proposals for ETC raise some
complex issues about qualifying rules and interaction with other
benefits. New confusions could arise if there are different types
of entitlement for different groups of people, with a complex
matrix of qualifying rules. A key issue is how well co-ordinated
the ETC might be with Housing Benefit, for example in terms of
assessment and award periods, and taper rates. Compliance costs
for claimants are rarely taken into account in the assessment of
proposed measures. Despite their ‘light touch’ administration,

14
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the new generation of tax credits may involve complicated
processes for claimants themselves — even in some cases
including forecasting of future earnings, as self-employed people
claiming WFTC already have to do. (In contrast, one of the
advantages favoured by claimants of the Employment Credit in
the New Deal 50plus, as demonstrated in the recent evaluation
of the scheme, was its simplicity.'")

Limited take-up

Take-up of WFTC seems to have been incomplete so far, with
early estimates suggesting that 1.1 million people received it
compared with a potentially eligible population of 1.4 million,
meaning that only about half the planned increase in recipients
compared to Family Credit had materialised.' The fact that take-
up is below 100 per cent is not in itself a reason against introducing
a credit or benefit. But it should lead to caution about regarding,
or labelling, such a measure as a ‘guaranteed’ safety net, and
about putting too much emphasis on it compared with other more
certain ways of boosting income. (Child Benefit, for example,
reaches far more poor families than any of the targeted benefits
designed specifically for them.) Unlike, say, the basic personal
tax allowance, it is not possible to make simple calculations about
the automatic relationship between initial and take-home income
among eligible groups.

Payment as a tax credit through the PAYE system

Many of those receiving tax credits in employment will be self-
employed. However, both employers and critics of the WFTC
have pointed to the extra administrative burden involved in paying
tax credits through the pay-packet, which can be particularly
problematic for small employers. Payment via the employer is

15
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also not flexible enough in practice to take account of claimants’
needs, so that, under both the current and future tax credits
systems, payments need to be made direct in various
circumstances. In addition, important issues arise about privacy
and about the power of employers in relation to their employees.
Giving employers information about family circumstances will not
always be comfortable for employees. Wage levels may also be
more likely to adjust to take account of the credit if it is more
visible by being paid via the pay-packet.

The evaluation of the Employment Credit in the New Deal
50plus showed that recipients valued the fact that it was not
paid via their employer." Evidence so far also shows that some
700,000 families are receiving WFTC through the wage-packet —
suggesting that many couples on WFTC have opted for it to be
paid as a benefit instead.™

It should also be noted that the administration of this form of
assistance through the Inland Revenue rather than the Working
Age Agency represents an important decision about the nature
of help that is being given. For people looking for work, a key
policy objective in recent years has been to integrate assistance
in the labour market with financial support. In the case of families
where there is already someone working, in contrast, the financial
helping hand is not being combined with assistance in improving
one's situation: it is not in the Inland Revenue's brief to help people
increase their earnings. Thus, the poverty relief represented by
the ETC alone has been described by some commentators as
being more in the old style of ‘passive’ income maintenance,
rather than the ‘active’ combination of different forms of help
now offered to unemployed people.'™ Although the counterposing
of ‘active’ and 'passive’ forms of welfare in this manner can be
an unhelpful distinction, the strategy of offering assistance beyond
financial support has been valuable to many claimants.

16
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Can the Employment Tax Credit be designed
to deal with these issues?

The impact of the ETC, like that of other tax and social security
measures, will depend in part on the details of its design. This
section looks briefly in turn at each of the difficulties and risks
raised above and assesses the extent to which they can be
resolved by decisions about the design of the ETC. Some of these
iIssues are discussed in the consultation document about the new
tax credits issued by the Inland Revenue.

Labour market behaviour

Earnings top-ups will be less likely to entrench, or exacerbate,
the problem of low pay in the UK labour market if they are modest,
both in level and in coverage. In terms of coverage, previous
governments have obviously recognised a strong case for limiting
them mainly or entirely to two groups: low-income families with
children and disabled people with an earner. The focus on low-
income families with children could be justified in terms of poverty,
because of the consequences of their low income on children,
and/or in terms of work incentives, and because of their relatively
high benefit entitlements when out of work in relation to their
likely income in work. (With the introduction of ICC, probably to
be set at a similar level for families with children in and out of
work, any incentive issues for parents will have to be dealt with
via the ETC.) The focus on disabled people could be justified in
terms of their labour market disadvantage; it could of course also
be argued that families with children suffer labour market
disadvantage, in terms of trying to combine paid and unpaid work.

The government seems to have decided to make the extension
of the coverage of tax credits via ETC modest, at least initially.
One proposed limitation is by age — especially to exclude young

17
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people under 25 if they do not have children and are not disabled.
However, this could be seen as compromising the achievement
of the government’s objective of tackling in-work poverty, both
in the short and longer term. For a start, the government’s analysis
of poverty has been based on thresholds for which no distinction
is made for younger adults. Moreover, over the longer term, youth
unemployment is known to have a scarring effect. Different age
cut-off points for the youth minimum wage rate and the ETC
may also cause confusion.

In terms of the level of payment, insofar as means-tested
supplements are extended to groups other than parents and
disabled people, they could be kept at a low level (though
introducing differential payments for different categories would
add to complexity). However — in addition to compromising the
success of its anti-poverty objectives — if the government does
‘target’ the ETC precisely in terms of coverage to very limited
groups, and introduce it at a modest level in terms of amounts, it
may find that take-up levels are compromised (see under sub-
heading, ‘Take-up’, later in this section).

The government could have decided to limit the length of time
for which ETC was paid, which would have matched the
Employment Credit for the over-60s more closely, would have
been geared towards achieving the government’'s objective on
incentives, and would have kept the scheme modest. The
evaluation of Employment Credit suggested that, even when it
represented ‘dead-weight’ expenditure, in the sense of not
operating as an explicit incentive to take employment, it allowed
many people either to cope with the transition costs of going
into employment or to pay off their debts once they got into work.
However, it would be difficult to make such a payment temporary
— especially for those who had been receiving WFTC or DPTC in
the past. The Employment Credit evaluation also showed how

18
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worried recipients were about the termination of the payment
after one year — with some even wondering if they would have
to leave work. The government is now proposing instead to
replace the Employment Credit with a supplementary, time-limited
payment to the over-50s within ETC, which will, however,
eliminate some valued elements of the current credit (see below).

In order to limit undesirable effects on labour market behaviour,
itis also preferable in the presentation of the ETC to make it look
as little as possible like a wage subsidy. Family-based means
testing in fact goes some way to doing this (leaving aside its
other disadvantages). But ministers have had a tendency recently,
when talking of the minimum wage, to quote an effective ‘rate’
for parents which incorporates the WFTC,'® implying that the
credit is indeed a wage subsidy. This should be discouraged, in
part because of the psychological effect that it has on employers
and in part because it confuses two very different issues: gross
hourly pay for individuals and net weekly income for families.
(The latter issue is explored in more detail in Part |l of this volume.)
Another reason for avoiding such language is its possible effect
on Chancellors themselves when it comes to setting the actual
minimum wage rate in future.

However, ‘'make work pay’ policies (and means-tested wage
supplementation in particular), together with benefit sanctions
aiming to get people into work, have a central place in the
government'’s strategy of moving towards ‘full employment’. In
introducing the WFTC, the Chancellor argued that there was now
'no excuse for those who can work not to work'. Policies such as
the WFTC/ETC are often seen by economists as necessary in
order to make labour market policies of compulsion and sanctions
acceptable (and operable by staff), providing the ‘carrot’ to
complement the ‘stick’. The extension of in-work means-tested
support, via the introduction of ETC, makes this strategy more
comprehensive — and therefore also makes it less likely that the
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government will abandon the language linking ETC to
demonstrable in-work rewards.

More generally, it might be hard in the longer term to control
the effects that the ETC could have on the labour market and
labour market behaviour. Recruitment and pay practices can
develop in particular and unpredictable ways depending on
conditions at any one point of time and place. For example, cut-
offs in terms of hours and age range, introduced precisely in order
to keep the ETC modest, could come to influence behaviour in
particular ways. Certainly, overseas experience indicates that
some quite fundamental changes in employment patterns can
happen in a short period of time: in Belgium and Norway, changes
in social security rules led very quickly to an increase in part-time
work."” In the UK context, the more generous the ETC and the
sharper the tapers, the more likely it is that individuals and
employers make decisions that reduce working hours to the
thresholds of 16 hours a week for parents and disabled people
and 30 hours for others.

Incentives and opportunities

The most straightforward way of reducing the impact of steep
tapers that may affect incentives is, of course, to make tapers
less steep: to withdraw credits less sharply as income rises. The
downside of this, as has been seen in the WFTC, is that means
testing and still higher than normal effective marginal tax rates
are spread to an ever-increasing section of the population, and it
becomes difficult for a family with a low-paid earner to escape
them entirely. The consultation document does not make clear
what taper rates will be applied to ETC, and on what definition of
income they will operate (although gross income seems to be
preferred, on the grounds that this mirrors the operation of income
tax).
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The granting of in-work credits over a relatively long award
period, as proposed in the consultation document, does mean
that in many cases there may not be an immediate effect on
take-home pay of earning higher amounts; the jaws of the ‘poverty
trap’ do not bite so fiercely. This seems desirable — and was in
operation for 17 years under Family Income Supplement, the
predecessor of Family Credit, which had an award period of a
year — although the downside is that, if a family increases their
earnings and gets used to a particular level of disposable income,
the drop at the end of the award period could be more painful.
(There are also clearly some limits to how long means-tested
support can continue being paid to families who may no longer
be living on the low incomes that allowed them originally to qualify,
and still be regarded as ‘targeted’.) Any move to a longer
assessment period (e.g. over the previous tax year, as proposed
in the consultation document, rather than, as now, a few months
at maximum) could also come up against the problem of ‘rough
justice’.

These effects can of course be countered by multiple
arrangements, as envisaged in the consultation document,
including forecasting of future earnings, and reviews and
reassessments of awards triggered by certain changes of
circumstances; but the more of these there are, the more the
government’s aim of creating ‘light touch” administration of means
testing would be compromised. It is indeed possible — depending
on what changes in circumstances and income levels are chosen
to trigger changes in award — that, despite the nominal length of
awards, there may be greater instability in payments of ETC than
there has been in WFTC/DPTC levels, which currently continue
unchanged for six months. This may mean that disincentives are
more of an issue in practice than under the current system.

Whatever the structure of the ETC, it is impossible to escape
entirely the effect on incentives and opportunities of encouraging
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people to work for earnings that need to be topped up on a means-
tested basis in order to create an acceptable standard of living.
Under a system of means-tested supplementation, attempts to
overcome disincentives are inevitably traded off against other
objectives, such as responsiveness, ease of administration and
lack of intrusiveness for claimants.

Dependence within couples

Since the ETC was first proposed, most commentators have
assumed that it will be assessed on the income of families rather
than individuals, and this has now been confirmed in the recent
consultation document. But it is possible to imagine a similar
mechanism based on the earnings of an individual instead,
possibly operating over a fairly long period, and thus resembling
more closely an allowance within the tax system. This would
have the advantage of ensuring that each person in a couple would
be able to receive the credit directly to compensate them for low
earnings.

However, this would create a corresponding disadvantage,
since the direct relationship between earnings, the credit and
take-home pay would be more obvious, and therefore potentially
more likely to put downward pressure on wages. In addition, it
would perhaps seem rather unnecessary to devise a complex
means test to prove individual entitlement — especially given the
well-known administrative problems of in-work means-tested
support. Such a test might seem even more cumbersome if
eligibility were already circumscribed by having age limits, hours
rules, etc; if the capital rule were to be abolished, meaning that
only income was being means-tested; and if long assessment
and award periods were increasingly divorcing circumstances at
point of entitlement from circumstances in reality. These
conditions all seem likely to be met in the current proposals for
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ETC as set out in the recent consultation document.

If ETC is instead assessed jointly for couples, as proposed, it
should be structured in a way that avoids the worst effects of
such joint assessment. It would be possible, for example, to
introduce a disregard on the earnings of a second earner —and/or
to make it possible for couples (at least those with children) to
share the hours needed to qualify for a proposed bonus for ‘full-
time’ employment. Using gross rather than net income for
calculations could also have less impact on incentives for second
earners — although there is no indication about how this would
impact on the interaction of tax credits with other benefits, which
are usually assessed on net income. The amounts allowed for
single people and couples, and the rationale for any differential
between them, will also need to be fully debated with incentives
for ‘'second earners’ particularly in mind.

But there may still be some disincentives to (re)partnering in a
jointly assessed system. Some thought may also need to be given
to the rules which mean that some couples are debarred from
claiming income support/means-tested Jobseeker's Allowance
when one partner works 24 or more hours a week, but could be
eligible for ETC precisely because one partner works 30 or more
hours a week. And, given that the recent abolition of the married
couple’s allowance signalled the government’s opposition to
subsidising married partnerships per se regardless of the presence
of children, the position of dependent adults within couples on
ETC may not feel a secure one. This perception may be
heightened by the new requirement for both partners in couples
on means-tested Jobseeker’s Allowance to meet the eligibility
conditions.

In general, the consultation document does not seem to have
taken fully on board the fluidity of current family forms, and the
complexities that this may create for joint assessment, especially
when coupled with long assessment and award periods. This
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may be partly due to the evident desire to see tax credits as part
of the income tax system. But it may lead to an underestimation
of the frequency of partnership/family changes, which are
particularly prevalent amongst low-income groups and have a
significant relationship with moves in and out of family poverty.
Recent experience of operating the child support scheme could
contain valuable lessons here.

Complexity

Potentially, the reform that includes the introduction of the ETC
creates the opportunity to design a more straightforward system,
especially for families with children. The first step is to ensure
that all benefits linked with children’s needs are readily identifiable
and paid to the main carer. A further step could be to ensure that
other forms of in-work support means-tested against family
income are better co-ordinated — in particular that Housing Benefit
(HB) and ETC are brought together to some extent, in terms of
tapers and assessment/award periods, etc. (Similar issues are
raised in terms of the interaction of ETC with Council Tax Benefit
—CTB.) The drawback is that, whereas this might create a simpler
system for claimants were the fusion to be absolute, a partial
fusion might actually make things seem more complicated.

For example, it does not seem feasible in the near future to
replace HB with a flat-rate housing allowance regardless of rent;
instead, there have been suggestions that an allowance within
ETC might replace part of HB. This may be one way to reduce
the numbers potentially affected by the well-known administrative
problems, and policy stasis, which currently characterise HB. But
the scope for people misunderstanding their entitlements could
be even greater within such a system than it is today. And the
more other payments such as HB were absorbed within the
structure of ETC, thus increasing its range, the less likely it is
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that ETC would be a modest payment for a well-defined group of
beneficiaries.

In addition, if tax credits are based on gross income, the
implications for other means tests such as that for HB and CTB,
currently based on net income, are not clear. The government
does not want to see the benefit of tax credits being lost when
these are offset against HB and CTB. On the other hand, if they
are ignored, the relationship between different forms of tenure
is altered.

Take-up

A similar dilemma is apparent in considering the issue of take-
up. We are aware from previous research that the more any
benefit resembles a universal payment, in terms of both eligibility
and amount, and the less it approximates to a form of minimal
poverty relief, the higher take-up is likely to be. One lesson from
the evaluation of Earnings Top Up is that payments of this kind,
which apply only to a narrow range of claimants, do not attract
the kind of popular attention needed for high levels of take-up.'®
It is therefore possible that the modesty of the design of the ETC
could threaten the achievement of its anti-poverty and work
incentive functions. On the other hand, the more ETC eligibility
Is spread and its rates increased to promote higher take-up, the
less modest it will be; its potential effects on labour market
behaviour will be greater; and it would be more difficult for the
government to row back from broad entitlement criteria should it
want in the future to minimise such effects. On the evidence of
the consultation document, the government has gone for
modesty; take-up does not seem to be considered as a major
issue for investigation in the document.
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Payment as a tax credit

It is in principle conceivable to have a similar structure of
entitlements as the ones being proposed under the 2003 reforms,
but paid not as tax credits but as benefits (as with Family Credit,
the means-tested in-work supplement which preceded WFTC
for families with children — see Part Il). The government has
already been able to overcome its preference for payment via
the pay-packet when pursuing the more important goal of ensuring
that additional resources benefit children to the greatest extent
possible, in that it has decided to pay ICC to the main carer. (It is
worth noting, however, that, if all ICC payments have to be made
into bank accounts from 2003 as proposed, it is possible that
they may not in practice be received by the main carer, since
some families may only have joint bank accounts, or a bank
account in the main earner’'s name.)

A big advantage of paying the ETC as a benefit, for parents
and non-parents, is that it could allow the Working Age Agency
to take a more continuous interest in helping people towards
jobs that lift them out of poverty in the longer term, rather than
losing interest in people once they have found work, however
imperfect and transitory. Continuity of a relationship with the
benefits system can make sense in a world of unstable
employment, and the difficulties of re-establishing that
relationship — most particularly in terms of making a claim — can
be a serious disincentive to taking work that does not last, despite
the recent improvements introduced by the previous government.

However, a change from a credit to a benefit would necessarily
compromise certain other government goals for the welfare
system (leaving aside other factors such as the utility of counting
expenditure as foregone revenue, and the ability to count
increased payments as a reduction in the ‘burden’ of taxation —
see Part Il). One is to make fewer people feel ‘dependent’ on
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benefits, rather than paying less tax (or receiving additional money
from the Inland Revenue via their employer) — a largely
psychological distinction which nonetheless seems important to
the government in its strategy for welfare reform. Another is to
encourage people on low incomes to take up what they are
entitled to, without regarding it as a so-called ‘handout’ (with the
implication that it is undeserved) — although evidence from the
evaluation of the New Deal 50plus, that claimants of Employment
Credit viewed it positively and appreciated the fact that they
received it directly rather than via their employer,'® suggests that
any perceptions of stigma may be more apparent to the
government than to recipients.

All the difficulties looked at in this section suggest that the
problems thrown up by the ETC are not easy to overcome through
policy design, since they represent certain dilemmas inherent to
the fundamental characteristics of in-work means-tested support.
Even where it is possible to solve one problem, either wholly or
partially, the solution may create another.

Addressing underlying issues?

“If we ask who are the poor today, we are led to questions
about the socio-economic identity of the existing poverty
population. Looking to policy, we then typically emphasise
income supplementation strategies. The obvious strategic
solution to poverty is to give the poor more money. If
instead we ask what leads people into poverty, we are
drawn to events and structures, and our focus shifts to
looking for ways to ensure people escape poverty.”
(David Ellwood, 1998, quoted in Richard Berthoud,
‘A childhood in poverty: persistent versus transitory
poverty’, New Economy, Institute for Public Policy
Research/Blackwells, spring 2001)

27



The Employment Tax Credit and issues for the future of in-work support

The debate on measures such as the ETC should not, at this
crucial juncture, take it for granted that a particular solution is the
best or only way of addressing a problem, and thus get bogged
down in design issues rather than wider issues about policy
approaches. It is worth reminding ourselves about the underlying
causes of in-work poverty. ETC may only be able to compensate
for such problems by addressing their symptoms; in some cases,
it is not capable of dealing with them at all; in a few cases, it may
even exacerbate them.

Lack of employment is the biggest single cause of poverty,
and the present government has thus made ‘welfare to work’ a
central part of its mission. In some cases, a barrier to work can
be that, without government top-ups, income in work is too low
to create an incentive compared to income out of work. The
government is laying great stress on this problem as a reason for
the extension of ETC beyond parents and disabled people. Before
putting too much weight on introducing a more general in-work
tax credit as the best way to prevent this, however, several other
points must be borne in mind:

e FEarnings in work for families without children with
someone working full time on the minimum wage will
normally always exceed basic out-of-work benefits; a
diagnosis which emphasises disincentive problems
therefore refers to the wish to achieve a desirable margin
above out-of-work income for certain groups of people.

e Extra in-work costs can increase the disincentive. These
costs could be subsidised as they are already in the case of
child care. But the combination of means-tested top-ups to
in-work income with measures which subsidise in-work
costs threatens to combine downward pressure on wages
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with upward pressure on prices, thus exacerbating the
original problem.

Housing cost disincentives can also be important, either in
reality or in terms of people’s perceptions — but they would
be less so if more effort were made to make people aware
of their in-work HB entitlements; in any case, without
fundamental change, ETC will not be able to tackle these
problems with great success (other than by lifting some
people above the qualifying level of income for HB
altogether).

Non-financial barriers to work can often be more important
for some groups, as demonstrated in the evaluation of the
New Deal 50plus?® and the ETU.?" An in-work benefit/tax
credit will not be able to tackle lack of confidence, ill-health,
outdated skills, discouragement and many other obstacles
to employment; other policies are needed in order to do so.
The government is in fact beginning to tackle some of
these barriers. The issue of health problems is particularly
challenging, however, especially given the increasing
intolerance in the workplace for such problems.

Low pay is an important contributor to in-work poverty. In the

long term, it is well recognised that producing a productive and
well-paid workforce (above and beyond the minimum wage) is
the best solution to this difficulty, and arguably the best route to
competitiveness for the country as a whole. The ETC cannot
effectively address this underlying problem.

Low levels of human capital are now recognised as being an

underlying contributory cause of persistent low pay, lack of career
progression and long-term poverty, whose significance as a
disadvantage could become ever more important in the
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‘knowledge-oriented economy’ (though some people would put
greater emphasis on discrimination within the labour market which
results in the under-valuing of low-paid workers’ skills — see
below). Helping people to escape low income through means-
tested top-ups is likely to do little to address these low levels of
human capital.

Weak or inadequate employment/social protection can also
contribute to situations that lead families with at least one earner
to be poor. Underlying the financial pressures experienced by
some single-earner couples on low incomes are other problems,
such as the lack of employment/social protection for the other
partner when their original source of income fails. An in-work
means-tested supplement does not address this, but instead tries
to compensate for it by topping up the income of the partner still
in employment — arguably an inappropriate (even perhaps
‘untargeted’) policy response.

The gender pay gap and pay inequalities are also underlying
causes of much in-work poverty. The paper by Frank Wilkinson
in Part Il argues that, rather than having low or no skills, low-paid
workers are discriminated against because their skills are not
recognised. Few would dispute the proposition that discrimination
against certain groups, including the effect of the ‘female forfeit’
and race discrimination, does affect relative rewards from work.
The minimum wage provides a floor to prevent wages falling
below a certain point, but does not adequately tackle such
discrimination by itself; additional measures are needed, which
Labour has already started to introduce. The ETC cannot do so;
indeed, if the proposed age and hours limits to eligibility are
implemented, this will increase the differentials in final income
between different groups of workers, such as young/adult and
full-time/part-time, rather than addressing market inequalities.

High housing costs have become an ever more important
contributory cause of poverty, with rising rents in the past two
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decades linked to reduction of subsidies to the social rented sector
and the deregulation of the private rented sector. The ETC might
be part of the solution to reforming the means-tested Housing
Benefit system, but cannot itself solve the underlying issue of
how to end the propping up of high rents without causing hardship
among tenants who are charged them.

Limits to options to work part time can constrain the earning
options for some families. The qualifying rules on hours of work
for ETC are likely to help some groups (e.g. lone parents) to do
part-time work of at least 16 hours a week, as WFTC did, while
encouraging others (e.g. people without children) to work at least
30 hours in order to receive it. Such rules may influence or
constrain people’s options to work part time — although the current
situation includes numerous anomalies and contradictions, and
part-time workers find that added to their insecure position in
the labour market is inadequate protection in the welfare state.
ETC under current plans will not be able to give all part-time
workers adequate security — and, if it were to do so, would no
longer be modest.

Lack of career progression is one of the most fundamental
causes of persistent poverty among unemployed people who find
jobs. One study found that three-quarters of them move into
unstable employment,?? and too often finding a job is not the first
of many steps towards an improved standard of living, but rather
part of a merry-go-round of persistent poverty. The latest OECD
study found many people cycling in and out of poverty over an
eight-year period, rather than escaping successfully once and for
all.Z There is some evidence that Family Credit may have been a
factor in some lone parents remaining in jobs below their potential
earnings level, rather than progressing.?* Until the advent of the
national minimum wage, the earnings profile of ETU recipients
was also flat.®® Any such subsidy is not designed specifically to
help career progression, and could possibly hinder it.
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Much of the above argues that in-work means-tested
supplements such as the ETC can only tackle symptoms, rather
than addressing underlying causes, or that it is not capable of
dealing with some problems at all. Indeed, in some cases, too
great an emphasis on such policies may exacerbate some
problems. In particular, in-work supplementation may detract from
pressures to invest in human capital and improve workers'’
opportunities by creating the impression that their problems are
already being dealt with satisfactorily.

Box 1.3 On current plans for the ETC, a
recipient couple might be:

An owner-occupier couple, aged 50plus, who bought their
council house. The woman is the main breadwinner. The man
has been made redundant; he has health problems, but has
failed the new, more stringent, test for incapacity benefit.

They live on a relatively low income; but they are debarred
from existing systems of financial help (except perhaps Council
Tax Benefit) in various ways:

e The woman cannot get Employment Credit (EC) for the
50plus because she has worked steadily (albeit in low-
paid jobs) since their children grew up; she has not been
signing on as unemployed for six months, so EC is
irrelevant to her situation.

e The man cannot get contributory Jobseeker's Allowance
any longer — he received it for six months, but it has
now ended.

e They cannot get Income Support or means-tested
Jobseeker's Allowance because of joint assessment.

Continued
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Box 1.3 continued

e They do not get help with their mortgage interest, as
there is no benefit for low-income wage-earners (other
than the new temporary support for job entrants).

e Married couple’s allowance and mortgage interest tax
relief no longer exist.

This couple could be brought into eligibility for ETC because
the woman works over 30 hours per week. This would be
paid to her by her employer. This could boost their income,
meet their needs more adequately and relieve the hardship
they must be suffering. But, if ETC is the answer, it is perhaps
relevant to ask what the question was. Highlighting different
elements of the above situation could lead to a variety of
solutions to this couple’s current difficulties which would
involve improving other elements of employment and social
protection. (See following section for some suggested
measures.)

Fulfilling fundamental objectives

If the government goes ahead with its plans to introduce ETC
and extend it beyond families with children and disabled people,
we have suggested above that this could be done in a modest
way to try to avoid undesirable effects — although this would risk
conflicting with some of the government’s other objectives. We
have also noted various ways of improving its operation, although
we have pointed out that it is difficult to solve some problems
satisfactorily within a means-tested approach and that, in many
cases, ETC does not address the underlying causes of in-work
poverty.

However, given the government's intention to proceed with
ETC, including its extension to groups other than parents and
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disabled people — and given the inherent limitations and risks of
means-tested in-work supplementation of incomes which we
have explored above — we would also emphasise the need for
the government to:

34

Develop a considered balance of priorities, incorporating
rational decisions about the emphasis given to different
groups’ needs: it would appear that there is strong support,
both from social commentators and from the public, for
devoting available resources in particular to children. This
could be done via ICC and especially Child Benefit. In this
way, parents and children would not lose out if ETC were
introduced in a modest form. (A similar priority could be
given to additions to ETC payments for disabled people.)
Some people have argued that questions of equity may
arise if the introduction of ICC results in more generous
payments for children. But the eligibility rules for ETC will
raise many questions about equity of reward for different
groups, not just issues about the balance between those
with and those without children; and opinion polls suggest
that there is public acceptance of the case for helping
parents in work on low incomes which does not extend to
other groups. (See Part Il.)

Develop a considered balance of policies, in particular
between those that address symptoms and those that
address root causes: there is a strong case for emphasising
the latter, rather than focusing on the symptoms of low pay
and low income in work. In particular, there is a need for the
government to do the following:
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— Continue progress with the minimum wage: the
increases in the adult and young people’s rates
announced recently are very welcome, helping to make
up for what many people thought was initially too
cautious a starting level. This progress should be
continued in future, in particular because it is more likely
to result in an incentive for employers to invest in
increasing the productivity of their workers, and so move
in the direction of creating a well-paid, more productive
workforce.

— Encourage investment in human capital: currently, low-
paid and part-time workers are those least likely to attract
training investment from their employers. Lifelong
learning must be geared towards the needs of these
workers in particular. Effective solutions to low skill levels
in the workforce need to co-opt workers and employers
as partners of government and other agencies to invest
in skills — a sharing of the costs between these partners
is widely recognised as the best way forward. They also
need to ensure that employers learn to value employees
— to recognise and use their potential.?® There is interest
amongst low-paid employees in improving their skills:
evaluation of the Employment Credit for the over 50s, for
example, found that the level of interest in grants for
training was much higher than their actual take-up.?’

— Offer help and advice beyond the New Deals: the
evaluation of the New Deal 50plus also found that
participants regretted the abrupt cessation of the help
provided by the scheme once they were in work, and
would welcome follow-up advice and support. The
government'’s current strategy is to move on from the
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emphasis on the first step into employment represented
initially by the New Deals, to give more attention to
subsequent steps by emphasising job quality and career
progression. (See, for example, the recent Green Paper
on employment, published earlier in 2001, which
emphasises the importance of achieving fulfilling, as well
as full, employment.) To do so, it will need to address
actively issues not just about the level of family income
of people in work, but also about their opportunities to
improve their earnings. This will require some
mechanism (like personal advisers for people out of
work) to give active assistance to individuals, alongside
more general measures to enhance their incomes such
as a more adequate minimum wage and in-work training,
etc.

Put more emphasis on women'’s working opportunities:
the New Deal for Partners is bringing more people into
the scope of employment services. But there is an urgent
need to ensure that this is seen as positive help, rather
than policing. (Such a message is much more difficult to
get across if the increasing trend towards joint
assessment of benefits/tax credits means that the
earnings of one partner make the couple little better off.)
The emphasis of policy needs to be shifted away from a
priority on investment in those elements which may be
seen as being geared towards reducing benefit
expenditure (such as the New Deals for young people
and long-term unemployed people) towards support for
any groups with difficulty getting into and progressing in
the labour market. Better opportunities for women,
including women returners in particular, would be one of
the most effective ways of reducing in-work poverty for
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families (and thereby the need for in-work supplements),
as well as helping to achieve the government’s aim of
improving productivity.

Review the treatment of part-time work within the social
security system: a review of how part-time work is
treated within the social security system is long overdue.
One of the advantages of the ETU pilots was judged by
participants to be the way in which ETU allowed them to
engage in socially useful tasks, such as caring or
voluntary work, alongside fewer hours of paid
employment. If it were possible to reach general
agreement on which activities would be deemed ‘socially
useful’ in this sense, a benefit for part-time workers
might be devised that would perform the role that ETU
was fulfilling, but without the disadvantages of means-
tested supplements One route is to select specific
groups who could qualify for such a payment. To some
extent, we already have such payments for some groups:
the earnings limit on Invalid Care Allowance has been
raised; and there will in future be more flexibility to earn
money while on Incapacity Benefit. One undoubted
advantage of each of these payments to the recipient is
that they are non-means tested and individual, in the
same way that labour market income is. Another route is
to pay it to everyone doing certain activities (as in the
suggestion by Professor Tony Atkinson?® of a
‘participation income’).

Consider more direct subsidy to providers to reduce in-
work costs such as child care and public transport,
without the dangers of demand-side subsidies boosting
prices that are inherent in such mechanisms as the
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current child care tax credit (though limited by the
ceilings on amounts). For example, public funding for a
nursery may be a more reliable way of giving access
while containing costs.

Conclusion

The Institute for Fiscal Studies, amongst others, has highlighted
the dilemmas inherent in means-tested support. In its recent
analysis of Labour’s manifesto, it drew attention to the scale of
the plans for increasing the scope of means testing in the second
term. The House of Commons Library (in calculations quoted in
The Daily Telegraph, 17 April 2001) has estimated that, by 2003,
about two-fifths of all families may depend on means-tested
benefits/tax credits (with the figure for pensioners being even
higher). We have argued above that we need to be wary of
continuing down the road of increasing emphasis on means-
tested support via tax credits, as it cannot tackle the underlying
causes of in-work poverty. The risks of damaging effects on the
labour market may be lessened by the tight boundaries that the
government proposes drawing around ETC eligibility. But, in the
longer term, the boundaries may become looser. And, in the
meantime, the policy emphasis on designing and implementing
in-work means-tested supplementation may distract from the
necessary focus on tackling the fundamental issues underlying
in-work poverty —and on achieving the wider and more ambitious
objectives of the government.

And the government should be aiming higher in its second
term. While its first priority may have necessarily been to help
workless households to get at least one person into employment,
it should now be focusing on helping all individuals to make the
most of their life chances and opportunities. Whilst the
government'’s first priority may have had to be addressing the
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symptoms of in-work poverty, it should now be focusing on
addressing its causes. Means-tested in-work supplementation is
likely, we believe, to make at best a limited contribution to these
longer-term tasks.
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2 THe EmPLOYMENT TAX CREDIT AND
IN-WORK SUPPORT: FIGHTING POVERTY,
MAKING WORK PAY OR DISTORTING THE
LABOUR MARKET?’

Donald Hirsch and Fran Bennett

Overview

The UK is planning to introduce an Employment Tax Credit in
2003, extending means-tested support for working families to
include those without children or access to disability benefits.
This is the continuation of a trend towards topping up the income
of working families with low incomes, at a time when widening
inequalities have created hardship for the poorest of them. Like
‘make work pay’ policies in other OECD countries, the aim is
both to improve work incentives and labour supply and to reduce
in-work poverty. Over the long term, such policies could have a
profound effect both on low-paying labour markets and the
fortunes of low-income families.

The evidence shows that such policies do indeed usually cause
an increase in labour supply, although not by much relative to
their cost. The greater number of people who work as a result is
partly offset by disincentives to work longer hours caused by
sharp withdrawal of assistance as income rises. An important
factor in the UK and a number of other countries with similar
policy approaches has been the relief of low income rather than
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low pay — the means test is applied to family income. This helps
focus on family poverty (though not necessarily the ‘hidden’
poverty of individuals within families with total incomes above
the qualifying level), and excludes low-paid individuals in well-off
families; but it can also cause a particular disincentive for a second
person in a couple to work. An important danger with any in-
work subsidy (although arguably less with one based on family
income than on individual pay) is that employers will cut wages,
or that wages will drift downwards. There is little evidence to
suggest whether such an effect will result in most of the benefit
being diverted to employees or employers. (The danger of
downward drift might also arguably apply to self-employed people;
although direct cuts in wages are obviously not of concern in the
same kind of way, contract workers are in some ways in an
analogous situation to employees.)

Means-tested in-work subsidies have been better at helping
people take the first step in the labour market (into a job) than
the second (into a better job). In other words, there may be a
trade-off between the strength of this form of means-tested
provision and the creation of conditions that help and encourage
people towards better opportunities to raise their living standards
through work. In practice, in-work support of this kind has also
had the effect of catching people when they fall — for example,
when one person in a couple loses a job — or at least of letting
them down gradually. But there may be alternative means of
protecting income in some of the situations that attract in-work
subsidy; enhancing the income of a single breadwinner in a couple
Is not the same as giving their partner access to income in their
own right.

The first part of this paper describes the rationale for and
development of ‘'make work pay’ policies in the UK and other
countries. It describes the features of UK policies to date, in
particular means-tested in-work support, and the overall
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framework of the proposed Employment Tax Credit. The second
part discusses issues that arise from these developments, and
evidence of their impact so far. It looks successively at possible
labour market effects of in-work income supplementation, at
some key policy issues around the social purposes that ETC will
fulfil, at a series of specific design and implementation issues,
and finally, briefly, at some broader political considerations.

‘Make work pay’ policies: rationale and
recent development

‘Make work pay’ policies in OECD countries - rationale
and options

In recent years, OECD governments have felt under increasing
pressure to intervene to promote employment at the lower end
of the labour market. The decline of stable employment
opportunities in unskilled and other manual occupations has been
associated with a growth of worklessness and an ongoing debate
about how to promote new jobs. The pure free-market solution
of obliging people to take jobs at whatever employers will pay,
by reducing or restricting access to out-of-work benefits, is
opposed by those warning that it will create a struggling army of
working poor, and exacerbate the growth in income inequality.
On the other hand, policies seeking to protect the incomes of
the working poor by setting minimum wage levels high enough
to allow most working families to obtain a reasonable income
are opposed by those who say that raising the price of labour to
such a level will prevent jobs being created.

A third way being adopted by many governments — often in
conjunction with elements of the other two — is to use fiscal
transfers (reduction of taxes or payment of subsidies/benefits)
to employees or employers, to enable the incomes of the working
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poor to rise while containing the costs of labour to their employers.
Such measures create a greater incentive for people on a given
level of out-of-work benefit to take work, and should therefore
increase labour supply. They are often collectively referred to as
‘make work pay’ policies. Such policies, in the UK and elsewhere,
parallel other efforts to get unemployed people into work, through
more active attempts to help them find jobs and often more
stringent requirements to look for work.

(Itisimportant here to note that ‘make work pay’ policies have
not been given equal emphasis in all countries. Indeed, they have
been concentrated in countries including France, the UK and the
United States in which earnings distributions are relatively
dispersed. In countries with greater earnings equality, such as
the Nordic countries and the Netherlands, there have been two
reasons for not topping up the incomes of low-earner families.
The first is that there is less need to do so: their original incomes
from earnings (sometimes combined with certain universal family
benefits) goes further towards meeting their needs. The second
Is that it would not be practicable to do so: where the earnings
distribution is relatively flat, a means-tested payment would either
have to be withdrawn at unacceptably high rates with rising
income, or end up going to people on average or even higher
earnings and thus make little sense.)

Two important distinctions can be made about the overall
structure of ‘'make work pay’ policies. The first is whether the
payment goes to the employer or the employee. In very general
terms, in continental European countries with relatively equal
distribution of pay, often associated with relatively high minimum
wages and relatively high non-wage labour costs, the emphasis
has been on keeping the cost to employers down. A typical way
of doing this is to reduce employers’ social security contributions
for lower-paid workers. In most English-speaking OECD countries,
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on the other hand, wage rates are relatively dispersed and the
cost of labour at the bottom end of the market is relatively
attractive, but consequent in-work poverty has been a bigger
problem, and work incentives are affected by a narrow or non-
existent gap between out-of-work benefits and potential earnings
— especially for families with children. In these countries,
therefore, the emphasis has been on increasing the incomes of
low-paid workers and less on reducing employers’ costs. Direct
government transfers to individuals in these countries seem
particularly attractive to anyone who thinks that a narrowing of
wage dispersion is either an unrealistic or an undesirable goal,
although others would see a reduction in low pay as a crucial
policy goal. (Of course, the distinction between employer and
employee payments is not relevant for the growing number of
self-employed people who could benefit.)

The second key distinction is between policies directed at low-
earning individuals and those that help low-income households
or families. The former are a more direct form of intervention in
the labour market, making it cheaper to employ someone
receiving a given amount in return (and can therefore be expected
to have a more direct effect on how employers and employees
behave). Measures to reduce the cost of labour to employers all
come into this category. But payments to workers may be directed
either to low-paid employees as an individual wage bonus, or to
low-income families with at least one worker to help them escape
poverty.? Most English-speaking countries have chosen the latter
course, which is seen as a more efficient way of directing money
at those who need it most, since many individuals with low
earnings or low wages live in families that are not poor. This moves
such policies further in the direction of becoming a form of income
maintenance/social protection, rather than a labour market
measure. Yet, there is still a tendency, deliberately or inadvertently,
to confuse the two. Gordon Brown, for example, in announcing
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the latest increase in the Working Families Tax Credit in his 2001
Budget, commented:

“This takes the hourly minimum rate for those on the
Working Families Tax Credit not just to £4.10 an hour but
to £6.40 an hour.”

An interesting exception to these patterns has recently been
seen in France with the announcement of a prime pour I'emploi
or job bonus paid to individuals. France uses family income as
the basis for tax assessments, but the prime will be explicitly
linked to individual earnings — albeit taking other family members’
earnings into account (spouses of people earning at least 40 per
cent above the minimum wage will not be eligible). The individual
aspect of the assessment could potentially cause the payment
to interact more directly with wage-setting than measures that
relate only to family income standards, and some French socialists
are apparently enraged at the prospect that employers may in
future feel that they need pay only the minimum wage for jobs
that presently attract up to 40 per cent above the minimum.

In fact, the varying design of ‘'make work pay’ policies in
different countries is due to a considerable degree of complexity
in objectives that lies behind the two most straightforward ones
of improving labour supply and reducing in-work poverty. For
example, once governments get into this realm, they start to get
increasingly embroiled in making judgements about what best
serves the welfare of various groups and what represents
desirable labour market outcomes.

Take, for example, lone parents. One of the ‘make work pay’
programmes that have reportedly enjoyed the greatest success
in terms of increasing both labour supply and earnings of low-
paid workers has been Canada’s experimental Self-sufficiency
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Project (SSP), which, in two provinces, offers earnings
supplements to lone parents who have been receiving social
assistance for at least a year, on condition that, within one year
of being selected for the programme, they leave welfare for full-
time work. An important feature of this programme is the strong
incentive it gives to lone parents to work full time, by providing
generous assistance on condition that they work at least 30 hours
per week.? This contrasts strongly with the WFTC, which gives a
big incentive to work at least part time (16 hours) but which can
along with other benefits involve a sharp withdrawal rate that
potentially deters parents from working more hours. (Following
lobbying from various groups, a bonus for work of at least 30
hours per week was introduced into the UK system.) Such
variations in programme design implicitly bring a set of public
values into the terms of the trade-off for parents between time
spent earning and time available for parenting.

Finally, it is important to note that, in the international context,
the concept of a general transfer to working people in poverty is
not so far a familiar one. In the United States, for example, the
Earned Income Tax Credit is primarily designed for families with
children: those without are also eligible, but get a tiny amount in
absolute terms, whose maximum is of the order of 10 per cent
of the maximum for a family with two children. On the other
hand, France's planned job bonus, referred to above, is intended
for all categories of family, though its details still have to be worked
out. At present, Australia comes the closest to general means-
tested support for the working poor, by allowing people on low
earnings to continue to receive the same benefits as the
unemployed, tapered with rising income. However, the effect of
this measure on labour supply and on wages has not been well
researched —and it is difficult to do so for lack of a control group.
There is thus a dearth of evidence to draw on in projecting what
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would be the effect of extending means-tested benefits for poor

working families to include those without as well as with children.
Fuller discussion of the international context can be found in a

recent OECD study, summarised in Chapter 4 of this volume.*

UK provision to date

‘Make work pay’ policies in the UK have included a wide range of
the types of measure referred to in the above discussion.

The following description of such policies has to be understood
alongside the evolution of other measures to encourage people
to move into work (which are, however, outside the scope of
this paper). First, governments have tried increasingly to tighten
the obligation to seek work among unemployed claimants. The
present government has gone further, by obliging even claimants
who are not required to seek work (such as lone parents) at least
to consider it, through a work-focused gateway to benefits.
Second, a series of schemes has given active assistance to people
looking for work, whether through advice, training or assistance
with job search. Here, again, the present government, through
its New Deals, has extended the policy further to cover groups
traditionally seen as ‘inactive’ rather than ‘unemployed’ —i.e. not
actively seeking work. As work has been put at the centre of
welfare policy, as ‘the best route out of poverty’, it has become
essential for the government to demonstrate unequivocally to
benefit claimants that working makes you better off. (The same
is likely to be true for officials at the ‘front line’, where they interact
with claimants.) This helps explain the growing importance of
making work pay.

Support for individual low-paid workers
Over the past decade, governments have tried to improve take-
home pay for workers on low earnings. The present government,
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for example, has helped make work pay for the individual low-
paid worker by:

reducing national insurance contributions (NICs) for low-

paid employees — both by imposing contributions only on
earnings above the Lower Earnings Limit, and by aligning
this level with the personal tax threshold by increasing it

from April 2001

reducing NICs for self-employed people at the lower end of
the labour market

reducing income tax payments for low-paid workers, by
introducing the 10 per cent starting rate and reducing the
basic rate of income tax

introducing the minimum wage, improving gross income
levels for many low-paid workers — and subsequently
increasing the adult rate above the rate of earnings growth
(but this could be seen as partly compensating for a
cautiously low initial rate)

introducing an ‘Employment Credit’, which is a year-long
payment for long-term unemployed people over 50 taking
up a low-paid part-time/full-time job, payable to those with
earnings under £15,000 per year; although this payment is
often bracketed with other tax credits (see below), it is in
fact rather different, since it is available for a limited time
only, and is paid to individuals with low earnings rather than
being assessed on family income?® (it is, however, offset
against Housing Benefit and Council Tax Benefit in the
same wa