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GENERAL SUMMARY

Why Study Basic Income?

The idea of a basic income is a simple and attractive one. Under a
"pure" basic income system every individual, whether employed or
unemployed, would receive a basic benefit automatically and free of tax;
all other income would be subject to tax at a single rate, with no allowances
or exemptions. At an aggregate level, this system would replace both the
income tax and the social welfare systems. At an individual level,
unemployed people would see the benefit as replacing their social welfare
payments, while those in employment would see it as replacing their
tax-free allowances. The amount of the basic income payment might vary
with age (with higher payments for the elderly, and lower payments for
children) but would not depend on the earnings or employment status of the
individual, or that of his or her spouse.

A key feature of a basic income system is that the benefit would be
paid unconditionally to all (in much the same way as child benefit is paid
in respect of all children at present). This would do away with the need to
monitor "availability for work" of the unemployed. At present there are
restrictions on the extent to which unemployed people can take up part-time
or occasional work without loss of social welfare benefits. Under a basic
income system, they would be free to take up whatever employment was
available, subject only (o tax at the same rate as all other citizens: the
benefit they would receive would be a base on which to build. This would
do away with the extreme forms of the "unemployment trap", whereby
some individuals may be "better off on the dole". It would also eliminate
the "poverty trap", whereby some families may actually see their
disposable income fall when the family’s gross earnings increase.

A basic income structure would also provide a comprehensive and
automatic "safety-net" income level: it would do away with problems
concerning the take-up of social welfare benefits. It would be simple to
administer and to understand: there would be no means-tests or qualifying
conditions in terms of social insurance contributions. In addition, it would

Xi
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provide an independent income to all adults, including those who do not
participate in the paid labour market because they are caring for children,
the elderly, or others with special needs.

This report sets out a number of schemes which build on this simple
idea. What tax rates would be required to finance them? What could such
schemes achieve in an Irish context? What light can they shed on directions
for reform of the tax and transfer systems? These are the questions
explored in the paper.

Defining the Options

Despite its attractions, no country has yet adopted a full-scale basic
income system. The major drawback is that there is a sharp trade-off
between the level of a basic income payment and the tax rate(s) required to
finance it. A number of modifications of the "pure" basic income structure
have attempted to improve the trade-off between the level of the payment
and the income required to finance it. Among the options considered are:

(1) Rather than pay the same amount of basic income to all
adults, a scheme may pay a lower amount to couples, as does
the current system, while still retaining unconditionality and
a separate, independent payment to all adults. We label this
compromise a basic family income.

(2) The tax structure may be modified 1o impose a high rate at
lower incomes, white still doing away with the extreme
forms of "unemployment trap" and "poverty trap”. We label
this a dual rate 1ax structure. While this may seem contrary
to the idea of a progressive tax structure, the effect may in
fact be more progressive than the current system.

(3) An alternative compromise is to leave the income support
system for adults unchanged, but to institute a full basic
income for children, by which we mean an increased child
benefit payment, equal, at about £75 per month, to the current
rate of child benefit plus the rate of child dependant additions
paid with most social welfare payments.

(4) Option (3) requires a net increase in resources for child
income support, financed by an increase in the standard tax
rate. An alternative is to restrict the gains to high income
families with children by including the increased chiid
benefit in the income tax base. We label this option an
integrated child benefir.
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A Framework for the Analysis

In order to assess whether a basic income reform would represent an
improvement on the current system, we must iake account of the net
revenue which the tax/transfer system must generate. At present, the
tax/transfer system makes a substantial contribution towards the financing
of other government expenditure: annual receipts from income tax and
social insurance contributions exceed annual expenditure on social welfare
by well over £1,500m. A somewhat lower figure may be appropriate for a
basic income system, because of savings in other areas. For example,
unconditional basic income payments to all young people may do away
with the need for explicit educational maintenance grants and training
allowances. Some savings on such expenditure are taken into account in
our calculations. It may also be argued that basic income payments should
be used o replace various forms of farm income support; and that the
simplicity of the system might lead ultimately 10 substantial administratuive
savings. However, a substantial net contribution to government revenue
must still be expected from a reformed tax/transfer system if the
comparison with the current system is to be an appropriate one.

Costing Basic Incomes

This study uses the ESRI tax-benefit mode! to assess the cost,
distributive and incentive implications of alternative basic income
schemes. Much of the analysis is conducted on the basis of the 1987
situation, during which the Survey data were collected; but estimates of the
costs and impact of schemes in a 1993/94 setting are made with
appropriately adjusted data.

Our results confirm earlier findings (such as Honohan’s {1987)
calculations based on administrative statistics) that a tax rate of the order
of 60 per cent would be required to finance a basic income scheme close to
the lowest welfare payments in 1987 (about £35 per week). Special
increases in the lowest rates of social welfare over the intervening period
mean that they are now pitched at about £60 per week. Our updated
analysis shows that a tax rate about 5 percentage points /righer than in 1987
would now be required (o finance a basic income at these levels: over 68
per cent for a fully individualised scheme, and 63 per cent for a basic family
income. This reflects the fact that the minimum social welfare incomes are
now a higher proporiion of average incomes than in 1987. Dual rate
options are of less interest in this context because even an initial rate of
close to 70 per cent would leave the subsequent tax rate at a high level.
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A basic income for children (a child benefit payment of £75 per
month) could be financed by an increase in the standard tax rate of just
under 7 percentage points. If child benefit were at the same time included
in the income tax base, an increase in the standard tax rate from 27 per cent
to just under 31 per cent would suffice.

Distributional Implications: Who Gains? Who Loses?

The precise pattern of gains and losses under basic income schemes
depends on many factors: the level and age-structure of the basic income
payment; whether it is an individual-based scheme or a basic family
income; the tax structure; and the tax rates required to finance the scheme.
But some common themes emerge from our analysis of gains and losses
under the schemes.

Under all the schemes considered there are substantial numbers of
gains and losses. Families with children tend to gain, while single persons
tend 1o lose. Lone parents tend to lose because of the loss of the special
status accorded them under the current tax and social welfare systems. For
a given family composition, those with higher incomes tend to lose, and
those at the bottom of the income distribution tend to gain. We can combine
these two perspectives by considering the effects on the distribution of
income, adjusted for family size and composition. Most schemes show
gains and losses at each level of the income distribution, but with gains
outweighing losses at the bottom, and losses outweighing gains at the top.
While the aggregate gains and losses balance out in money terms, the
number of "tax units" (single persons or couples, together with their
dependent children) who gain is often lower than the number who lose.

Incentive Issues

One of the major advantages claimed for a basic income system is that
by improving the incentive to work it would unleash a dynamic leading to
increased employment. Our analysis deals with the first part of this claim:
the issue of whether basic income structures, appropriately costed, would
improve the incentive to work. No single measure can capture all elements
of work incentives. We would argue, however, that if a positive dynamic
is to be unleashed it must operate on the balance of rewards between
income in employment and income out of work. This is conventionally
measured by a replacement rate, which measures net disposable income out
of work as a proportion of net income when at work. The "unemployment
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trap" involves replacement rates of over 100 per cent; but high rates, in the
region of 80 to 100 per cent, can also reduce the chances of jobs being
offered and taken up.

We set out measures of the distribution of replacement rates for the
unemployed under the actual 1987 and 1993 systems, and under the various
basic income schemes. We found that some of the basic income options
were able to eliminate the "unemployment trap” and greatly reduce the
incidence of high replacement rates. But basic income schemes with the
highest tax rates had less impact on the balance of incentives. The current
system has tax and PRSI exemptions, which, together with the Family
Income Supplement (FIS), tend to improve in-work incomes for families
with children. The basic income structure avoids the withdrawal of benefit,
but imposes a high tax rate - often upwards of 60 per cent - from the very
first pound of earned income.

The rate of take-up of FIS is a key issue in establishing whether a
reform represents progress on the current situation. Improvements in FIS
between 1987 and 1994 have more than doubled expenditure on the scheme
and have almost doubted the numbers in receipt. But take-up of the scheme
appears 1o be low, and experience in the UK suggests that there are limits
on the extent to which take-up can be improved. The reform options
considered here are able to overcome any take-up problems. Basic income
for children, and the option of an integrated child benefit can be assured of
almost 100 per cent take-up; and could be financed by relatively modest
increases in the standard tax rate. Our analysis suggests that this could
represent a considerable improvement on the current situation with regard
to work incentives.

Conclusions

What light does our analysis shed on directions for reform of the
tax/transfer system? It is clear, to begin with, that a basic income system
is not a panacea. The tax rates required to finance such schemes are highly
sensitive to the level of payment involved, in relation to other incomes in
the economy. If the income guarantee is to be close to that provided by the
current system, and is to grow in line with other incomes, then tax rates of
the order of 60 per cent or more would be required to finance a basic
income. Tax rates of this magnitude would be likely to frustrate the
hoped-for dynamic effects on work incentives and employment. Options
such as a basic income for children and an integrated child benefit seem to
be able to achieve many of the advantages of the more radical schemes
without the attendant high tax rates.



Chapter. 1

INTRODUCTION

1.1 Context of the Study

Many people.see a ‘fullyvintegrated -tax/transfertsystem, ,wath: a.basic
income paid unconditionally to-all citizens,.as the ultimate:goal for:reform
of: the-income! tax and social welfareisystems.:Ifithis is:the casel.then‘basicr
income;can: serve-as-a:guiding:light :in the;reform process::Others.regard;
the costs of basic income schemes:as posingian insuperablejobstacle:to their;
achievement: ;Ifithis,is true,-then -attempting:to:use; a:full basic:income.as-ai
guidepost;may. lead the reform processto founder::In;this study,.weé explore:
amnumber,of basiciincome; options to:se¢; what. costs areanvelved;:the:rates;
ofi taxation,required to finance-them;:and some of;theilikelydistributive:and:
incentive implications;. .. This information )can,.be, used ;ito..assess what,
long-term and short-term roles such options can play in guiding reform of
the tax and welfare systems.

The structure of the report is as' follows...Intthe remainder! of :this:
chapter, we outline briefly the current system of taxes and transfers, noting
some of its problems. Chapter 2 clani ﬁes the structure of the different basic
income options which are to be considered in our analyses. Chapters 3 to
6 set out the empirical analyses of the basic income schemes based on the
ESRI microsimulation model of the tax and welfare systems. Because the
Survey data on which our analysis is based refers to 1987, our initial
exploration of the costs, distributive and incentive effects of the different
schemes is undertaken in that context. Chapter 3 establishes the costs
involved, and the tax rates required to, finance~thHém ‘?Jncler different
assumptions: "~ Thé-distributive lmpacts 0 :'the dlfferent schemes are
analysed in Chapter 4. The gains and losses at: dlfferent mcome levels, and
the distribution- of, gains and lossés. across famlly types are examined. In
Chapter 5 we turnh to the lmpﬁ'&t i6f the alternative, reforms on incentives,
focusing in particular on thé>. impact - whlch _they- “would have on the
replacement rates for those currently- unemp]oyed )

Chapter 6 sets out the main changes between 1987 'and“¥994’Wwhich are
relevant to the consideration of basic income reforms and outlines the ways
in which the model-based analysis attempts to capture these changes. Some
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of the critical issues identified by the earlier chapters are then analysed in
a more up-to-date context. The final chapter draws together the main
findings and conclusions.

1.2 The Current Tax/Transfer System: Outline and Problems

Total expenditure in the social welfare system was more than-£3,600m
in 1993. Close to half of this was spent on income support through social
insurance schemes; over 40 per cent on social assistance schemes; just over
6 per cent on child benefit; and less than 5 per cent on administration.' The
key characteristics of the social insurance schemes are that entitlement to
benefit depends essentially on individual circumstances’; depends on
contingencies such as old age, illness and unemployment rather than
income; and is linked to past contributions, which in turn depended on the
nature and extent of an individual’s employment experience.

Figure 1.1: Social Welfare Budger Shares, 1993

Social insurance
47.4%

Administration
4.8%

Child benefit
6.4%

Social assistance;
41 4%

'For a detailed description of the system, and its historical development, see the Commission on
Social Welfare (1986).

*The amount of payment may depend on a spouse's camings, since the 1987 egual weatment
o Y y depe po g
provisions.
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Hor short-term bcn&ﬁts i(s_u,cia: /as ,d.i_s:a.b.i..li._ty o_n u,n@mplpymen.ti the

per:odf F0| | long. t,erm bcnef tq ;(suchi as old dge contnbutory,p_e_n_s_l_o_n) a
loweninumberofccontributionstperyyeas -is tr.e.qu.!r.ed,nl_p.u.uayezr;agedz overia
much;longer.perioddn principlesince: thefirst contribution was: paid,-and
therefore)icovering:in,many.cases, an:entire, Jabounmarket career. :While
some;paid. _cpptgibutigns care;ntequired for alle schemes there; are a]s‘_q
extensiven provisionsy ~for . ‘credited contributions; which maintan
entitlements;whentan andividualdis; not actually payinga go_ntri_butigq;”gm

The social, assigtance ;; schemes  are. also relal@_dj ito{ (particular
conlmgenmes mc]udmg old age and unemployment.® Burentitlement jtg
benefit.dependson.a means.test whichdncludes.an@ssessmentofithe means
ofracspouse, and:in some casessithe-meansof other,householdimembers:y.,

Child benef it iisya universal :payment,made.inrespecisof allchildren
agednundes 16, ori.aged, under; 18 and in [fulltime. ,educaﬂon' No
contribution conditions are required and no;mcanvtcsl 1$ applied:

The Ray Related . Social; Insurance’ system (PRSH): requires
contributions; from -employees.and employers: it.raised revenue-gf;almaest
£1,500m in /1993, The; most:commonirate of icontribution..inthe, jprivate
qectorg 15417 75,g,per, -cent for employecs cand 122 per centrfor“employers
ThIS:I‘a[&IS payablexm rcspccl ol’.emp]oyment in the- Al cateoory, up. to an
income;;ceiling of £20.900. per. anpum;for employces jand; a ceiling,of
£25,8007for, employers Employees, earning less than £173, per week
(£9:000 per,annum).are not-required;to_pay a contributien, but-those with
earnings. just over;thatdimit must:pay.the;full.ratesThe rate. of;contribution
for employers,and ,employees can vary over (8 different; private.seclor
classes-and sub:classes; 12ipublic sector, categories; and 13-self;employment
categorigs:.t Infaddition,, there; area.numbercof.thresholds.whichiaffect the
ratg;payable forjeach:of these groups.

¥Téchnically fin thié "goversiing 1ax- yeaf® which isusually the ldst complete tax yeat (end:ing'-i'ri 7-\'|iril):
before-the start of the current calendar year. ; So in- Septémber. 1994, "a-claim woéuld depend on
contributions durmg the year endmg April !993

*‘Thcrc is provision for a means; lc‘:ted payment 1n respect-of long-term illness: Disabled Per:,on H

Y
Muintenance Allowance, admiinidtercd by the hedlth boards. But’ there is ho cxpllcu means- ‘iestéd
payment in fespect of short-term illness: individuals withbut social insuranée cover must rcly on the
safety net provided by the' Supplcmemtary Welfare Allowarice scheme, also adminisiered, by the
health boards.
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Irconie; tax! revénue>amountedtto -over-£8,700m"in"19931 Atpérsonal
allowancelof£2.350 isldvailable tosinglel personsy with/deublé ithist anidunt
for 'm'ar}i’ed:cbu‘ple‘y and'to‘lone ‘parentswith childreén Thet&isinaddition
a system ofl'exempuon -limits;, -which-lincludest additions! in"respect 'of
children:~Theexemptiontlimit for a marriéd-couple is £7,200;acouple with
four.¢hildren' cantear fup' to1£9:400 :frée ‘of 'tax - Above ithése litnitsi tax
appliés at’a 40 per centiiateé  untilithe ftax- billsis équal tto-thiat whiclkit would
apply-at the-standard:27: pét cent dnliicéme aboveithe touple’sitotal tax
freérallowarices® Thereiis'a wide tange of othér allowarices, reliéfs and
exemptionglrThe standard rate:of i tixiis 27 per cent fwhich appliesito 'thé
first-£81200 of taxable income:(£16;400:for a couple); 'and: 48 per-¢ent on
all other-income. . . .

A keytfeaturerof the!currenbflaxltranslch ‘system 1s''thaviivgenerate-d

substantial net Trevenié which-icontribtites to’ the -financing- of lothér
govermimeént ‘expenditures. Incomt tax Lrevenie ‘and ‘social ‘insufance
contributions' by employeérs and employees:exceed social welfare payments
by over £1"500m per year ’at"p'res"eht‘
Bevendge planin 'Wthh social instrancé:woiild prowde the!bulk ofmcome
suppoit, with social dssistanée playing ‘a residual and: rélativély minot role!
An>economy - operating] at‘or iclose 'to full verfiployment-was néededto
underpin: this vision. : Thé' rezemérgeﬁCe afiipass dﬁém’plbylﬁéht'ihé@fp’iﬂ
such: systems’ underf‘budgetary pressure in many ‘countries;slreland s no
éxception; withtits: pamcularly hightlevel oflunemployment- lChanges ‘in
the:nature of the labour marketthave’alsb-tendéd toreduce the efficacy. of
such ‘systeins ini:achieving arti-povertyrobjéctives. :Webb '(1992)
documents how: miost: of  thosé -in"low-income groupsiin thet UK 'do ot
receive social insurance. ‘This arises from gaps’ in‘coverage; duein!large
part: to the :applicatioi: ofsthe¢ontribution:condition*In- the 'UK: context;
some of thése!gaps:can.-béiexpected:-to sbecome greiteriin:the! futuis; with
greater movement into and out of the laboucmarket and itrends-towards
greater marital instability.

The Irish policy response has been rather different, tending to widen
the coverage of social insurance. For example, cover has been extended to
include deserted. wives, part;time workers earning over £25 per.week, and
most)rccem]y to'widewers: ' The-extension of:the: system'to provnde credits
for those caring full-time for young childrén his ‘also been ori ‘the pohcy‘
agenda while i in the context of preparauons fora dworce referendum there

ay.also be-a. mdcmng 'of the. coverage, 10 as.survwmg qpouqe and, 4
surviving. ex-spouse  While -sii¢h :extensions could-help to avoid ‘the
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growing gaps.n.coveragé.evident.in the UK  they do raise.questions.about
the long-term funding of. the system. If the coverage: of the system.is
expected 'to widen substantially, it may be better, as Honohan (1987)
argues, 1o plan for universal coverage on a fully costed basis,

The separate and combmed effects of the current: tax and social welfare
systems’cin’ create 1mportant dlsmcenuves to the generatlon of increased
employmcnt Tabie: 1.1 :outlines: sofme of the dlstncentwes which can be
identified in the current’structure’“ Some of these are discussed in more
detail in Chapters,S and 6. ,J.Herefwermmply note that the complexity of the
social: welfare, tax: and: PRSIusystems,:canlgwe -FiseLto manyrforms:: of
w:thdmwal ©of benefit which contribute 0" a hrgh tax, rate For this reason,
a simple’ system with one or two tax/beneﬁt‘,wrthdrawa.l rates, limited to
well below 100 per cent, is often seen as an’ attractwe ‘alfernative.

The current tax/transfer system has also.been criticised for providing
a level of payment for ‘many schemes which is regarded‘as 1nadequate The
report ofithe Commlssmn on’Soc1aI Welfdig' (1986) give primady'tt this
issue. There is a tensron between the approach Of.‘[hIS Commlssmn Wthh

insurance base, and the: approaeh ofithe Comm:ssron ‘on. Taxation (1982),
which.recommended reducnons [initax rates, funded' by wrdenmg 'of the tax
base. *'Givén the, pet’, resources avzulable 1o or required from” 18" thé
tax/transfer system the rtax rates requrred fto .fund the system are
parucularly sensm‘ve o) the leve] of payment, as a percentage of average
mcofine There |s therefore a; tradeoff between \the,,level of -the.income
guarantee prov1ded by the taxftransfer system andi 1ts:1mpact on'incentives
and employment. This study seeks fo establlsh whether a fulty integrated
scheme known as.a.basic:income could i nnprove, Lhe trade-off which,can be
achleved ‘For examp]e" coulcl it Hrovrde a similar’i mcome guarantee'to‘that
curtently/in; “bperation; but wutb Jes§ damage roworkindentives; or provide
a hlgher andfor moreiéffective'minimunnincome guarantee with no greater
damage foificentives and employment.

*As seen above. the net revenue generated by the current tax/transfer system is over £1.500m per
annum.
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Table 1.1;

ANALYSIS OF BASIC INCOME SCHEMES

A Taxonomy of Disincentives under Current Tax und Social Welfare Rules

ksl

Descripiion

Groups most
affected

Potential causes

Unemployment trap

High replacement ;
rates

Poverty, trap

Medical;card
withdrawal

Hi gh
taxitum:nenefit -
withdrawal rates .

WI_!]_'ldl'i_lwa‘

Individual’s net income
is higher when
unemployed than when
in (full-time)
employment.

Individual’smet income- ¢ 1As-for udeniployintnt trap] .

when uncmploylcd is a.
hngh proporuon of
income wlien ernployed
(full-time} and/or
absoluté gap between
incori¢: in and ourof -
work is small.

th)dlspoxab]c income
{aftér 1ax"and social *-
welfure benefits):ofa ;¢
family is reduced byrnn
increasc in gross
earnings

‘An increase in gross,
income which makes a
famity inéligible for a
medical card can leave,
the famlly worsc off

An mcrease in a A
f.lmlly § gross-earnings

» g taxed at a-very:high .

rate; a iess severe form
of the poverty trap -

-Family inconic falls if

thespousc of the
rcc1p|cnl of a
contiibutory bénefir -
Lakes on a:part-lime.or
low-paid job: spouse
faces high effective tax
rate on earnings.

Size of personal Married persons®
unemployment payment: size  with Inrge

of child and adul, dependant .. families,
payments when uncmployed

which are withdrawn whenl,

employed; low (hourly).pay.

amoitnls of 1ax and PRSI

payabléeat: How ratcs'sf p pay

Mumied persons:
with l.xrgc
fafiihed

Withdrawal rate of. I lb‘r K Mamcd men,

coupled wilh margmal relief  and marrlcd
rate of income taxy r=-!2' 1, . woirien
mlhdrawa] of medical card

dlffcrcmml fent ‘;c.hi,mc t"or

local authority!tenants 2>

iFhe medicalicard mvol\'cs a lzow paid
subsidy of health care COSLS ) .employees _

which (though difficult 10’
value precisely) iy gwcnun
total or not at all, ,

i
Include <ame factors as for

 Married men

poverty trap, though' margmal “and marvied”’
relief and/or FIS maynot- women
apply -

Full- withdrawal of the*adult ' Spouses ol

dependant addition {ADA) recipients of

and half of child dependam unemployment

additions (CDAs) if-spouse " benefil,

eamns more than £55, per.week: disability:benefit
and invalidity
pension '
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Label

Description

Potential causes

" Groups most

affecied

High average tax
rates on
employment

High marginal tax
rates on
employment
income

PRSI exemption
kinks

Income levy
exemption kink

1JA means test

The average direct tax
rate (income tax plus
PRSI) on a job can be:!
of the order of 40 to
55% for a potential '
second eamer; or 30 (¢
40% for a single person...

Additional income ¢can~
subject 1o tax al 51.25%, -, heatth comnbuuo!n and .
~' "evies: and overd narrow

0 55.75% 7

An mcrease n gros.e,
Thet !
cammgs ffom below

5

Apant from PAYE and PRSI
allowances, the marginal rai¢
-»1.onthezinitial earnings of the ys}1 people: these
,t; Spause is, in el'fecl,,chal 10, len e,
the ma.rgmal rateion the lasi’ mosrrcsponswc
‘pound earned by the higher.!: s :elements.ofithe.
carner. With a narrow ;
slandard fate band. the hlgh ¢r'
fate sbon applics

< Top rate of tax:(3:25% in

et

Mal\’ncd women ..

L

‘and'single’

;tend. lo be Lhe,‘

_.labour.sunplv.

i Sirigle:peoplei:
and 2-earner

I VS Y R S RN AN Y

couplcs on

ange. oflincome, 5.5% PRS1:91average wages

No PRSI is payable on,
" earnings below £60; bt those!

h|2h earners

" Pan-ume .

]workcrs

£60:per, week to a-figure 1 earning above £60 must-pay, 1}; low-paid

above £60 per-week, can
lead'to'a drop in ncl

income.ior attra

thh 1mp]:cu tax rate.

An mcrease in eammg:, "
from'bélow-£9.000 per b éarmings'below £9.000 p.a.;
but those eaming above that
ﬁgure must pay on their full
“ncome, including'the slic”
.'-_bclow £9,000 p.a!

annum to a figu

that limit can lead to a

drop in net inco

attract aivery high= .

lmpllcu.tax rale

cl a very!
it

re above

me or

PRSI on their fuII ;income,
- “including the slice beldéw £60

No levy Is payable on

Lone Parenist Allce
means lesl

100'% benen
withdrawat rate

camings of spouse,-or
on lrrf':gularlnan-urnc

garnings

100% benefit

'lethdrawal rate on
earmngs of lone* parcnts

Potind for pound

withidrawal of benefit with *
_rrespect.to net earnings of

.Spouse, afler initial

. of beneﬁ(l with respect lo
'increases in net’ earnings

COnCCSSlOl’lS

2:,{ Gurrent position.on
m’egu]ar/pa.n ume earnings of
UA'reCipients may glvc rise
to:high-withdrawal rate!

1.

Pound-for-pound withdrawal

workers

Employees

' éamingclose to-
£9,000 per
annum

UA rec1plcm=
'and théir

. Single-mothers,
“widows,

-separatcd :
spouses

Note:

"tax-cum-benefit withdrawal rate".

l. In the imerests of brevity, the term "effective tax rate” is used as synonymous wilh



Chapter 2

BASIC INCOME:DEFINING THE-ORTIONS

2T lntroducnon
. One of the attractions of:.a:basic income is-its zsnmphcnty, but the-
termmology surrouriding variants of the basm income is far from clear.
Some.writers regard terms- such as.'negative: mcome tax", "demogrant” and
"guardnteed’ basic_income" as interchangéablé;' “while others WlSh to
reserve the term basic income, only for the purest form of the scheme.? This
makes it :difficult to-find a clear correspondence between: ‘the - terms
currently i in use and the key features of the variols proposals. In our View;
the essential element of a basic-income scheme is that the amount pa1d does
not depend on mcome or work status itis, m thls sense, uncondmonal We
share this feature.-Such schemes can dlffer in scverali 1mportdnt ways. n
Section 2.2,'we set out’ the key aspccts on whlch ta.x/transfer structures can
be classified. Secuon 2.3 describes a "pure" ! basic i income. scheme in terms
of these aspects, and the advantages clalmed for: it Sectlon 2.4 describes
some_variants of this scheme. in terms of thie/¢atezoriés.already establistiéd. .

2.2 Key Aspects of Tax/Transfer Systems

Table 2.1 (adapted from Dilnot and Webb, 1991) lists features which
must be defined for any reform Jproposal, 1nclud|ng ba31c income schemes.
Theé basis’ of entitlement undér the current system. mcludes a mixture of
PRSI contributions (for 1nsurance bencﬁts) personal contmgenmes (for
both insurance and aSSIstance beneﬁls) and " a 'work test  for
unemployment benefit -and unemployment assistance. Enmlement under
basic income schemes is not related to contributions, contingencies, income
or a "work test". It may,. however, be related to either residence (with
length of residence-being used to define the extent'of pension entitlement)
or cmzenshlp, or some combmatmn of the, two : This_distinction between
citizenship'and residence 1s potentially 1mDortant in Ireland. particularly in

'For example, Honchan, 1987.
*For cxample, Parker, 1994,

*The abbreviated term for a test of availability for work, which requires that applicatits are nor
engaged in (full-time) work.
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a context in which EU citizens can move freely between member states, and
Irish citizens are particularly mobile.* In our empirical analysis, however,
we simply treat the resident household population as the relevant one for

the purposes of the present study.

fuble 2.1:

Key Features of Tax/Transfer Systems

Feature

Existing system
{as of July 1994)

Alternatives under
Basic Income

Basis of entitlement
Unit of assessment
Period of assessment

Level of payment

Structure of effective
tax rates

Financing

Administrative
structures

Contingencies; contributions;
income.

Mixed: individual, family and
household elements

Mixed: current for social

welfare; annual for income tax.

£58.90 to £75.70 p.w. personal
rate;

£36.60 to £51.00 p.w.

adult dependam

Complex; high initial rates

Income tax; PRSI

Separate agencies
(DSW, Revenue

Citizenship and/or
residence
Family or individual

Current or annual

See Chapter 6.

Flat rate; dual rate.

See Chapter 3
Single agency

Commissioners,
Health Boards)

The unit of assessment under the current system varies. The tax
system is essentially based on a family unit, but has some individual
elements; the social welfare system has elements of individual, family and
household bases of assessment. A fully integrated tax and welfare system
would have the same unit of assessment for tax and welfare purposes. Some
would claim that the term "basic income" implies an individual basis of

‘For example. a favourable reatment of young people might attract citizens of other EU states; a
basic income payment which is high relative to UK social security entitlements might induce some
return migration; and incrcased taxes on those in employment in freland might stimulale some
emigration,
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assessment, but others (e.g., Brittan and Webb, 1990) explore a basic
income on a family unit basis. We allow for either possibility in our
analysis.

The period of assessment also differs as between the current income
tax and social welfare systems. The tax system operates on the basis of
annual income, while the social assistance, and some parts of the social
insurance system, deal largely with current weekly income and current
needs. If a basic income is financed by a single-rate tax system, the
distinction may become irrelevant; but if more than one rate is envisaged,
the period of assessment again becomes an issue.

The level of payment for those with no income from other sources is a
critical feature of all tax/transfer schemes. The structure of effective
tax-cum-benefit withdrawal rates under the current system is very complex,
but for social welfare recipients, it involves high initial rates of benefit
withdrawal with respect to non-social welfare income. In a pure basic
income scheme, a single tax rate applics to all other income, but variants
with a high initial rate, or with several rates, can also be considered.

The financing of reforms is obviously a critical feature. We must
know whether PRSI is to continue, what income base is to be used for tax
(and PRSI, if relevant), and what other resources, if any, can be used to
finance the reform. Two approaches to the costing of reforms can be
distinguished. One approach is to specify in advance the rate or rates of tax
which would apply in the reform, as well as the level of benefit payment.
The net exchequer cost (or gain) can then be derived: but the question then
arises as to how this cost is to be financed. A second approach is to specify
in advance what resources are available besides income tax, along with the
level of benefit: the rate of tax required to bridge the gap can then be
directly determined. This approach is preferable in the present context,
where many different options are to be considered.’

Reforms may also involve changes in administrative structures. Taxes
and benefits are now administered by separate agencies, but a fully
integrated tax-benefit system might be administered by a single agency.
Distinctions between in-work and out-of-work benefits, and between
contributory and non-contributory benefits could also disappear under a
basic income system. While there would be significant transitional costs in
the short run, these simplifications could lead to substantial savings in costs
of administration and compliance in the longer term.

’In some cases. the amount of resources available to the tax-wansfer system may depend on the
structure of the system; this issue will be taken up again in the next chapter.
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2.3 A "Pure" Basic Income

We can define a pure basic income scheme as one in which a basic
benefit is paid to all individuals,® replacing all existing social welfare
schemes, with a single tax rate on all other income replacing the existing
income tax system. The basic benefit is paid automatically, unconditionally
and free of tax to all adults: there is no work test or means test to be
satisfied. The basic benefit may be age-related, at least to the extent that the
rate for adults may be higher than that for children. An individual basis of
assessment would apply. The period of assessment would not be of central
importance, given a single tax rate, so we may think of the system as
operating on current weekly or monthly income. A single agency would
be sufficient to administer the system, with payments being made
automatically to all individuals. The precise way in which this is done is
not central to the impact of the scheme, but it is important that the payment
be made automatically rather than requiring a claim from the individual.

Figure 2.1 illustrates the relationship between earnings and net

disposable income which this system could give rise to, with an illustrative
basic payment of £50 per week and a tax rate of 62 per cent.

This "pure" form of basic income has a number of attractive features:

(1) It eliminates "poverty traps" and "unemployment traps" i.e.,
tax-cum-benefit withdrawal rates on earnings in excess of
100 per cent. Because the basic income payment would be
unconditional, it would not be withdrawn from those who are
unemployed if they took up employment: it would instead
provide an income base on which they could build, subject
only to the single tax rate applying to all other income.

(2) It provides a comprehensive and automatic "safety-net”
income level: it does away with problems concerning take-up
and welfare stigma.

(3) It is simple to administer and to understand. It does away
with the need to monitor the availability for work of the
unemployed, the other contingencies relevant to social
welfare benefits, and to keep track of PRSI contribution
records.

®As noted above, we do not discuss further the issue of whether cilizenship and/or residence would
be the basis of entitlement.
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(4) It provides an independent income to all individuals,
including those who do not participate in the paid labour
market because they are caring for children, caring for
elderly relatives and others with special needs. There are no
means-tests or qualifying conditions.

Figure 2.1 A "Pure” Basic Income
Disposabie income (£ per week)

300
— Disposable income. 45 fine

250 {-———— - e

|
0 0 100 150 200 260 300

Direct income (£ per week)

Notes: 1. lllustrative basic benefit of £50 per week, tax rate 62 per cent.
2. The intersection of the 45" line and the disposable income schedule indicates
the "break-even” level of income, a1 which income before taxes and transfers is
equal to income afier laxes and transfers. Those at lower incomes have disposable
incomes above the 45° line and are net recipients of transfers; those with higher
incomes have disposable incomes below the 45° tine and are net taxpayers.

In our empirical analysis, we explore the trade-off in schemes of this
type between the level of the basic payment and the tax rate required to
finance it. This information is essential if we are to judge whether the basic
income structure can achieve an acceptable trade-off between these
elements, and retain all the advantages noted above. If resources are
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insufficient to permit this, some compromise on the "pure” form of the
scheme may, however, be able to retain many of the advantages. It is to
such vaniants of the pure basic income that we now turn.

2.4 Variants of Basic Income

One compromise on the pure form of basic income which can still
achieve many of the advantages claimed for it is to have a family unit basis
of assessment, which takes account of the economies of scale in living
together as a married or unmarried couple. Currently, the social welfare
rates for "adult dependants" are approximately 60 per cent of the personal
rate. Where a pure basic income might pay, say, £60 per week to all
individuals, irrespective of marital or cohabitation status, this would
involve an increase in income for married couples currently on social
welfare. A basic family income might pay instead £60 per week to
individuals who were not cohabiting, and £96 per week to married or
cohabiting couples, which could be paid as £48 per week to each member.
The basic family income would still be unconditional as regards the work
status of all individuals. It could retain most of the advantages set out in
Section 2.3 above, including the payment of an independent income to
those (mostly women) who are out of the labour market because of their
role in caring for children or others. It would also clearly involve a
substantially lower cost, and, other things being equal, require a lower rate
of tax to finance the reform. What is lost in moving from the pure scheme
is that the amount of the basic income would depend on cohabitation status,
s0 that monitoring of household hving arrangements would remain a
feature of the tax/transfer system. In our empirical analysis we explore the
possible importance of this issue by costing basic income schemes on both
an individual and a family unit basis.

A second compromise which can be investigated is to move from a
single rate of tax to a dual rate structure, with a higher initial rate of tax
acting to withdraw the basic benefit more quickly.” Parker (1994) refers to
schemes of this type as fully or partially withdrawable basic incomes,

At first sight, this may seem to conflict with commonly held notions as to the desirability of
progressivity in the taxfransfer system. But the effect of this system could be a greater
redistribution towards low incomes than under other systems, depending on the level of the basic
payment. A progressive marginal rate structure would do little 10 reduce the "standard” rate of tax
required to finance a basic income.
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depending on whether the higher tax rate applies until the benefit is fully
withdrawn,? or ends at a lower level of income, before the basic benefit is
fully withdrawn.

The Honohan scheme

Honohan (1987) examined a scheme which involved age-related
basic income payments and a two-tier tax system. By comparison
with simpler versions of basic income, the specific features of this
scheme limited the extent of redistribution towards large families
and allowed a low marginal tax rate on higher incomes (although
the average tax rate, net of transfers, increased with income).

The basic income payments were pitched just above the lowest
social welfare payments (except for the 18 to 25 age group).
Adjusted to 1986/87 prices they were:

Under 18 years £13.65
18-25 years £26.25
26-65 years £36.75
Over 66 £52.50

A key feature of the financing of the scheme was that, in addition to
a basic rate of tax of about 40 per cent, was to be supplemented by
an additional tax. This supplemeniary tax was equal to 27 per cent
of income, with the total basic income received by the family as a
ceiling. In effect, therefore, a couple with two children would face
a marginal tax rate of over 67 per cent unless their income was
above £19,000 per annum. (If instead, a single tax rate applied 1o all
income, that rate would have been over 64 per cent.)

*Benefit can be regarded as "fully withdrawn® when tax payments equal the benefit level: in a unified
sysiem "benefit withdrawal” is simply a convenient label for a high initial tax rme. While the term
"fully withdrawable™ may seem to iniply some diminution of the unconditionality of the benefit. this
is not in fact the case: benefit continues to be paid unconditionally o all,
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Honohan's (1987) variant of this dual-tax rate approach is different (see
box above). The higher initial tax rate can be regarded as being made up of
the "standard" rate, plus a "supplementary tax rate". The higher initial tax
rate applies until the supplementary tax equals the basic benefit: thus it still
applies above the "breakeven point” at which total income taxes equal the
amount of the basic benefit.

Each of these structures is designed to limit what may be thought of as
the "standard" rate of tax. But they involve different trade-offs between the
numbers of people facing the higher tax rate and the height of the
"standard" tax rate. For example, more people would face the "higher" rate
of tax under the Honohan scheme than under a fully withdrawable basic
income. The relationship between income before and after tax and
transfers for a "fully withdrawable" and "Honohan" scheme are illustrated
in Table 2.2 and in Figures 2.2 and 2.3, with 1ax rates (and the benefit level)
chosen purely for illustrative purposes.

Table 2.2: Basic Income under Alternative Tax Rate Structures

Income after 1axes and 1ransfers under:

Income before 1ax and transfers Fully withdrawable Honohan structure
basic income

£ per week £ per week
0 50 50
25 58 58
50 67 67
75 75 75
100 85 83
150 106 100
200 127 116
250 148 143
300 169 171
500 253 285
1000 463 570

Note:  Basic benefit of £50 per week and initial 1ax rate of 67% for each scheme. Under
the fully withdrawable scheme, the subsequent tax rate is 58%, but the Honohan
scheme allows a lower subsequent 1ax rate, assumed in the example to be 43%.
Figures rounded to nearest pound.
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In Table 2.2, the benefit level (£50 per week) and the initial tax rates (67
per cent) are held constant. The difference between the two schemes is the
income level at which the higher rate ceases to apply, and the subsequent
tax rates. Under a fully withdrawable basic income, the higher tax rate
ceases to apply at £75 per week, where total income tax paid (at 67 per cent
of direct income) is exactly equal to the amount of the basic benefit. Under
the Honohan structure, the higher tax rate continues to apply until £208 per
week, where the supplementary tax (at 24 per cent of income) is equal to
the amount of the basic benefit. This allows a lower tax rate (43 per cent
in the example) to apply to incomes above that level.

Figure 2.2 A "Fully Withdrawable®” Basic Figure 2.3: Honohan's (1987) Dual Tax
Income Rate Basic Income

Disposable income (L per week) Dispasable income {£ per week)

0= 0~
0 50 100 150 200 250 0 0 50 100 150 200 250 300
Diract incoma (£ per waek} Diract income (£ per waek}
Note:  Basic benefit of £50 per week, Note: Basic benefi of £50 per week,
initial tax rate 67%, subsequent initial  ax rate of 67%,
tax rate 58%. subsequent tax rate of 43%.

A third form of compromise which seeks to retain the advantages of a
basic income while avoiding the high tax rates often associated with pure
basic income schemes is to pay a partial basic income, i.e., a payment
which is not intended to be adequate in itself for living expenses, but which
is "topped up" by social welfare payments. Some regard this as a "stepping
stone" to a full basic income, but others who do not sce a full basic income
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as achievable may regard it as a worthwhile reform in itself. The term
partial basic income is generally used to refer to schemes in which the
amount of the basic benefit payable for both adults and children is
relatively small. But it is useful to separate out the adult and child
components of a basic income.

The current system of child benefit can be regarded as a "partial basic
income for children", with the top-up payments provided by child
dependant additions to social welfare recipients. In our analysis we
consider a partial basic income for adults, leaving the existing system of
chiid income support in place. We also consider a full basic income for
children, at a rate of over £17 per week, approximately equal to the
combined payment for child dependant additions and child benefit. This
option involves consolidating the resources currently used in various forms
of child income support (mainly child dependant additions to social welfare
payments, but also including child additions to the income tax exemption
fimits and Family Income Supplement payments) into the unconditional
child benefit payment. In our analysis, the additional resources required to
finance this option are gathered through an increase in income tax. A basic
income for children can also be regarded as either a stepping stone to a full
basic income scheme, or simply an option worth considering in its own
right.

One further option which has much in common with a basic income
for children is a integrated child benefit, under which, as with a basic
income for children, child income support is concentrated into a single
child benefit payment (equal, in our analysis, to the combined rate of
payment of child dependant additions and child benefit), but with part of
the finance for this increased child benefit coming from its inclusion in the
income tax base, as well as an increase in the standard rate of income tax.
This would limit the extent of the redistribution from childless people to
those with children, by cluwing back some of the gains from higher income
families.

The major issues with all these forms of partial basic income
(including the basic income for children, and the integrated child benefit)
are what level of partial basic income can be achieved, what tax rate or rates
are required to finance it, and what this package actually achieves in terms
of altering the balance between incomes in and out of employment. These
issues are investigated in Chapters 3, 5 and 6.



Chapter 3

COSTING BASIC INCOMES

3.1 Introduction

If workable basic income proposals are to be developed it is essential
that they be carefully costed. In this chapter, we set out the framework
within which we arrive at costings for alternative basic income schemes,
and discuss the results of applying this framework to particular policies in
a 1987 context. This gives a good insight into the trade-offs involved which
is still relevant; more up-to-date costings are considered in Chapter 6.

The issue of what resources might be available to fund a basic income
is an important one. In the next section, we set out the resources which are
taken into account in the present analysis, and the methods used to cost
alternative basic income schemes. The detailed options considered in the
costings are described in Section 3.3, and the tax rate(s) required to finance
them are then examined. They include basic income schemes on both
individual and family bases of assessment, with single or dual tax rates, and
partial basic income schemes for adults; we defer consideration of basic
income for children and a integrated child benefit until Chapter 6. Section
3.4 assesses the results, and considers some of the broader issues which
arise in attempting to finance a basic income. This includes consideration
of the possible impact of additional resources which might be available to
fund a basic income.

3.2 Methodological Issues

Estimates of the cost of simple basic income schemes can be derived
on the basis of administrative statistics: Honohan (1987) provided such
estimates for a number of alternative schemes. In this chapter, however, we
take a different approach: we use the ESRI tax-benefit model, based on a
large-scale national survey of households undertaken in 1987, to simulate
the effects, including the net cost, of alternative basic income reforms.
Essentially, this involves calculating the social welfare entitlements and tax
liabilities of each of the households in the sample under the rules current in
1987 (or, later, in 1993/94) and then the entitlements and liabilities under
a basic income reform. This allows us to estimate not only the aggregate
revenue and expenditure under each system, but also the individual gains
and losses of each household.

18
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SWITCH: The ESRI Tax-Benefit Model

Changes in the level and structure of taxes and benefits can have
complex and far-reaching effects on the incomes and effective
tax-cum-benefit withdrawal rates of different families. The ESRI
tax-benefit model simulates the amounts of social welfare
entitlements and tax liabilities for a representative sample of
households in order to caplure the effects of Social Welfare and
Income Tax Changes on Households (hence its acronym,
SWITCH). Details of the model’s structure and operation are given
in Callan {(1991) and Callan and O’ Neill (1993). These studies show
that the 1987 survey data on which the model is based have good
coverage of the income tax base and social welfare client
population.

The model first estimates the social welfare entitlements and tax
liabilities of each family in the nationally representative household
survey under the actual tax and social welfare policies in force in
1987. Then, the same calculations are undertaken for a policy
reform - such as a basic income. This allows us to identify the gains
and losses for each family. If a reform is to be self-financing, the
gains and losses for individual families must balance out. The
modelling process allows us to identify tax rates which, given the
available resources, ensure that reforms are "revenue neutral”; and
gives us a picture of the overall effects of the reform on different
types of family and at different points in the income distribution.

There is, of course, a margin of error attached to the estimated tax
rates produced by the model - as, indeed, with estimates based on
administrative  statistics. Differences between model-based
estimates and administrative statistics at quite detailed levels are to
be expected. Some of these may be offsetting: it is the overall effect
on the estimated tax rate or rates which is of greatest importance.
Model-based estimates of a single tax rate required to finance the
benefit levels set out in the Honohan {1987} scheme are within |
percentage point of Honohan’s estimates, which are based on
administrative  statistics. This reinforces confidence in the
usefulness of the model for costing more elaborate schemes.
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This approach has a number of advantages: it facilitates consideration
of quite complex variants on the pure basic income approach; it allows
estimates of the extent and nature of gains and losses based on the actual
population rather than supposedly typical households; and it permits
additional analysis of the effects on incentives, including replacement rates.
The representativeness of the ESRI data, and its general suitability for the
analysis of tax/transfer policy changes has already been established (see
box). Additional checks confirm that the model produces similar overall
costings to those in the Honohan (1987) study.

Basic income schemes aim to provide an automatic and unconditional
income support to all individuals, with a tax being levied on all other
income. In order to cost such schemes, we need to specify what existing
income supports are being wholly or partly replaced, and which allowances
and/or reliefs are to be abolished as part of the restructuring of the income
tax system. Table 3.1 sets out the major items taken into account in our
analysis of basic income in a 1987 context.

Table 3.1:  Resources Included in Model-Based Analysis

Category Model-based estimate

£m per annum

Soctal welfare expenditure’ 2,365
Income tax base’ 9,423
Grants and scholarships to 3rd level students: estimated

maintenance element 18
Training allowances® 44
Notes: 1. Schemes included are detailed below,

2. Includes the present income tax base plus abolition of personal allowances,
age, widowed and lone parent allowances, general and age exemption limits,
PAYE and PRSI allowances. Social welfare income currently included in the
income tax base is no longer relevant, as it is replaced by a non-taxable basic
benefit. Estimates of the "revenue forgone" by various allowances are dependent
on the tax rates in force; for basic income analyses, where the tax rate is to be
determined, it is more helpful to think in terms of the total income tax base.

3. Identifiable in the ESRI 1987 Survey; see text for discussion.
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The social welfare expenditure of £2,365m per year includes all the major
cash transfers administered by the Department of Social Welfare and the
Health Boards:

Old Age Contributory and Non-Contributory Pensions

Widow's Contributory and Non-Contributory Pensions

Unemployment Benefit and Unemployment Assistance

Disability, Disablement and Injury Benefit

Invalidity Pension

Maternity Allowance

Disabled Person’s Maintenance Allowance

Domiciliary Care Allowance

Unmarried Mother’s Allowance

Deserted Wife's Benefit and Atlowance

Single Woman’s Allowance

Family Income Supplement

Child Benefit
In addition, it is assumed that the basic benefit replaces standard weekly
payments under the Supplementary Welfare Allowance (SWA) scheme.
One-off payments and additional payments for special needs (such as
heating or diet) are assumed to continue. Expenditure on rent and mortgage
supplements under the SWA scheme, and on rent substdies to local
authority tenants is not taken into account. Administrative data for the
amounts paid in rent and mortgage supplements in 1987 is limited
(Commission on Social Welfare, 1986) but suggests that the aggregate
amounts were, at that stage, in the region of £5m per annum. Information
on local authority rent subsidies is also limited, but could be significantly
greater. It should be noted, however, that each of these payments would
have constituted an addition to the lowest rates of social welfare benefit
then in force. Thus, when costing a basic income which maintains the
minimum income guaranteed by the current tax/transfer system, there is an
argument for maintaining some form of additional subsidy for housing
costs. Qur analyses of basic income schemes can be treated as assuming
that some form of housing cost subsidy is maintained.

On the taxation side, the institution of a basic income is taken to
involve the abolition of all the major personal allowances and exemption
fimits. In addition, revenue arising from the abolition of the PAYE and
PRSI allowances is taken into account. The tax structure under basic
income schemes is also taken as replacing the employee element of social
insurance contributions (PRSI). It 1s assumed in the present analysis that
the revenue currently raised by employer PRSI contributions is replaced by
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a similar tax on employers: if not, this would represent a substantial loss of
revenue which make the reform package harder to finance. This is in part
a technical assumption, but the fact that PRSI is often the main form of tax
received from multinational corporations operating in Ireland provides a
substantive justification for this approach.

A basic income could replace at least a part of other state expenditures
which can be regarded as income maintenance payments, e.g., the
maintenance element of educational grants, training allowances under FAS
schemes, and some farm income supports. The ESRI Survey data includes
some information on the educational grants and on training allowances. It
i1s possible to identify payments which are estimated at £34m annually for
student grants (including fees payments), and £44m for training allowances
on FAS schemes. This has been used to take account of these two elements
in a rough and ready way: the idea is that basic income payments are
"clawed back" in full from training allowances and the maintenance
element of the grants. This means that recipients of grants and training
allowances are left no worse off than under the existing system: the basic
income replaces the existing payment where the amount of the basic benefit
is above the grant or allowance; but if the existing payment is higher than
the basic benefit, a residual grant or allowance is paid to ensure that income
is topped up to the existing level. An alternative approach would simply
cancel the grants and training atlowances, with some consequent losses; but
our estimates show little difference between these approaches for the
options considered in 1987. Total expenditure on training allowances and
similar schemes is likely to have been higher than the amounts identifiable
here, but the procedure adopted here will reduce the impact of any such
discrepancy on the tax rate.'

The Survey does not include information which is adequate to deal
with the complex issues involved in restructuring farm price and income
supports. However, the possibility of reorienting expenditures on farm
tncome support to finance a basic income are considered in Section 3.4,

As with costings based on administrative statistics, the costings
undertaken here are on a "static” basis: they do not take account of possible
behavioural responses to changed incentives. The impact of alternative
schemes on incentives will be considered in Chapter 5, which will give
some insight into the potential behavioural responses to alternative

'Any training allowances not correctly identified by the Survey will be included as part of the tax
base: thus. even if these amounted (0, say, £100m. the implied 1ax rate would be likely to fall by less
than half of 1 per cent.
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schemes by the resident population. Migration flows could also respond to
changes in the structure, as noted in Chapter 2: this could put upward
pressure on costs.

Costing Basic Income: A Useful Rule of Thumb

Akerlof (1978) provides an interesting analysis of the economics of
a universal basic income payment as against welfare payments
which are "tagged" to particular non-income characteristics - for
example, old age, disability and unemployment. One element of his
analysis focuses on a simple scheme which pays a particular
proportion, say P per cent, of average (pre-tax and transfer) income
as a basic income. If the net contribution of the income tax and
transfer system towards the financing of other government services
can be expressed as G per cent of total income, then the tax rate (t)
required to finance the basic income is simply the sum of P and G

t=P+G

This formula helps to show the tradeoff between higher basic
income payments and the tax rates required to finance them. For
example, a benchmark calculation might show that G is 7 per cent
for Ireland. Then a basic income payment at about 50 per cent of
average income would require a single tax rate of 57 per cent; while
a scheme with payments which are one-fifth higher (implying that
they are about 60 per cent of average income) would require a tax
rate some 10 percentage points higher.

One aspect of basic income is that it replaces a tax free allowance by
a cash payment. The scheme might be administered in either of two ways:
the cash payment could be made to a!f individuals, and tax levied on all
other income; or the benefit could be offset against tax liabilities for those
whose tax liabilities would exceed the benefit (while others would receive
direct payment). Aggregale tax revenue and expenditure would be higher
in the former case, where the cash payment is made unconditionally to all.
But, as Monckton {1993) points out, the tax burden would be no higher in
this case, despite the higher tax revenue: individuals and families would
face the same incentive structure in either case, contrary to what he
characterises as the "Treasury view". The differences in the method of
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administration could have some significant effects (for exampie, on the rate
of "take-up" of benefit, with a universal payment ensuring maximum
take-up), but a difference in the "tax burden" is not one of them.

The issue of the cost of basic income is better explored, therefore, in
terms of the tax rates on income which individuals and families face. Given
the level of the basic income payment, and the specification set out above
of the income support payments which it replaces and the tax free
allowances which are to be abolished, it is possible to determine using the
model the tax rate which is required to make the reform package
revenue-ncutral. For schemes which involve a dual rate structure, we must
also specify what the initial tax rate is 1o be. In general, we have set this
rate at just over two-thirds or 67.5 per cent. The tax rate applying after this
rate ceases can then be estimated by the requirements of revenue neutrality.

3.3 Results for Alternative Basic Income Schemes

in order to check the model-based costings against those based on
administrative statistics, we modelled initially a basic income scheme along
the lines set out in Honohan (1987).> We found that the single tax rate
required to finance this scheme in a 1987 context was within | percentage
point of the 64 per cent reported by Honohan. The concordance between
these independently derived estimates reinforces confidence in each, We
explored the use of reported social welfare receipts in the ESRI Survey as
against model-based estimates of social welfare entitlements. The
estimated tax rates were very similar in each case - the model-based
estimates resulted in slightly lower tax rates than the use of reported social
welfare receipts.

While it is possible to analyse the 1987 data on either basis,
model-based estimates must be used in attempting any more up-to-date
analysis. For this reason, we report analysis using model-based estimates
of social welfare entitlements throughout. Thus, the analysis assumes full
take-up of these entitlements. One implication is that the analysis does not
capture the effects of a basic income in overcoming problems with take-up,
most notably in the Family Income Supplement scheme.

*The Honohan scheme is summarised in the box in Section 2.4.
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Table 3.2:  Summary of Basic Income Schemes, 1987

Option No. Unitof Pavment  Payment  Payment Tax structure
assessment 18-65 66+ under I8

1 Individual £35.10 £47.10 £12.67 Single rate

2 Individual £35.10 £47.10 £12.67 Dual rate,

fully withdrawable

3. Individual £35.10 £47.10 £12.67 Dual rate,
Honohan .

Individual £55.10 £55.10 £14.97 Single rate

5. Family £35.10 £47.10 £12.67 Single rate

Family £35.10 £47.10 £12.67 Dual rate,

fully withdrawable

7. Family £35.10 £47.10 £12.67 Dual rate,

Honchan

8. Family £55.10 £55.10 £14.97 Single rate

In Chapter 2, we identified a number of key dimensions on which basic
income schemes might vary: the unit of assessment, the level of payment,
and the structure of effective tax rates. Table 3.2 summarises the different
pelicy options examined. We use two alternative units of assessment: an
individual basis, under which each member of a couple receives the same
payment as a single person; and a family unit basis, under which the couple
receives a total benefit of 1.6 times the single rate (which could be paid as
0.8 times the single rate to each member of the couple). We also consider
two levels of payment for a full basic income: one of £35.10 per week for
an adult, equal to the personal rate of long-term unemployment assistance
(one of the lowest paid schemes) in 1987, with a supplement to the elderly
bringing them up to the Old Age Non-Contributory Pension level of
£47.10; and one of £55.10 per week, equal to the rate for the highest paid
scheme, the Old Age Contributory Pension. Corresponding to these rates
for adults we use a low rate of payment for children under 18 of £12.67 per
week, and a high rate of payment of £14.97, each of which can again be
thought of as based on either the lowest or highest rate of child dependant
allowance, together with the rate for child benefit. We explore three
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different effective tax rate structures: a single rate tax; a dual rate tax with
the higher rate applying until benefit is fully withdrawn; a dual rate tax with
the higher rate applying even higher up the income scale, i la Honohan.

The tax rates associated with the different options in Table 3.2 are set
out in Table 3.3.

Tuble 3.3:  Tax Rates Required to Finance Alternative Basic Income Schemes, 1987

Option No. Unitof  Paymenr Initialtax  "Standard” Proportion of
assessment 18-65 rale Tax rate taxpayers on
“standard” rate

I Individual £35.10 * 61.6 100
2. Individual £35.10 67.5 58.4 50
3. Individual £35.10 67.5 429 26
4. Individual £55.10 * 86.8 100
5. Family £35.10 * 56.7 100
6. Family £35.10 67.5 520 53
7. Family £35.10 67.5 39.7 35
8. Family £55.10 * 79.0 100

Note: * Single tax rate applies to all income.

The sharp trade-offs between the level of payment, individual and
family bases of assessment, and the tax rates required to finance a basic
income are immediately apparent. An individual basic income of just over
£35 per week in 1987 would have required a single tax rate in excess of 60
per cent for revenue neutrality. A basic income of just over £55 per week,
equal to the Old Age Contributory Pension and similar to the payment level
recommended by the Commission on Social Welfare, would have required
a tax rate of 86 per cent to be self-financing. The corresponding figures for
a basic family income would have been between 5 and 8 percentage points
lower.

In each of the options considered above the rate of benefit is the same
for all adults aged 18 to 65. For many young people, this implies a more
favourable treatment than under the current system. Unemployment
Assistance (UA) payments to those living with their parents tend to be
below the maximum rate, while educational maintenance grants are also
below the maximum rate of UA. It could be argued that an unconditional
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basic income payment at something below the UA rate for those aged, say,
18 to 21, would still represent an improvement most in this age group,
particularly as it would allow recipients to take up full time education or
training. We estimate that the single tax rate required to finance Option |
above would be reduced by one percentage point if the payment to those
aged between 18 and 21 were restricted to £25 per week, as against the rate
for older adults of £35.10. Extending this restriction to those aged between
21 and 25 would reduce the tax rate just over another percentage point. In
the remainder of our analysis we continue, for simplicity, to use a single
rate for all adults aged 18 to 65, but the possible cost savings associated
with lower payments for young adults should be borne in mind.

We noted earlier that a high initial withdrawal rate could be used to try
to limit the 1ax rate applying at somewhat higher income levels. The height
of the single tax rate for a basic income of £55 per week, either on an
individual or a family unit basis, precludes any such strategy in this case.
But for the lower payment of £35 per week, we are able to derive a lower
tax rate which would apply if an initial tax or benefit withdrawal rate of
67.5 per cent were to apply. If this high initial tax raie were (10 apply up to
the "break-even" income level, where tax labilities equal the amount of
benefit paid, the "standard” tax rate could fall to 58.4 per cent: about equal
numbers of taxpayers would face the "high" and "standard" rates. If,
instead, the Honohan structure were to apply, so that the high withdrawal
rate continued on a further slice of income, the "standard" tax rate could
fall to just under 43 per cent. But in this case almost three-quarters of
taxpayers would face the high initial rate of tax. A family unit basis of
assessment would see these rates fall further, to 52 per cent and just under
40 per cent respectively: but about half, or two-thirds, of taxpayers would
stitl face the high initial rate of tax of 67.5 per cent.

The other compromise structure which sought to retain some of the
advantages of a basic income was to pay a more limited "partial” basic
income, which would be "topped up" by existing social welfare payments,
The underlying idea here is a simple one: if a partial basic income is paid
to all individuals, then social welfare rates can be adjusted downwards by
the amount of the basic income, while leaving those solely dependent on
social welfare payments no worse off. Complications arise from the fact
that a partial basic income is financed in part by the abolition of personal
tax free allowances, and that some (by now, most) social welfare payments
are taxable. When social welfare payments are replaced by a full,
non-taxable basic incomme, this issue does not arise; but in the context of a
partial basic income, if the incomes of social welfare recipients are to be
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protected, some adjustment is necessary. This could either take the form of
making all social welfare payments non-taxable, or increasing the gross
rate for those schemes which are taxable. The effective differences between
these two approaches appear to be relatively minor, so in our analysis we
have chosen the former alternative.

Table 3.4:  Tax Rates Required to Finance Partial Basic Income Schemes, 1987

Option Unit of Payment  Payment Child benefit PRSI Tax rate(s)’
No. assessmernt 18-65 0-17  abolished? abolished?

9. Individual £21.00 0 NO NO 343 48,58
10. Individuat £21.00 7.50 YES NO 37.3, 48, 58
tt. Individual £21.00 7.50 YES YES 48.7
12. Family £21.00 71.50 YES YES 432
Note:  |. Where three rates are shown, bands are as in 1987.

A number of implementations of partial basic incomes were
considered, including some which stayed quite close to the 1987 baseline
policies and others which moved further towards the structure of a full
basic income (Table 3.4). The abolition of tax free allowances, including
the PAYE and PRSI allowances, would have been sufficient to fund a
partial basic income of approximately £21 per week for adults in 1987, at
tax rates very little different from those then prevailing: the standard tax
rate could even fall shightly. This option included the retention of employee
social insurance contributions. If a partial basic income for children of
£7 .50 were 1o be introduced at the same time, the standard tax rate would
have to rise to just over 37 per cent. Alternatively, a payment for adults of
£21 per week, and of £7.50 for children could have been financed by a
single tax rate of just under 49 per cent, with employee PRSI being
abolished. A family unit version of this policy would have a lower single
tax rate of just over 43 per cent.

3.4 Assessment

There are two common, and contrasting reactions to high estimates of
the cost of full basic income schemes such as those in the previous section.
One is that the income tax rate required to finance the scheme is
unsustainably high; another is that additional resources must be found to
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"bridge the gap" i.e., reduce the tax rate to some acceptable level. Each of
these reactions points to important elements of the costing process, but
neglects others. The first reaction stresses the importance of comparing
revenue neutral options. If basic income requires a shift from income tax
to other taxes in order to arrive at an acceptable income tax rate, the
appropriate comparison is not between the current system and a basic
income, but between a reformed system with lower income taxes and/or
increased benefits and a basic income. The second reaction stresses that
there are other resources which could be relevant to the funding of a basic
income. What it neglects is that even when such resources are taken into
account, it may not be possible to "bridge the gap" without consequences
which vitiate the aims of the reform.

In this section, we discuss some issues concerning additional resources
which might be relevant to funding of basic income proposals. We have
noted already that schemes outside of the Department of Social Welfare
and the Health Boards, but with a substantial income support element, may
provide resources relevant to the funding of basic incomes, which would
" not be available for less radical reforms of the tax/transfer system. Healy
and Reynolds (1993) point to training allowances, educational maintenance
grants and farm income supports as important elements in this process. An
attempt is already made to incorporate the first two of these elements into
the costings provided above. Even if the amounts taken into account in our
analysis are somewhat lower than the total resources available in terms of
educational maintenance grants and training allowances, the total impact
of including such resources on the tax rate(s) required to finance a basic
income seems likely to be modest.

What about including farm income supports as part of the resources
used to pay a basic benefit? This is clearly an important issue, given the
substantial amounts of resources which flow through this mechanism: CSO
estimates indicate a figure of the order of £400m for subsidies in 1993.° The
technical issues which anise in this context (as to which farm supports can
be classified as income supports, and whether or not EU funds could be
used to pay a basic income to farmers instead of a farm income support)
are outside the scope of this study. If they can be resolved, there is then a

*Restructuring of the Common Agricultural Policy has led to a shift away from price support and
towards income support; but price-support expenditure (including export refunds and the costs of
intervention storage) still accounts for most CAP expenditure in Ireland. Much of this may also be
regarded as, in effect, raising the incomes of fariners.
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wide range of options for the treatment of farm income supports in the
context of a basic income reform, with different potential effects on the
aggregate disposable income of the farm sector.

At present, most farmers receive headage and other payments which
may be regarded as income supports; a much smailer number receive
Unemployment Assistance; and the aggregate amount of income tax patd
is low. Under a basic income scheme which simply replaced the tax and
social welfare systems, and did not "claw back" headage payments or other
income supports, the aggregate disposable income of the farm sector could
rise significantly. This represents one extreme on the spectrum of options.
At the other extreme, assuming that any technical difficulties could be
overcome, all or almost all farm support expenditure might be abolished
and replaced simply by an unconditional basic income payment. This
option could give rise to significant reductions in the disposable income of
the farm sector. A third option could lie between these two exiremes,
aiming at a reform package which would redistribute income within the
farm sector, but be approximately neutral in its net effect on disposable
income in the sector.

A detailed analysis of the issues arising in this context is outside of the
scope of the present study, but we can give some indication of the likely
impact of such a clawback on the tax rates required to finance a basic
income. In a 1994 context, rough calculations suggest that for every £100m
of farm income support which can be used to finance a basic income
payment for farmers, the tax rate required to finance the basic income is
reduced by about three-quarters of 1 per cent. This suggests that the
substantive and technical issues involved in the treatment of farm income
supports merit further investigation.

The simplicity of basic income could result in significant long-run
savings in administrative costs. Other reforms may also be able to generate
some of these savings, but the unconditional nature of basic income reduces
monitoring requirements to an absolute minimum, and would therefore
generate maximal savings. The full extent of the exchequer savings should
not be overestimated however. The major savings would be on the social
welfare side of the budget, where administrative costs in 1992 were of the
order of £160m. If this entire amount could be saved by a combination of
cost cuts on the social welfare and tax collection side, it would reduce the
single tax rate required by something under 2 percentage points. A partial
basic income would not generate such savings: the existing structures
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would be maintained, and although the amounts paid out through these
structures would be reduced (by the extent of the partial basic income), the
overall costs of administration wouid not be likely to fall.

Other potential resources which could be applied to fund a basic
income include extensions to the income tax base, e.g., abolition of tax
reliefs on mortgage interest and covenants; increases in other taxes, e.g.,
introduction of a comprehensive (residential) property tax, or increases in
indirect taxation; reductions in other government expenditures; and, in a
longer-term context, the fruits of economic growlh.4 But in these cases, the
additional resources could equally be applied to other reforms of the
tax/transfer system; and the effects of increases in other taxes and
reductions in other government expenditures would also have to be taken
tnto account. At present, income tax and PRSI contributions, net of social
welfare payments, make a significant contribution to the financing of other
government expenditures. There are good reasons for such an alteration in
the balance between taxes on income and other taxes (particularly taxes on
property). However, it must be recognised that if this alteration is
achievable, the relevant comparison is not between the current tax/transfer
system and a basic income structure, but between tax/transfer systems
which have access to the same resources. Similar considerations apply to
the extension of the income tax base: other reforms could also be financed
by the resources released by this mechanism. This is not simply a technical
point. The resources required to allow a reduction in the tax rate for a basic
income from around 60 or 65 per cent to approximately 50 per cent would
permit very substantial reforms in the tax/transfer structure: for example,
very large reductions in income tax rates or increases in allowances, or
substantial increases in social welfare payment rates.

3.5 Conclusions

Given the existing resources of the tax and welfare systems, and some
of those currently applied to training allowances and maintenance grants
for those in third-level education, we find that the tax rates required to fund
an individual basic income close to the lowest 1987 social welfare rates are
of the order of 62 per cent. A family unit basis of assessment could reduce
this rate to around 57 per cent. But the required tax rate rises sharply with
increases in the amount of the basic income payment: even on a family unit
basis, a payment of £55 per week, close to the Old Age Contributory

*“The extent 1o which growth would help 10 make a basic income easier to finance is considered in
Chapter 6.
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Pension level, would require a tax rate of 79 per cent to be revenue-neutral.
The results for partial basic income schemes show that there are, indeed,
vanants of this more limited form of basic income which could be financed
without major changes in income tax rates. In the next two chapters we
examine the implications of full and partial basic incomes options from a
distributional and incentive perspective. One theme which will be
important is whether the partial schemes can retain the advantages of a full
basic income structure, or share instead many of the problems of the
existing system.

Turning to the question of how these tax rates might be reduced by the
inclusion of additional resources, we stress the importance of
distinguishing between different types of resources. In principle, tncome
support expenditures outside the tax and welfare systems should be taken
into account, with farm income supports forming the most important
component. After initial transition costs, administrative savings could also
be expected for schemes which replace most social welfare payments by a
simple unconditional payment; but partial basic incomes would not have
this advantage. As for other resources, a key point to remember is that, in
general, they would also be available for alternative reforms of the tax and
welfare systems. Rather than simply ask if a basic income, with such extra
resources, represented an improvement on the current system, one would
then have to ask: Is basic income the besi reform of the tax and social
welfare systems that could be achieved if such extra resources were
available?




Chapter 4

DISTRIBUTIONAL ISSUES: GAINS AND LOSSES
UNDER BASIC INCOME

4.1 Introduction

The distribution of gains and losses from alternative basic income
schemes is of interest from a number of points of view. From a practical
point of view, large losses may weigh more heavily than large gains in the
political calculus. If the focus is on avoiding heavy losses for certain
individuals or groups over time, a knowledge of the extent and distribution
of such losses may be necessary for the design of a temporary
compensation package. More fundamentally, reform packages will involve
a redistribution between different positions in the societal distribution of
income. Even if the individuals currently occupying these positions are
compensated, the reform will involve changes as between those ultimately
occupying the positions in future. A picture of the overall distributive
effects is therefore important in order to assess whether the particular
redistributions involved in alternative packages are desirable.

Assessments of the gains and losses from basic income reforms are
often built around the effect the reform would have on a small number of
hypothetical cases. While this approach can be helpful in understanding
the nature of the effect of basic incomes on particular families, it can be
seriously misleading as a guide to the overall impact of the reform.
Calculations for a small number of supposedly representative families
cannot take into account the wide diversity of family situations relevant to
tax liabilities and social welfare entitlements. In order to overcome this
problem, we need to assess the impact of the reform by simulating its effect
on the net incomes of a large-scale sample of households: this is precisely
what is done by the ESRI tax-benefit model, based on the 1987 ESRI
Survey of Income Distribution, Poverty and Usage of State Services. [t
should be emphasised that the picture provided in this chapter is a
cross-sectional one. Some policy changes, such as those favouring families
with children, may result in redistribution from one stage of the life cycle
to another. The extent of redistribution across individuals on a life-cycle
basis may therefore be much more limited than the degree of redistribution
shown on a snapshot or cross-sectional basis.
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In Section 4.2, we examine the distributive impact of a full basic
income on an individual basis at a rate of £35 per week for adults, £47.10
for the elderly, and £12.67 for children - approximately at or just above the
lowest levels of social welfare support for each of these groups. In Section
4.3 we go on Lo see how the distributive effects are changed by a shift to a
family unit basis of assessment, with either a single or dual-rate tax
structure, or a partial basic income. Section 4.4 summarises the main
results.

4.2 Distributive Effects of a Full Basic Individual Income

A fully-fledged basic income scheme, even at rates close to the lowest
social welfare rates in 1987, would involve very substantial gains and
losses for most of the population. The revenue-neutral scheme set out in
Chapter 3, with a single tax rate of 61.6 per cent, would lead to gains for
close to 600,000 families, but to losses for almost 900,000, i.e., losers
would outnumber gainers by about 3 to 2. The average gain, at about £24
per week, would be greater than the average loss of £15.60 per week.
About one-third of families would lose more than £10 per week, while
around a quarter would gain by the same amount.

Table 4.1 shows the impact effect of these substantial changes on the
distribution of income across "tax units", i.e., single people or couples,
together with their dependent children. From here on, we will use the term
"family" as interchangeable with tax unit, but children who have completed
full-time education are regarded as separate tax units. The income concept
used is current disposable income, adjusted for the size and composition of
the tax unit. The equivalence scale used is 1 for the first adult, 0.66 for a
spouse or partner, and 0.33 for each child. We use the term "equivalent
income" to refer to the income per adult equivalent, i.e., income adjusted
for the numbers of adults and children in the tax unit. The income ranges
are chosen with a view to splitting the population into 10 equal sized
groups, ranging from the poorest to the richest. However, since many
families on social welfare have exactly identical incomes, there are some
exceptions, so the percentage of families in each group varies slightly in the
lower reaches of the income distribution.
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Table 4.1:  Distribution of Gains and Losses from an Individual Basic Income, 1987
Ner equivalent % oftax % Change in Aggregate Aggregate
income' (£ pw) wnits ave. income Gain Loss

More than  Less than fmpa fmpua

37.70 10.0 49.0 158.6 16.8

37.70 43.90 11.4 3.9 78.0 19.2
43.90 49.10 8.6 32 57.5 42.3
49.10 54.30 9.2 9.0 88.2 36.7
54.30 62.53 10.9 5.5 90.8 46.8
62.53 77.60 10.0 59 100.4 42.5
77.60 94.30 10.0 1.6 714 527
94.80 113.73 10.0 -6.0 35.6 114.3
113.73 144.70 10.0 -7.3 27.9 145.9
144.70 9.9 -7.6 18.0 208.5
ALL 100.0 0.0 726.9 725.0
Notes: 1. Under baseline 1987 policy and equivalence scale: | for the first adult, (.66

for other adults, and 0.33 per child.

2. A "tax unit" is defined as an individual, or married couple, together with
dependent children (aged under 15 or in full-time education).

3. Columns may not add to totals due to rounding.

The net impact effect of the reform package is a very substantial
transfer of resources from the top of the equivalent income distribution
towards the bottom, with some net gains also accruing to the middle of the
distribution. The net loss for the top third of the income distribution is
close to £380m per annum, while the bottom quartile of the distribution
gains, on balance, over half of this amount. Within this overall pattern,
there are significant variations: even at the lowest income levels, there are
some losses, while there are also gains at very high income levels.
High-income gainers comprise mainly families with several children, for
whom the increased payments in respect of chitdren outweigh the effects
of a high tax rate. Low-income losers would include individuals with and
without children who bencfitted from social welfare payments higher than
those at the lowest rates. Couples who were on a higher rate of social
welfare payment would often find that the loss involved in moving from a
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higher to a lower rate was offset by the fact that two full individual
payments would be made, rather than one at the full rate and one "adult
dependant” payment.

An examination of the distribution of gains and losses over different
family types helps to shed further light on the gainers and losers from this
package. We classify family units using information on marnital status
(married or other), presence or absence of children, and information on the
self-reported labour force status (employee, unemployed or retired) and age
(above or below the social welfare pension age of 66) for one or both adults.
A couple with one person employed and the other unemployed is allocated
to the category "one-earner couple”, with or without children as
appropriate; a couple with one person unemployed and the other not
employed (e.g., in "home duties"} is allocated to the category "unemployed
couple", along with couples where both members are unemployed. The
small number of unemployed lone parents are grouped with other
non-employed lone parents, most of whom are dependent on the special
social welfare payments for this group, rather than the general
unemployment benefit and assistance schemes. A residual category picks
up those tax units which are not lone parents or pensioners, and have no
member in employment or unemployed.

Table 4.2 shows the distribution of gains and losses across these family
or tax unit types. There is considerable diversity of expertence across each
of the groups. One-earner couples with children are among those most
likely to experience large gains, and almost 45 per cent of those with gains
above £10 per week are in this group. Lone parents, whether employed or
not, and two-carner couples without children are among those most likely
to experience large losses: close to 80 per cent of lone parents, and almost
85 per cent of two-eamner childless couples would lose more than £10 per
week. In the case of lone parents, the losses relate to the abolition of special
social welfare rates (including widow’s contributory and non-contributory
pensions) for this group, and to the abolition of special tax allowances; for
two-carner couples the losses have more to do with the height of the tax
rate required to finance the basic income scheme. Almost 40 per cent of
those with the largest losses (over £10 per week) are single employees.




Table 4.2:  Distribution of Gains and Losses by Family Type: Individual Basic Income 1987

Losspw Gain p w
Tax unit type Over £10 £5-£10 £1-£5  Gainor £1-£5 £5-£10 Over £10 ALL
loss < £1
Single Thousands of tax units
Employee 202 43 33 17 28 20 50 393
Linemployed 17 30 46 2 3 5 31 134
Employed Lone Parent i0 ! 0 0 0 0 2 12
Other Lone Parent 24 i 1 1 2 0 3 31
Pensioner 36 40 49 23 5 4 9 166
Couples
One earner, no children 26 3 4 4 4 4 22 66
One earner, with children 55 9 10 6 15 21 178 293
Two earners. no children 25 ] 1 0 1 l 1 29
Two earners, with children 35 6 3 3 3 5 20 76
Two earners, ) rel. asst. 2 0 0 0 0 ! 31 35
Unemployed. ne children 2 0 | 2 1 3 | 9
Unemployed, with children 4 2 18 8 9 25 12 79
Pensioner 25 19 3 9 2 4 23 90
Other Tax Units 53 28 6 7 2 6 (8 119
ALL 516 182 180 83 73 99 398 1531

Note: 1. Columns and rows may not add to totals due to rounding.
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4.3 Basic Family Income and Partial Basic Income

In this section, we examine how the extent and nature of the
distributional effects are altered by a shift to a family unit basis of
assessment, or a partial basic income. Table 4.3 presents the results for a
basic family income of £35 per weck for an individual, and £56 for a
couple, with the same payment for children (£12.70) as before: this
required a tax rate of 56 per cent as against 61 per cent for a basic individual
income. The number of gainers and losers is very similar to that under a
basic individual income, but the average gain and loss are slightly lower,
at around £22 and £14 per week respectively. About a quarter of tax units
would experience a gain of over £10 per week, while about 28 per cent
would lose a stmilar amount. Losses remain concentrated at the top of the
income distribution, with net losses of about £200m per annum - about half
the figure for the full basic income - for the top 30 per cent of the

population.
Tuble 4.3:  Distribution of Gains and Losses from a Basic Femily Income, 1987

Net equivalent % of tax 9 Change in Aggregate Aggregate
income' (£ p w) units ave. fncome Guain Loss
More than Less than Lmpa fmpa
37.70 10.0 42.6 140.9 17.7

37.70 4390 1.4 -1.9 50.1 62.5
43.90 49.10 8.6 -1.4 46.7 53.
49.10 54.30 9.2 6.1 17.1 423
54.30 62.53 10.9 0.1 80.1 79.6
62.53 77.60 10.0 37 92.6 56.7
77.60 94.80 10.0 2.5 74.2 4472

94 .80 113.73 10.0 -3.6 38.8 86.4
113.73 144.70 10.0 -4.1 31.8 98.4
14470 9.9 -38 30.7 1254
ALL 100.0 0.0 662.7 6606.1

Notes: 1. Under baseline 1987 policy and equivalence scale: 1 for the first adult, 0.66

for other adults, and 0.33 per chiid.

2. A "tax unit" is defined as an individual, or muarried couple. together with
dependent children (aged under 15 or in full-time education).

3. Columns may not add to totals due to rounding.




Table 4.4:  Distribution of Gains and Losses by Family Type: Basic Family Income, 1987

fosspw Gain p w
Tax unit rype - Over £10 £5-£10 £1-£5  Gainor £1-£5 £5-£10  Over £10 ALL
loss < £1
Single Thousands of tax units o
Employee 58 101 63 35 41 37 58 393 @
Unemployed 17 30 46 2 3 5 31 134 =
Employed Lone Parent 8 2 0 0 0 0 2 12 2
Other Lone Parent 23 2 | ] 2 0 3 3l g
Pensioner 30 42 50 26 2 6 11 166 z
Couples C
One earner, no children 28 5 5 2 6 5 14 66 tg
One eamer, with children 42 ] 13 5 16 25 182 - 293 o
Two earners, no children 26 1 ] 0 0 0 I 29
Two earners, with children 30 8 5 2 5 5 22 76
Two eamers, | rel, asst. 3 1 1 | 1 3 25 35
Unemployed. no children 5 3 0 0 0 0 0 g
Unemployed, with children 36 30 5 ] 0 | 6 79
Pensioner 59 3 2 2 8 5 11 90
Other Tax Units 63 23 4 2 3 5 18 119
ALL 429 262 193 79 87 98 383 1531

6¢
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Net gains are heavily concentrated on the bottom 10 per cent of the
population, but in contrast with the basic individual income, there are net
losses rather than net gains for the next 20 per cent of the population. This
has much to do with the difference in the treatment of couples. Couples
who originally benefitted from a social welfare payment at a higher rate
would, in general, lose from a move to a basic family income at the lowest
rates of social welfare payment; but they would lose less, or even gain, if,
as in the option considered in Section 4.2, each individual received the
same rate of payment as a single adult. The other net gains go to the 4th,
5th and 7th deciles of the equivalent income distribution.

Single employees still bulk large among those experiencing losses, but
the extent of their losses is more limited: the number of single employees
experiencing a loss of over £10 per week is less than one-third of that for
an individual basic income at the same level. Lone parents stil] have a high
probability of experiencing such losses, but the overall incidence of losses
in excess of £10 per week is more evenly spread across family types.
One-eamer couples with children still predominate among those with large
gains.

A dual tax rate scheme can significantly affect the extent and pattern
of vertical redistribution, as shown in Table 4.5.
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Table 4.5:  Distribution of Gains and Losses from a Dual Rate Basic Family Income,

1987
Net equivalent % of tax % Change in Aggregaie Aggregate
income’ (£ pw) units  ave. income Gain Loss
More than  Less than fmpa fmpa
37.70 10.0 41.0 136.02 17.92
371.70 43.90 it4 -2.6 45.40 62.74
43.90 49.10 8.6 2.9 39.89 53.74
49.10 54.30 9.2 38 65.13 43.52
54.30 62.53 10.9 -2.0 67.97 85.02
62.53 77.60 10.0 1.8 83.09 64.12
77.60 94.80 10.0 1.0 64.83 5295
94.80 113.73 10.0 4.2 39.14 36.66
113.73 144.70 10.0 -2.8 35.20 717.66
144.70 9.9 -0.8 59.51 78.47
ALL 100.0 0.0 636.2 632.8
Notes: 1. Initial 1ax rate 67.5%, applicable up to "break-even" income; subsequent tax

rate 52%.

2. Under baseline 1987 policy and equivalence scale: 1 for the first adult, 0.66
for other adults, and 0.33 per child.

While there are still substantial net gains at the bottom of the
distribution, the net losses for the top two income groups are curtailed by
the lowering of the top tax rate from almost 57 per cent to 52 per cent. Net
gains for all other income groups are reduced (or net losses increased) by
the dual tax rate structure, as the high initial rate of tax claws back the basic
benefit more quickly. The pattern of gains and losses by family type under
a dual tax rate structure is still broadly similar to that shown in Table 4.4.
The reduction in the top tax rate helps to reduce the numbers losing over
£10 per week by about 30,000 but this still leaves almost 400,000 families
in this category.

The pattern of distributive effects differs again under a Honohan-type
basic individual income (Table 4.6), where the high initial withdrawal rate
(67.5 per cent) applies over a longer range of incomes, and the subsequent
tax rate is 43 per cent. Net losses are concentrated in the upper middle
reaches of the distribution, while the top experiences a small net gain; there
are major gains for the 20 per cent of families with the lowest net equivalent
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incomes. The gains at the top can be explained by the lowering of the top
tax rate, which is of great importance to that group. For those at the bottom
of the distribution, on the other hand, the only change is an increase in the
tax rate applying to their other incomes from about 61 per cent to 67.5 per
cent, which has little effect. This change has the greatest effect on families
who have large amounts of income to which the increased tax rate applies:
these lie in the upper middle reaches of the equivalent income distribution.

Table 4.6:  Distribution o{" Gains and Losses from a Honohan-rype Individual Basic
Income, 1987

Net equivalent % of tax % Change in Aggregate Aggregate
income* (£ pw) units ave. income Gain Loss
More than  Less than fmpa fmpa
37.70 i0.0 48.1 155.7 17.1
37.70 43.90 11.4 85 75.1 19.3
43.90 49.10 8.6 1.9 519 42.7
49.10 54.30 9.2 6.2 73.0 373
54.30 62.53 11.2 2.7 73.6 51.2
62.53 77.60 10.4 1.3 68.4 55.5
77.60 94.80 9.6 -2.8 48.8 81.1
94.80 113.73 10.5 9.1 311 156.0
113.73 144.70 9.4 -6.1 335 127.6
14470 9.7 -0.8 87.2 108.3
ALL 100.0 0.0 696.1 698.2
Notes: L. Initial 1ax rate 67.5%, applicable up to "break-even™ income; subsequent tax
rate 41%.

2. Under baseling 1987 policy and equivalence scale: 1 for the first adult, 0.66
for other adults, and 0.33 per chitd.

It might be expected that a partial basic income, aimed mainly at
replacing a part of existing social welfare payments and the personal
allowances in the income tax system, would have much more limited
distributional consequences. The version of partial basic income we
examine here was indeed very close to the 1987 system in many respects.
Tax bands stayed unchanged and the only alteration in rates was a slight
fall in the standard rate. Deductions, such as mortgage interest relief,
remained the same. Employee PRSI contributions were retained. For
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reasons set out in Chapter 2, we assumed that all social welfare payments

were excluded from the revised income tax base. Table 4.7 sets out the
distributional impact of this reform.

Tuable 4.7:  Distribution of Gains and Losses from a Partial Basic Income, 1987

Net equivalent % oftax % Change in Aggregale Aggregate

income’ (£ p w) units ave. income Gain Loss
More than  Less than fmpa fmpa
37.70 10.0 15.5 70.0 25.6
37.70 43.90 1.4 3.1 233 3.3
43.90 49.10 8.6 3.1 21.0 6.2
49.10 54.30 92 4.2 315 7.2
54.30 62.53 10.9 2.3 324 13.9
62.53 71.60 10.0 3.2 46.4 16.4
77.60 94.80 10.0 1.1 44.1 30.2
94.80 113.73 10.0 -2.1 25.0 522
113,73 144,70 10.0 -4.0 19.7 86.5
144.70 9.9 -2.7 20.0 89.2
ALL 100.0 0.0 333.4 330.7

Notes: 1. Partial basic income of £21 per week for each adult. with personal and adult
dependant rates for social welfare schemes adjusted accordingly. Child income
support continues through child benefit and child dependant additions. Personal
income tux allowances (including PAYE, PRSI, lone parent and widowed
allowances) and exemption limits (including age exemptions and child additions}
abolished. Tax bands are identical to 1987 levels. and tax rates are 34.5 per cent,
48 per cent and 58 per cent: almost identical to 1987,

2. Under baseline 1987 policy and equivalence scale: | for the first aduli, 0.66
for other adults, and 0.33 per child.
3. Figures may not add 1o 10tals because of rounding.

It is true that the extent of large gains and losses is somewhat lower
than for the more radical basic income options. About | family in 6 would
experience a gain or loss in excess of £10 per week, and about 1 in 10
would experience a gain or loss of between £5 and £10 per week. But there
are substantial net losses in the top three income deciles. These arise
mainly because the partial basic income is less valuable to these families
than the personal tax allowances evaluated at the higher or top rates of tax.
The £21 per week basic income is just above what is needed to compensate
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a standard rate taxpayer for the loss of the personal allowance of £2,000
and the PAYE and PRSI allowances of £986. But higher and top rate
taxpayers lose from this change. There are small gains (less than £1 per
week) to employees on the standard rate of tax and larger gains to farmers
and the self-employed on the standard rate of tax. A significant part of the
gains goes to those at the bottom of the distribution, including young single
people whose unemployment assistance entitlements are curtailed by the
rules concerning "benefit and privilege" assessment; but there are also
signiftcant net gains in the middle part of the income distribution. A reform
which at the same time, abolished PRSI, and moved to a single tax rate
would have rather different implications for the upper half of the
distribution: the top decile would experience a net gain, while losses in the
7th and 8th deciles would be greater.

The distribution of gains and losses by family type shows a great
diversity of experience. Two-earner couples, with or without children, are
likely to lose. So too are the small number of employed lone parents; but
other lone parents are often unaffected, as their social welfare payment
"tops up” thetir parttal basic income to the same level as before. There are
some losses among the unemployed, though most find their income
unchanged.




Table 4.8:  Distribution of Gains and Losses by Family Type: Partial Basic Income, 1987

Losspw Gainp w
Tax unit type Over £10 £5-£10 £i-£5  Gainor £1-£5 £5-£10  Qver £10 ALL
loss < £1
Single Thousands of tax units o
Employee 77 95 60 44 58 29 29 393 @
Unemployed 30 2 2 76 5 9 1 134 =
Employed Lone Parent 10 0 | L 0 0 | 12 ?:-i’
Other Lone Parent 6 ] | 20 0 0 4 31 3
Pensioner 8 17 18 11 7 3 2 166 2 ‘
Couples rC |
One earner, no children 12 5 6 5 5 17 16 66 (g
One earner, with children 39 14 21 16 22 9l 90 293 i
Two earners, no children 19 3 2 0 3 ] ] 29
Two earners, with children 33 9 8 2 5 6 12 76
Two earners, 1 rel. asst. 1 1 4 5 1 4 20 35
Unemployed, no children 1 0 | 7 0 0 0 9
Unemployed, with children 2 t 3 66 0 1 6 79
Pensioner 12 7 14 36 4 5 12 %0
Other Tax Units 7 4 6 73 5 il 14 119
ALL 255 160 148 460 113 177 218 1531

S 4
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4.4 Summary

The nature and extent of the redistribution involved in a basic income
depend very much on the level of the payment, and the tax rate(s) required
to finance it. Furthermore, each of the options considered generated very
diverse outcomes: there were significant gains and losses within each
income group and family type. A basic individual income close to the
lowest rates of payment of social welfare in 1987 (about £35 per week)
would involve a very substantial redistribution of resources from the top of
the income distribution towards the bottom. A basic family income at
similar rates to the lowest social welfare payments could be financed by a
lower tax rate, and would involve a smaller, though still substantial,
redistribution from the top to the bottom of the income scale. One-earner
families with children would be particularly likely to benefit from this
radical reform. Lone parents, whether in or out of employment, would lose
from the abolition of their special treatment under the current tax and social
welfare codes. Two-earner couples with children would be more likely to
lose.

A partial basic income which "cashed out" the value of personal tax
free allowances at the standard rate, but retained the PRSI system and the
existing structure of tax rates and bands would involve a redistribution from
high to low incomes. High or top-rate taxpayers would tend to lose out
from the change, as the value of their tax free allowances under the current
system would be greater than the partial basic income replacing them. But
a partial basic income which abolished PRSI and moved to a singie rate of
tax would lead to different effects, particularly for the upper half of the
income distribution.

All of this discussion is predicated on analysis which assumes that
labour market behaviour and outcomes do not respond to the radical change
in tax/transfer policy. But current labour market structure and behaviour
reflects, to some degree, the incentives created by the current tax/transfer
system. For many, the rationale for integrating the income tax and welfare
systems into a basic income system is that it will make it more attractive to
offer and take up employment. It is to this crucial issue that we turn in the
next chapter.




Chapter 5

INCENTIVE ISSUES

5.1 Introduction

An important part of the moutivation for the basic income approach to
reform of the tax/transfer system is that it would improve the incentive to
work. The dynamic unleashed by this change would, it is hoped, lead to an
increase in employment and a fall in unemployment. If this is the case, the
higher level of employment would lead to higher tax revenue for any given
tax rates. This, in turn, would permit a reduction in the rate of tax needed
to finance the reform. Our analysis up to this point has made the technical
assumption that labour market behaviour and pre-tax incomes remain
unchanged under the reform: we now consider what impact the reformed
system, costed on this basis, would have on the incentives to work faced by
different individuals. This is an essential starting point if we are to assess
whether the "virtuous cycle" of improved incentives and reduced tax rates
is likely to become a reality.

There are many facets to the incentive to work. A reform may improve
the incentive to work for some individuals and disimprove it for others; or
improve certain aspects of work incentives for a given individual and
worsen other aspects. In Section 5.2, we outline some of the dimensions
of work incentives which are most salient from the point of view of
employment growth. We concliude that it is the effect of basic incomes on
the balance between in-work and out-of-work incomes which is most likely
to give rise to positive dynamic effects. Replacement rates, showing
out-of-work income as a proportion of in-work income, are commonly used
to measure this balance. In Section 5.3, we focus more closely on the issues
arising in constructing measures of replacement rates. Section 5.4 presents
results on replacement rates for 1987, under the policies then prevailing.
Section 5.5 considers how these replacement rates would be affected by
alternative full and partial basic income proposals. The final section draws
together the main findings.

5.2 Tax, Incentives and Employment

The labour market is a complex one, with many unique characteristics.
It is, of course, a simplification to speak of "the” labour market; but there
are many factors linking the markets for different types of labour services,
so that it does make sense to consider the aggregate market for labour. As
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in other markets, supply and demand forces each play a role in determining
the price and quantities which are bought and sold. The price in this case
is the wage rate, and the quantity can be thought of as the total hours of
work, which takes into account not only the numbers employed but also the
hours worked by each employee.

A key feature of the labour market is that the various taxes on
expenditure, income and employment drive a wedge between the cost of
labour to employers and the real net income gained from employment by
employees.' In simple, perfectly competitive models of the labour market,
an increase in the tax wedge can lead to fewer workers offering themselves
for employment at any given wage level; this in turn can lead to an
increased wage and lower employment. Conversely, a tax cut which makes
it more attractive to take up employment at a given gross wage level can
lead to an increase in the numbers offering themselves for work, a fall in
the gross wage (while net incomes after tax rise) and an increase in
employment: employers facing a lower gross wage are willing to hire more
labour.? Labour market models of supply and demand forces operating
under perfect competition cannot explain the existence of involuntary
unemployment. More complex models, which allow for collective
bargaining at plant, industry or national level, can allow for this possibility.
In some, though not all, of these models, the tax wedge has effects which
are similar in nature to those under perfect competition.

The level and structure of employment and unemployment can also be
influenced by the withdrawal of cash and non-cash benefits for those
moving from unemployment into employment. The withdrawal of cash
and non-cash benefits (such as medical card entittement or rent reductions
under the local authorities’ differential rent schemes) may make it difficult
for low wage employment to be created.

Given the overall government budget constraint, reductions in
employment related taxes must be offset by reductions in government
expenditure or increases in other taxes. As noted in Chapter 3, there are
arguments for a shift in the balance of taxes away from employment,
towards property. But the key feature of a basic income scheme is a change
in the structure of personal taxes and transfers, for a given level of

'"The nature of the "tax wedge" is cogenily summarised by Tansey, 1991.

*Technically. this is a shift along the demand curve for labour, brought about by an upward shift in
the supply curve. All of the reforms considered here would seek (o operate in this way, so we can
focus on their effects on the supply of labour.
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resources in the tax/transfer system. For that reason, we can concentrate
on evaluating its potential dynamic effects in the context of costings which
use the same resources as are used by the current tax/transfer system.

The overall supply of labour can be seen as reflecting individual
decisions on whether or not to seek work, and on how many hours of work
to seek (e.g., to seek voluntary overtime, or to seek part-time work). These
individual choices may be constrained by demand-side factors: job seekers
may not receive a job offer, and others may be faced with a choice between
no work or full-time work, when they would prefer to work part-time. But
the overall supply of labour to the market is influenced by individual
choices as to what wage levels are acceptable and preferred hours of work.
In the Irish context, decisions regarding emigration and return migration
are also relevant.

A reform of income taxes and transfers, given a fixed net revenue
requirement, may improve work incentives for some groups and worsen
them for others. It may, however, have a significant positive effect on
overall labour supply by increasing the incentive to supply labour for the
most responsive groups’; or by removing barriers to the labour market
integration of groups which are currently faced with particularly high rates
of tax-cum-benefit withdrawal.

One of the major advantages claimed for basic income schemes is that
they would allow those currently unemployed to build on their out-of-work
income in a way which is not allowed by the current tax/transfer structure.
This change would, it is hoped, lead to an increase in employment.
Employers would be able to find job-seekers at lower wages than they can
currently offer, and job-seekers would find these wages acceptable under
the new tax-transfer system. For this to come about, it must be the case that
the basic income structure makes the balance between income out of work
and income in work more rewarding than at present for low wages. This
batance is generally measured by replacement rates, which calculate the
percentage of in-work income that individuals would receive when
unemployed. In the next section we discuss the issues arising in the
measurement of replacement rates, and in subsequent sections we apply
these measures for the system current in 1987 and some basic income
options.

*For a detailed argument atong these lines, see Callan and Farrell (1991).
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A further improvement in incentives offered by a basic income
structure is the effective abolition of the low income poverty trap for
employees with families. This arises because as earnings increase, Family
Income Supplement is withdrawn at the rate of 60 per cent of gross income;
while income tax may take as much as 40 per cent of gross income. A
detailed assessment of the evolution of this trap between 1987 and 1993 is
provided in Callan and O’Neill (1993). The numbers of individuals directly
affected by this trap are limited. Reforms which tackle this issue are,
indeed, desirable - even if only as a matter of fairness to the relatively small
number of families directly affected. But if this change is to have
substantial dynamic effects they too will come from altering the balance of
incentives as between income out of work and income in employment. For
this reason, we do not specifically set out the impact of the basic income
schemes on the low-poverty trap - which is clearly beneficial - but instead
focus our attention on the impact on replacement rates, which measure the
balance between incomes in work and income when unemployed.

Basic income reforms can be regarded as designed specifically to
address each of these two incentive problems. But they can have other,
detrimental side-effects on incentives. The tax rates required to finance a
basic income can mean that many employees face higher marginal tax rates
than under the current system. This can have an impact on the willingness
of such employees to work additional hours, or may make reductions in
working hours attractive to them. Other things being equal, the reduction
in their labour supply could put upward pressure on labour costs, tending
to worsen the prospects for emptoyment.* Perhaps more significantly, the
reforms could have the effect of worsening the income situation of young,
single employees. The high taxes already paid by this group are a factor in
inducing emigration; a further reduction in the labour supply of this group
to the Irish economy could also lead to upward pressure on wages. OQur
analysis does not deal with these potentially detrimental side-effects, but
focuses instead on the area where a basic income reform could be expected
to have its greatest positive impact on incentives and employment: the
balance between income in work and out of work.

5.3 Replacement Rates: Concepts and Measures
The general idea of a replacement rate is to provide a measure of the
balance between income in work and income out of work. This can be of

*Provided that wage costs did not increase. there could be a redistribution of work from those
currently in employment to those currently unemployed; but the proviso is a significant one.
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importance from a number of points of view. For example, it could be
relevant in assessing the financial incentive for unemployed persons to seek
employment or accept job offers, or the incentive facing employees to
continue in employment or accept a redundancy package. It could also be
relevant in assessing the adequacy of the income replacement package for
those becoming unemployed.

There is no unique rate which is the "best” measure for all purposes.
Obviously, earnings from employment (or potential employment) and cash
benefits (or potential cash benefits) from unemployment are key
components in the calculation of replacement rates. But calculations may
include or exclude other income (including the earnings of a spouse, for
example), secondary non-cash benefits and work expenses (such as travel
and child minding). Furthermore the time period and the time path involved
may be significant. At the time of the Survey, insured workers could
initially qualify for Unemployment Benefit and Pay-Related Benefit. When
entitlement to these benefits was exhausted, Unemployment Assistance
was payable, at a lower rate. On the other side of the balance, the issue
arises of whether past earnings or prospective future earnings were more
relevant for the decisions of the unemployed. Net earnings may also be
affected by the time pattern of employment and unemployment, because of
the cumulative nature of the PAYE system, and the special tax-free status
of Unemployment Assistance, and (formerly) of Unemployment Benefit.

From the point of view of income adequacy, a replacement rate based
on the ratio of benefits to after-tax earnings in the last job, or on after-tax
incomes out of work and in the last job may be most relevant. Atkinson and
Micklewright (1985) also suggest that the ratio of benefits to net earnings
in the last job may be of interest from an incentive point of view: it may
play a role as a "rule of thumb" which influences the reservation wage of
the unemployed. Some resuits based on this measure were presented in
Callan and Nolan (1994). But in many models of search behaviour, the key
elements are after-tax income in a prospective job, and after-tax income
when out of work. Replacement rates based on this concept have been used
in many studies of the incentive effects of the benefit system on the
unemployed in the UK (e.g., Nickell, 1979; Narendranathan, Nickell and
Stern, 1985). It is this concept which is the basis for the replacement rates
analysed in this chapter. We extend the usual analysis of replacement rates
for the unemployed to encompass replacement rates for employees. This is
particularly relevant for reforms of the basic income type, where transfers
become unconditional, so that employed individuals with high replacement
rates could choose 10 "opt out" of employment and maintain most of their
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income. We do not address the issue of whether or not employed
individuals would be likely to make such a choice: our aim here is simply
to set out the financial incentives facing them, in the same way as for the
unemployed.

For the purposes of the present analysis, we propose two strategic
simplifications. First, in a situation where long-term unemployment has
risen markedly, we argue that it is the rate of long-term unemployment
assistance which is the most relevant to the debate on incentives. This
means that we can abstract from issues surrounding tax refunds, pay-related
benefit and differences between unemployment benefit and unemployment
assistance. Many of these distinctions have in any case become less
relevant, as social welfare rates for unemployment benefit and long-term
unemployment assistance have almost converged and pay-related benefit
has been abolished. Second, because our interest is mainly in the effect of
changes in the tax/transfer system on replacement rates, we can focus
exclusively on replacement rates in cash terms: it is essentially the cash
element of the calculations which is affected by basic income reforms.
Thus, we can leave aside secondary and non-cash benefits such as medical
cards, and differential rents for local authority tenants as issues which can
be analysed separately from reform of cash transfers and taxes. We do not
suggest that the measure used here is the only one which is relevant in the
debate concerning work incentives. But it is suitable for the purpose of
analysing the effects of alternative basic income reforms on replacement
rates, in the context in which there is high long-term unemployment.

The measure used here is, therefore, the ratio of disposable income
(i.e., income after tax, PRSI and benefits) when unemployed to disposable
income when employed. In the case of married couples, we concentrate on
the replacement rate facing the husband, with the wife’s labour force status
and gross earnings held constant: her net earnings and/or social welfare
entitlement may, however, be affected by whether or not her husband is in
employment. The focus is in the family’s disposable income when the man
1s employed and unemployed: similar results could be expected for married
women when the husband’s labour force status and earnings are held
conslant.

For the unemployed, gross earnings when employed are predicted
using separate wage equations for married and single men and women
(Callan and Wren, 1994, Chapter 4). These wage equations establish a
relationship between personal characteristics (such as level of education
and length of labour market experience) and the wages received by those
in employment. The resulting distribution of wage rates for the unemployed
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is compared with the overall wage distribution of those in employment in
Table 5.1. It can be seen that those who are currently unemployed are
concentrated towards the lower end of the wage distribution. Thus, the
wage they could earn if they became employed would typically be lower
than the average wage of those in employment - something which is not
taken into account in calculations which focus on replacement rates at
average industrial earnings (about £4.70 per hour in 1987).

Table 5.1:  Distribution of Hourly Wage Rates for Employees and Predicted Hourly
Wage Rates for Unemployed, 1987

Wage Rate (£ per hour) % of employees %6 of unemployed
< 2 9.8 13.8
2 <3 12.7 44.0
3 < 4 22,0 19.2
4 < 5 19.2 14.8
35 < 6 11.9 2.6
6 < 7 7.8 0.4
7 < 8 4.7 0.2
> 8 11.9 0.1
ALL' —_— _—
100.0 100.0

Note: 1. Figures may not add to totals because of rounding.

In this approach, predicted wages for the unemployed are based on the
relationship between wages and personal characteristics for those who have
jobs. The predicted wages are therefore influenced by the current structure
of employment and the level of wages. It may be that under a basic income,
lower wages than those currently paid would become relevant. For this
reason, we have also considered the impact of basic income reforms on
replacement rates at some fixed wage levels (including £100 per week and
£200 per week in 1987). In this way we are able to directly address two
separate, but related, questions. First, does the basic income reform
improve the incentive to work for jobs at, say, £100 per week? Second,
does the basic income reform improve the incentive to work at wages
corresponding to the education and experience profile of the unemployed?

While in this report we follow the usuval practice of focusing on the
replacement ratio as a convenient summary statistic, it should be noted that
the incentive to work may vary for individuals facing the same replacement
rate. For example, a replacement rate of 80 per cent could arise from an
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income in work of £100 and an income out of work of £80, or from income
levels which are double (or treble) these amounts. In other words, the
amount of extra income which could be earned by taking up employment
could vary markedly even for individuals facing the same replacement rate.

5.4 Replacement Rates in 1987

Replacement rates based on long-term unemployment assistance
entitlements in 1987, and calculated as described in Section 5.2, are
reported in Table 5.2. It should be remembered that these calculations
concentrate on cash transfers and taxes; they do not take into account work
expenses, the value of medical card entitlements, differential rents or
benefits "passported” on social welfare status. They do, however, take full
account of the distiribution of prospective wages faced by the unemployed
- including the fact that the average wage faced is lower than the average
industrial wage, and that some individuals face very low potential wages
indeed. It is of interest that only about 10 per cent of unemployed persons
face a replacement rate in these terms of over 80 per cent. Furthermore,
over half of all those facing replacement rates in excess of 80 per cent are
currently in employment, The contrast is even more striking in terms of the
most extreme replacement rates of over [00 per cent, where the vast
majority are in employment.

Nevertheless, it should also be noted that the unemployment rate tends
to be higher at higher replacement rates. Among those with replacement
rates below 60 per cent, the unemployment rate is just over 20 per cent,
while for those with replacement rates above 60 per cent the unemployment
rate is above 40 per cent. There are several possible explanations for this
relationship. One is that unemployment tends to be greater in unskilled
occupations and industries, which also tend to have lower wage rates and
hence higher replacement rates; another is that the individuals concerned
tend to have longer spells of unemployment because of the higher
replacement rates. A great deal of research has been undertaken
internationally in an attempt to disentangle these and other influences.
Recent surveys of the evidence (e.g., Chiplin, 1992) suggest that high
replacement rates do have significant effects on the length of
unemployment spells, but that the impact on aggregate unemployment is
limited. Further research on this issue is needed in the Irish context: the
data gathered in the EU-sponsored Household Panel Study, currently being
undertaken by the ESRI, will provide a suitable basis for such research.
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Table 5.2:  Replacement Rates for Employees and Unemploved, 1987

Replacement rate % of unemployed %o of employees
{per cent}

0 < 20 38 9.0
20 < 40 14.6 36.4
40 < 60 394 336
60 < 80 31.9 16.7
80 < 100 9.6 29
> 100 0.6 1.4
100.0 100.0

Population estimate: 220,800 634,800
Note: 1. Replacement rates calculated from modelled social welfare entilements for

both groups: actual wage income for employees, and predicted hourly wages for
the unemployed, assuming a 40 hour week.

Looking more closely at the unemployed, we now ask how
replacement rates vary by martital status, and for those with and without
children? Table 5.3 summarises the distributions for single persons without
children, and for married persons with and without children.” Almost 9 out
of 10 single persons face replacement rates below 60 per cent, and all but
a few face rates below 80 per cent. About 1 in 10 of those married without
children face rates of between 80 and 100 per cent. But almost a quarter of
those who are married with children face rates above 80 per cent.

*The number of single persons with children is too low to allow a separate breakdown for this group.
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Table 5.3  Replacement Rates for Unemployed Classified by Marital Status and
Presence of Children, 1987'

Replacement rate Single, Married, Married,

(per cenr) no children no children with children
0 < 20 6.2 0.0 0.7
20 < 40 249 6.3 1.0
40 < 60 55.6 59.5 13.0
60 < 80 12.9 23.5 60.4
80 < 100 0.2 10.7 236
> 100 0.2 0.0 1.2
100.0 100.0 100.0

Note: L. Replacement rates calculated from modelled social welfare entitlements for
both groups; actual wage income for employees, and predicted hourly wages for
the unemployed, assuming a 40 hour week.

5.5 Replacement Rates under Basic Income Reforms

We now consider the impact of alternative basic income reforms on
the distribution of replacement rates for the unemployed and for those
currently in employment. Table 5.4 presents the results for a basic
individual income of £35 per week, with a child payment of £12.70 per
week, financed by a uniform income tax rate of 61.6 per cent. The
proportion of unemployed individuals with replacement rates above 80 per
cent falls from about 1| in 10 to about | in 100. Thus, the highest
replacement rates are all but eliminated. Replacement rates of between 60
and 80 per cent become more common. The impact on the highest
replacement rates for employees is not so dramatic: the proportion with
rates above 80 per cent is approximately halved, to about 2.1 per cent.
Replacement rates of between 60 and 80 per cent also become somewhat
more common for employees.
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Tabie 5.4:  Replacement Raites for Employees and Unemploved, 1987 and Basic
Individual Income'

% of unemployed % of employees
Replacement rate 1987  Basic individual 1987  Basic individual
(per cent) income income
0 < 20 3.8 0 9.0 1.0
20 < 40 14.6 13.0 36.4 30.0
40 < 60 39.4 457 336 47.5
60 < 80 31.9 40.3 16.7 19.5
80 < 100 9.6 1.0 29 2.1
> 100 0.6 0.0 t.4 0.0
160.0 100.0 100.0 t00.0
Population estimate; 220,800 634,800

Note: 1. Repiacement rates calculated from modelled social welfare entitlements for
both groups; actual wage income for employees, and predicted hourly wages for
the unemployed, assuming a 40 hour week.

A basic family income (of £35 for an individual, and £56 for a couple,
financed by a uniform tax rate of 56.7 per cent) would have very similar
effects on the incidence of the highest replacement rates, as shown in Table
5.5. The highest rates are almost eliminated for the unemployed, and the
incidence is more than halved for employees. But in contrast with an
individual basic income, replacement rates of between 60 and 80 per cent
become /ess common, both for employees and the unemployed. This
reflects the impact of a lower tax rate needed to finance the basic family
income. A dual rate basic family income has similar effects, despite the
higher initial tax rate.




58 ANALYSIS OF BASIC INCOME SCHEMES

Table 5.5:  Replacement Rates for Employees and Unemployed, 1987 and Basic
Family Income'

% of unemployed % of employees

Replacement 1987 Basic Dual Rate 1987  Basic Dual Rate
rate Sfamily  Basic family Jamily Basic family
{per cent} income income income income
0 < 20 38 0 0.0 9.0 2.0 25
20 < 40 14.6 16.4 15.0 36.4 41.9 41.0
40 < 60 394 58.8 56.4 336 40.7 40.1
60 < 80 319 24.5 27.4 16.7 13.5 15.0
80 < 100 9.6 0.3 1.2 29 1.9 1.4
> 100 0.6 00 00 14 0.0 0.0
100.0 100.0 100.0 {00.0 100.0 100.0

Population estimate: 220,800 634,800
Note: 1. Replacement rates calculated from modelled social welfare entitlements for

both groups; actual wage income for employees, and predicted hourly wages for
the unemployed, assuming a 40 hour week.

How effective is a partial basic income in reducing high replacement
rates? Table 5.6 shows that a partial basic income of £21 per week,
financed by the abolition of most personal allowances (including PAYE
and PRSI allowances) could reduce the incidence of high replacement rates
among the unemployed by over half: from 10.2 per cent to 4.7 per cent.
There is little impact on the replacement rates faced by employees. This is
a common feature across all the schemes examined above. Thus, for these
schemes, fears that the high tax rates required for revenue neutrality would
have a major impact on the replacement rates faced by employees do not
seem to be borne out.’

®} is true. of coursc, that many employees will face a higher marginal rate of tax than under the 1987
syslem.
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Table 5.6:  Replacement Rates for Employees and Unemploved, 1987 and Partial
Busic Income'

% of unemploved % of employees

Replacement rate 1987  Partial basic 1987  Partial basic
(per cent) income income

0

20
40
60
80

20 38 1.8 9.0 4.2
40 14.6 17.5 36.4 37.1
60 394 40.0 336 368
80 31.9 36.1 16.7 18.6
100 9.6 4.6 29 2.6
100 0.6 0.1 |.4 0.7

V AAAMNANA

100.0 100.0 100.0 100.0
Population estimate: 220.800 634,800

Note: 1. Replacement rates catculated from modelled social welfare entitlements for
both groups: actual wage income for employees. and predicted hourly wages for
the unemployed. assuming a 40 hour week.

Thus far we have concentrated our analysis on the impact of reforms
on replacement rates calculated at predicted wage rates for the unemployed,
on the assumption of a 40 hour week. We also find that the highest
replacement rates tend to be reduced by a basic income reform when
looking at jobs at a fixed wage of either £100 or £200 per week.

5.6 Conclusions

We have argued that the strongest positive dynamic for employment
creation which would arise from a basic income scheme would be likely to
come from its impact on the balance between income from work and
income when unemployed. Replacement rates, based on net incomes in and
out of employment, are commonly used to assess the financial incentive 1o
take up employment facing those currently out of work.” There is no single
replacement rate calculation which is best for all purposes; but for our
analysis, which is focused on a radical reform of the tax/transfer structure,
a replacement rate which focuses on cash transfers and taxes seems most

"They may also be used to assess the incentive facing those currently employed te continue in
employment or 1o become unemployed.
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appropriate. Given the extent of long-term unemployment, the rate of
long-term unemployment assistance seems to be the most relevant benefit
on which to base the calculations.

Our analysis of the 1987 situation showed that about 1 in 10 of the
unemployed faced a replacement rate of over 80 per cent. But a greater
number of employed persons faced replacement rates of this level. While
this indicates that high replacement rates (even in excess of 100 per cent)
are not an absolute barrier to employment, it does not mean that high
replacement rates have no effect: the rate of unemployment was much
higher for persons with a high replacement rate. Married persons,
particularly those with children, were particularly likely to have a high
replacement rate: about a quarter had a replacement rate of over 80 per cent.

An individual basic income, at about £35 per week, was found
sufficient to virtually eliminate replacement rates of over 80 per cent for
those who are unemployed, and halve the incidence of such replacement
rates for employees. A basic family income, which could be financed by a
lower tax rate, had an even stronger effect in reducing replacement rates,
including those between 60 and 80 per cent. A partial basic income would
achieve about half the effect of a full basic income on high replacement
rates.

The analysis in this chapter has concentrated on the effect of a basic
income (or a partial basic income) on the budget constraints actually faced
by employed and unemployed persons. It could also be argued that a basic
income, or partial basic income, would create greater certainty as to income
in employment and do away with problems concerning take up of benefits
aimed at low income earners, such as the Family Income Supplement. This
would reinforce the favourable incentive effects of these reforms. On the
other hand, there are disincentive effects of the reforms which are not
captured by the analysis of replacement rates. Chief among these are the
high tax rates for basic individual and family incomes, which would create
incentives for a reduction in labour supply by those in employment; and an
incentive to emigrate for young persons, whose tax burden could rise even
relative to the current level. The overall effect on the supply of labour, and
on employment, is therefore uncertain; but the analysis shows that the
impact on replacement rates of basic income schemes could have been
positive in a 1987 context. In the next chapter (Section 6.4) we will
reconsider this issue in a more up-to-date setting.




Chapter 6

RECENT DEVELOPMENTS

6.1 Introduction

The findings in the last three chapters concerning the cost, distributive
and incentive impact of alternative basic income schemes were based on
analysis of the situation prevailing in 1987. Many of the trade-offs
identified remain valid today. But there is, naturally, a particular interest
in exploring how the trade-offs may have changed since then. Have policy
developments since 1987 made it easier or more difficult to introduce a
basic income? Have changes in the structure of the population made a basic
income easier to finance? These are the questions to which we turn in this
chapter. In Section 6.2, we describe briefly the most relevant developments
in the structure of the economy and of tax and welfare policy, and describe
how these changes are dealt with in the modelling procedures. The main
results on the cost and distributive effects of a basic individual income at
the lowest social welfare rates in 1993/94, a basic family income at similar
levels, and a partial basic income financed by the abolition of tax free
allowances, are set out in Section 6.3. Section 6.4 goes on to examine the
evolution of replacement rates in recent years, and the likely impact of
alternative basic income schemes on the current distribution. Section 6.5
examines reforms of child income support which draw on the notion of a
basic income for children, financed either from general taxation or from a
combination of general taxes and the inclusion of child benefit in the
income tax base. The main findings are drawn together in the concluding
section.

6.2 Uprating and Rebasing

The cost, distributive and incentive implications of basic income
reforms can be altered substantially by a change in the baseline on which
these reforms operate. Changes in this baseline can be divided into two
types: changes in the baseline tax and social welfare policies, and changes
in the population and economic structure. There have been significant
changes in each of these main areas since 1987.

Looking first at the changes in policies, there have been substantial
changes in both the income tax and social welfare systems. The top rate of
income tax in 1987 was 58 per cent; it is now 48 per cent, with the top two
rates of income tax having been amalgamated. The standard rate of income

61




62 ANALYSIS OF BASIC INCOMES

tax is 27 per cent, down from 35 per cent in 1987. There has been some
widening of the standard rate band of income tax. On the social welfare
side, there have been many changes tending to harmonise and streamline
the rates of payment. Special increases for the schemes with the lowest
rates of payment have brought the personal rates of payment on different
schemes into a much narrower range. Similarly, there has been a
harmonisation of rates of payment for child dependant additions.

Turntng to the population and economic structures, there has been a
small rise in the total population, and a more marked shift in its
composition: a sharp fall in the number of children, and a more modest rise
in the number of elderly people. The Live Register stood at around 230,000
in 1986, but is now closer to 300,000: unemployment on a Labour Force
Survey basis has been more stable. There was also a smaller rise in
employment, most of which is accounted for by a rise in women’s
employment. There has been substantial real growth in rates of pay for
employees, and farm incomes have also seen real growth from the very low
levels of 1986 (the base year for the ESRI farm income estimates).'

These developments have been incorporated into the modelling
process in three ways. First, the changes in policy parameters, such as tax
rates and social welfare rates, have been directly modelled. This makes it
possible to conduct analysis using a baseline of 1993/94 policy parameters.
Second, income growth for different sources of income can also be taken
into account. Using a combination of National Accounts and Labour Force
Survey information (supplemented, where necessary, by recent Quarterly
Economic Commentiary estimates of the relevant statistics) it is possible to
uprate wage and salary incomes, farm incomes, and other self-employment
or capital incomes by the average growth in each of these income sources.
This uprating takes the income base for the model up to 1994: thus, the
scenario for the analysts of reform can be compared with the "opening
position" for the 1994 budget.

Changes in the structure of the population require a more complex
procedure.  Essentially this changes the "weights" attached to each
household in the ESRI Survey so that the grossed-up Survey results capture
some key features of the 1994 population. Households with characteristics
which have become more common (e.g., containing an unemployed
person) are likely to have a higher weight; households of a type which has

"There may also have been an increase in the efficacy of revenue collection over this period. This
is not taken into account in the model, but if it were. it would not be likely to alter the results
significantly.
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become less common (e.g., containing families with large numbers of
children) tend to receive a lower weight. The methods by which the
weights were derived are set out in Atkinson, Gomulka and Sutherland
(1988) and Gomulka (1992).* The procedure changes the weights in order
to force the grossed-up estimates to conform to key statistics on the levels
of employment (for men and women); numbers in receipt of unemptoyment
benefit and unemployment assistance; the distribution of families by the
number of children in receipt of child benefit; and the number of married
persons; and the number of elderly persons. Ideally, as Gomulka (1992)
stresses, one would use alternative control totals to test the sensitivity of
results to these reweighting procedures; but in the time available to date,
we have concentrated on analysis using one uprated weight, and found that
the costings of a basic individual income did not greatly diverge from
analysis based on the original 1987 weights.

6.3 Estimates of Cost and Distributive Impacts of Basic Incomes in

199371994

We now briefly review the main results obtained from the analysis of
the 1993/94 situation. Three policy options were explored. First, an
individual basic income of £60 per week, close to the social welfare rate
for long-term unemployment assistance of £59.20 in 1993/94; together with
a child rate of £17.40 per week (based on a child dependant addition of
£12.80 and child benefit of £4.60 per week). Second, a basic family income
of £60 for an individual and £96 for a couple, with £17.40 for a child.
Third, a partial basic income, at £21 per week per adult (with no child rate).
This amount was originally chosen in 1987, as an approximation of the
value of the personal, PAYE and PRSI altowances at the then standard rate
of tax of 35 per cent. The fall in the standard rate of tax means that a similar
calculation in 1993/94 arrives at a figure below £17 per week; but a partial
basic income at a higher level, financed by a small increase in the standard
rate of tax may be of interest.

The estimated revenue-neutral tax rate for an individual basic income
15 68.6 per cent - significantly higher than that required in 1987 to fund a
basic income at the lowest rates of social welfare then prevailing. While
the degree of precision attached to this estimate is a good deal less than our
estimates for 1987, it is clear that the dominant factor behind this change
1s that the lowest rates of social welfare have increased more rapidly than

*We are grateful to Joanna Gomulka for her advice on grossing-up issues, and for estimating the
weights used in the present analysis.
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other incomes.” For example, the personal rate of Jong-term unemployment
assistance increased from £36.70 in 1986 to £59.20 in 1993 - an increase
of over 60 per cent, as compared with an increase of about 45 per cent in
earnings per person employed. Similarly, the tax rate required to finance a
basic family income (at £60 per week for an individual and £96 per week
for a couple), is now 62.7 per cent - 6 percentage points higher than the rate
required to finance a payment at the lowest social welfare rates in 1987.
The height of these tax rates makes dual rate tax structures of more limited
interest than in 1987: the initial tax rate for a basic individual income would
probably have to be at least 80 per cent if a significant reduction in the
subsequent tax rate were to be attained. The partial basic income which was
revenue-neutral with a small fall in the standard tax rate in 1987 now
requires a one percentage point rise in the standard tax rate for revenue
neutrality.

This outweighs any easement in the net revenue constraint for financing basic income arising from,
for example. the rise in the level of unemployment.
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Table 6.1:  Distribution of Gains and Losses from a £60 Basic Individual Income,

1993/94

Net equivalent % of tax %o Change in Aggregate Aggregate
income’ (£pw) units ave. income Guain Loss
More than  Less than fmpa fmpa
55.44 9.8 63.7 353.1 83
55.44 59.20 15.6 15.3 179.5 19.1
59.20 62.60 37 19.4 57.5 2.7
62.60 70.60 10.9 12.6 130.2 33.2
70.60 83.22 9.9 17.6 230.4 31.7
83.22 108.70 10.1 1.3 197.3 459
108.70 135.75 10.1 i.8 135.0 103.7
135.75 165.4] 10.0 -9.0 65.8 236.9
165.41 212,90 10.0 -11.7 44.6 325.5
212.90 9.9 -15.2 303 615.9
ALL 100.0 0.0 1423.7 1422.8
Nore: |. Net equivalent income under the baseline 1993/94 tax and social welfare policy,
with equivalence scale: 1 for the first adult, 0.66 for other adulis, and 0.33 per

child.

The net impact effect of the £60 basic income is a very substantial
transfer of resources away from the top of the equivalent income
distribution, towards the bottom and middle of the income distribution. The
net loss for the top third of the income distribution is now over £1000m per
annum. The losses for those at the top are even more substantial (in
proportionate terms) than in 1987, as are the gains for the bottom and
middle income deciles. About two-thirds of all tax units would stand to
gain or lose more than £10 per week from the change. Single employees
would again form the bulk of those losing out from the change.

A basic income on a family unit basis would, as in 1987, involve a
slightly less exiensive redistribution. Nevertheless, losses in the top three
deciles would be over £700m per annum, and more than 3 out of every 5
families would experience a gain or loss of over £10 per week.




66 ANALYSIS OF BASIC INCOMES

Table 6.2:  Distribution of Gains and Losses from a £21 Partial Basic Income,

1993/94
Net equivalent % of tax % Change in Aggregate Aggregate
income' (£ pw) units ave. income Gain Loss
More than  Less than fmpa fimpa
55.44 5.8 12.5 82.7 15.0
55.44 59.20 5.6 -0.2 148 16.3
59.20 62.60 37 1.1 8.0 4.5
62.60 70.60 10.9 1.6 23.3 10.8
70.60 83.22 9.9 3.0 49.2 15,5
§3.22 108.70 0.1 2.8 64.4 262
108.70 135.75 10.1 1.2 57.8 37.1
135.75 165.41 10.0 -2.4 284 73.1
165.41 212.90 10.0 -3.0 22.8 98.6
212.90 9.9 -1.4 31.3 84.0
ALL 100.0 0.0 382.7 381.2
Note: 1. Net equivalent income under the baseline 1993/94 1ax and social welfare policy,
with equivalence scale: 1 for the first adult, 0.66 for other adults, and 0.33 per

child.

A partial basic income would involve a much more limited
redistribution and could be financed by a | percentage point rise in the
standard tax rate, Lo 28 per cent. Net losses for the top three deciles (Table
6.2) would be about £170m per annum, with over half of this amount going
to the bottom decile and the remainder spread over the middle income
deciles. :

6.4 Replacement Rates in 1993/1994 and Under Alternative Basic

Income Schemes

In order to investigate the effects of the reforms on replacement rates,
we must first derive a baseline distribution of replacement rates for 1994,
by repeating the analysis in Chapter 5 with uprated policies, incomes and
weights. The effects of these changes on the distribution of replacement
rates is of considerable independent interest. Table 6.3 sets out the
estimated distributions for 1987 and 1993/94 for the unemployed and for
employees.
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Table 6.3:  Replacement Rates for Emplovees and Unemployed, 1987 and 1993/94

% of unemployed % of employees
Replacement rate 1987 1993/94 1987 1993/94
(per cent)
0 < 20 338 5.5 9.0 10.0
20 < 40 14.6 15.2 364 37.2
40 < 60 39.4 34.5 336 316
60 < 80 319 40.6 16.7 15.5
80 < 100 9.6 39 29 4.1
> 100 0.6 0.3 1.4 1.7
100.0 100.0 100.0 100.0
Population estimate: 244 479 632,765

Improvements in Family Income Supplement, and reductions or
exemptions in income tax for low income employees with children have
tended to improve the in-work incomes for those with potentially high
replacement rates. At the same time, the special increases in the personal
rate of payment for the long-term unemployed have tended to increase
replacement rates, other things being equal. The balance between these
opposing forces (and some other relevant changes in policy and in wage
levels) varies with the particular circumstances of each family. The net
result, as shown in the table, is that there has been a sharp decline in the
proportion of the unemployed facing high long-term replacement rates
{above 80 per cent), from 10.2 per cent to 4.2 per cent. At the same time,
the proportion of employees facing replacement rates above 80 per cent has
risen from 4.3 per cent to 5.8 per cent. Because the population of
employees is substantially greater than the population of the unemployed,
the total number of persons facing these replacement rates is not much
changed. The amelioration of the "unemployment trap” facing those
currently unemployed has, however, been accompanied by a worsening of
the high tax-cum-benefit-withdrawal rates on employees with low incomes
and large families.

Why have replacement rates become higher for those in employment
and lower for those who are unemployed? For both groups, gross pay in
work (or potential gross pay in work) rises by 45 per cent, much less than
the 60 per cent increase in the personal rate of long-term unemployment
assistance. But it must be remembered that, as seen in Chapter 5, those
who are unemployed tend to have low wages when in employment. Thus,
their potential in-work incomes have been boosted by the increases in tax
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exemption limits and child additions to tax exemption limits, together with
improvements in Family Income Supplement. These increases have been
suffictent to increase potential in-work incomes ahead of unemployment
compensation. For those with higher incomes, the tax concessions have not
been sufficient to offset the faster growth of unemployment assistance
relative to gross earnings.

These calculations assume that all who are entitled to Famity Income
Supplement actually take up their entitlement. The available evidence
(Callan and O’Neill, 1993) suggests that the rate of take-up remains low,
despite the fact that expenditure on the scheme has more than doubled since
1987, and the numbers in receipt have almost doubled. We have conducted
a sensitivity analysis which assumes, instead, that only | family in 3
actually takes up their entitlement to FIS.* The results indicate that the
incidence of high replacement rates remains substantial because of the lack
of take-up of FIS. There has been some improvement between 1987 and
1993/94 even on this basis; but the virtual elimination of high replacement
rates indicated by the 100 per cent take-up assumption may be misleading.
Evidence from the UK and elsewhere suggests that the maximum take-up
rate for such benefits is well below 100 per cent; and the Irish rate of
take-up appears, on the available evidence, 1o be below that in the UK.

How would basic income reforms affect the distribution of
replacement rates? An individual basic income of £60 per week would
eliminate replacement rates of over 100 per cent for both employees and
the unemployed. In 1987, it would also have led to a sharp reduction in the
proportion of the unemployed with replacement rates above 80 per cent. In
a 1993/94 context, the effect depends on what rate of take-up for FIS is
assumed.  If complete take-up is assumed, the proportion of the
unemployed with replacement rates above 80 per cent is nol much changed.
But if only | family in 3 actually takes up a FIS entitlement, the effect of
a basic income could be much greater.

Part of the attraction of a basic income scheme is that it ensures 100
per cent take-up, which is not achieved by the current system. An
individual basic income would reduce the numbers facing the highest
replacement rates, but would increase the numbers facing rates of between
60 and 80 per cent. A basic family income, which could be financed at a
lower tax rate, could achieve an even greater reduction in the incidence of
the highest rates without this drawback.

“A random process was used 1o decide whether an individual family would or would not take up an
cntitlement to FIS.
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Table 6.4: Replacement Rates for Unemployed. 1993/94 and Basic Income Schemes

1993794 Reform options
Replacement 100% 33% Basic individual Partial basic Dual rate
rate take-up of  1ake-up of income' income®  basic family
{per cent) Fis FIS income’

% of unemployed

0 <20 5.5 59 0.0 23 0.0
20 < 40 i5.2 15.0 6.3 15.2 9.7
40 < 60 34.5 343 272 41.7 38.8
60 < 80 40.6 353 62.1 36.9 49.7
80 < 100 39 8.4 4.4 39 1.8
> 100 0.3 [ 0.0 0.0 0.0
100.0 100.0 100.0 100.0 100.0

Notes: 1. £60 per week 1o each individual.
2. £21 per week to each individual. with corresponding reductions in all social
wellare rates of payment.
3. £60 per week 10 all single individuals; £96 per week to couples.

A partial basic income of £21 per week would have similar effects to
a basic family income on the incidence of the highest replacement rates, but
would increase the numbers facing rates between 60 and 80 per cent. A dual
rate basic family income (an initial 67.5 per cent tax rate, followed by a rate
of 59 per cent) would have a somewhat greater impact. [t would eliminate
the incidence of the highest replacement rates, and reduce the proportion
facing replacement rates of between 80 and 100 per cent to less than 2 per
cent. But there would be a 13 percentage point rise in the incidence of
replacement rates between 60 and 80 per cent.

Each of these basic income options has a more muted impact on
replacement rates than the corresponding options examined in a 1987
context in Chapter 5. The main reasons for this is that the 1993/94 basic
income options require a higher tax rate than those in 1987. This reflects
the fact that the minimum income offered by the 1993/94 social welfare
system forms a higher proportion of average income than that offered by
the 1987 system. Thus, the hoped for dynamic effects can be stifled by a
high tax rate.
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6.5 Basic Incomes for Children

We outlined in Chapter 2 some policy options which built on the idea
of a basic income for children. The first of these can be thought of as a
basic income for children, pure and simple. Under this scheme, the new
rate of child benefit is set equal to the current (1993) rate of child benefit
plus the amount of child dependant allowance payable to social welfare
recipients; child dependant additions are, at the same time, abolished. The
weekly payment for all children would, therefore, be the same as that
currently received by most social welfare clients, about £17.40 per week.
(The existing and revised policy parameters for child income support are
set out in Table 6.5.) So too are child dependant additions to the income
tax exemption limits. It could be argued that Family Income Supplement
should also be abolished; but this could reduce the support received by
some low income families in employment. An alternative approach is
simply to reduce the income limits for the FIS scheme by an amount which
will "claw back" the full increase in child benefit. This i1s the option
modelled in our analysis. Essentially, then, almost all child income support
is channelled into child benefit. This is not a self-financing option: there
is a substantial net additional expenditure on child income support. In our
analysis, this is financed by an increase in the standard rate of tax, from 27
per cent to 33.7 per cent.
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Table 6.5; Child Income Support: 1993/94 and Reform Options

Policy instrument 1993/94 Basic Income Integraied Child
for Children Benefit
Child benefit (per month):
First 3 children 20.00 75.30 75.30
Other children 23.00 75.30 75.30
Child dependant additions
(per week)
Most schemes 12.80 0 0
Lone parents 14.90 0 0

Child additions to income 1ax
exemption limits (per annum): .
First 2 children 350 0 590

Other children 550 0 826
Standard 1ax rate 27% 311.7% 30.7%

An alternative approach, which has much in common with a basic
income for children, is to consolidate child income support into a taxable
child benefit payment. Again, the new ievel of payment would be equal to
the current rate of child benefit ptus the rate of child dependant additions
{about £17.40 per week). The benefit would be paid direct and free of tax
in the usual way (normally to the mother), but would form part of the
taxable income of the tax unit which received it. Despite the taxation of
child benefit, all families would receive a net benefit from the increase; but,
of course, this would have to be paid for out of general taxation. However,
a much smaller increase in the standard rate - from 27 per cent to 30.7 per
cent - is sufficient to finance this policy. This implies a lesser degree of
redistribution from those without children towards families with children.
The overall distributional effects of these two options are, however, quite
complex, as subsequent analysis will show.
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Table 6.6:  Distribution of Gains and Losses from Alternative Reforms of Child Income Support, 1993/94

Basic income for children Integrated child benefis

s
Net equivalent % of tax % Change in  Aggregate Aggregate % Change in Aggregate Aggregaie %
‘ income' (£ pw) units ave. income Gain Loss ave. income Gain Loss :
1 More than  Less than fmpa fmpa fmpa fmpa E
| 5544 938 30 18.0 17 30 1822 17 S
| 5544 59.20 15.6 0.6 8.1 1.6 0.5 7.t 16 ¥
5920 62.60 3.7 1.7 6.8 1.9 1.2 5.6 20 %
62.60 70.60 10.9 1.6 14.9 2.7 L:3 12.2 25 3
70.60 §3.22 9.9 49 57.3 23 37 43.2 19 o
83.22 10870 10.1 14 56.0 10.1 2.1 336 59 2
108.70 135.75 10.1 1.3 _ 56.0 326 5 30.0 206 g

13575 16541 10.0 -1.8 234 58.1 -£.5 3.1 36.1

16541 21290 10.0 2.4 18.6 76.2 -1.7 5.0 459

212.90 99 -2.0 1.8 37.1 -1.3 2.1 51.0

ALL 100.0 0.0 270.8 274.2 0.0 165.7 169.2

Note: l. Equivalence scale: | for the first adult, 0.66 for other adulis, and 0.33 per child.
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Under a basic income for children the number of losers is about
double the number of gainers (626,000 as against 302,000). Close to
280,000 single employees lose between £5 and £10 per week, because of
the sharp rise in the standard tax rate. The results show some significant
gains at the bottom of the income distribution. The gainers cannot be social
welfare recipients, who do not benefit directly from the change: in general,
they receive the same amount of money for each child, but now receive all
of it as child benefit, which is not subject to withdrawal as their incomes
increase. It seems likely, therefore, that the gains at the bottom of the
distribution are mainly self-employed and farmers. Low-paid employees
are likely to have a modelled entitlement to Family Income Supplement, so
that they too are unlikely to be shown as net income gainers. There are
substantial net gains for families in the middle of the income distribution:
almost £125m for deciles 5 to 7. Net losses by the top three deciles are
estimated at more than £165m.

While there are a greater number of losers under an integrated child
benefit than under the basic income for children, the amounts of the losses
are much reduced. No single employee loses more than £10 per week. As
with a basic income for children, there are also significant gains (and very
limited losses) in the bottom half of the distribution. There are substantial
net gains in the middle of the income distribution - almost £80m per annum
shared between deciles 5 and 7. These net gains are counterbalanced by
substantial losses at the top of the distribution (where gains to those with
children are partly clawed back by tax liabilities). This pattern is consistent
with gains for those on low, and hence, non-taxable self-employment or
farm incomes at the bottom of the distribution; very little change for the
many social welfare recipients in deciles 2 and 3; gains for families with
employment incomes in the middle of the distribution; and losses for high
earners with few or no children,

What of the effects of such policies on replacement rates? As with
full-scale basic incomes, improvement of the incentive to work could be a
major part of the motivation for these reforms of child income support.
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Table 6.7:  Replacement Rates for Unemployed. 1993/94 and Child Income Support

Reforms
1993/94 Reform options
Replacement rate 100% 33% take-up Basic income for  Integrated child
{per cent) take-up of of FIS children benefit
FIS
0 < 20 5.5 59 4.3 47
20 < 40 15.2 15.0 133 13.8
40 < 60 345 343 342 33.9
60 < 80 40.6 353 44.6 44.4
30 < 100 39 8.4 35 29
> 100 03 l.1 0.1 0.1
100.0 100.0 100.0 100.0

Once again, the effects depend crucially on the rate of take-up of FIS.
Measured against a situation of complete take-up, neither reform option has
a substantial impact. But compared with the situation under a low rate of
take-up, a non-taxable child benefit at £75.30 per month would reduce the
incidence of high replacement rates (i.e., those over 80 per cent)
substantially. It would lead to an increase of 4 percentage points in the
proportion of individuals facing replacement rates between 60 and 80 per
cent. An integrated (i.e., taxable) child benefit would have a somewhat
greater effect on high replacement rates, reducing the incidence from
almost 10 per cent to 3 per cent. Again, there would be some increase in
the incidence of replacement rates between 60 and 80 per cent, though not
as great as under several of the more radical basic income options. Overall,
these two options compare quite favourably in its effects on replacement
rates with the other basic income and partial basic income options.

6.6 Conclusions

The results of the analysis on a 1993/1994 basis are helpful in drawing
a number of conclusions. They suggest that an individual basic income at
levels close to the lowest existing social welfare rates would require, other
things being equal, a tax rate in excess of 68 per cent, and a rate of close to
63 per cent for a basic family income. But they are also helpful in pointing
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towards a key issue: the sensitivity of the tax rate required to finance basic
income options to the level of the income guarantee, as a percentage of
average income.

The adjustment between 1987 and 1994 may have been a unique one,
as the lowest rates of social welfare payment were "levelled-up” into line
with what had previously been middle-ranking rates. This process, which
was in part a response 1o the recommendations of the Commission on
Social Welfare, raised the minimum income guarantee as a percentage of
average income. A key question for the future is how this ratio will evolve.
This is central to understanding whether real economic growth will help to
make a basic income easier to finance (i.e., revenue-neutral at a lower tax
rate). It is true, of course, that a basic income fixed in real terms (indexed
to prices) will become easier to finance as real incomes grow. If the target
basic income is fixed in reflative terms (indexed to average incomes) then
the extent to which real income growth will help to reduce the tax rate
required to finance a basic income is much more limited. Furthermore, if
the target basic income increases faster than other incomes, the tax rate
required to finance it can increase.

In the shorter term, the same issues arise in the context of a possible
easing of the public finance constraint. It seems likely, from estimates in
the ESRI's Medium Term Review (Cantillon, Curtis and Fitz Gerald, 1994)
that there may be scope for tax cuts of up to £(00m per year between now
and the end of the decade. Whether this scope actually emerges depends
in part on whether social welfare payments are simply indexed in line with
inflation, or social welfare rates share in the real income growth in the rest
of the economy. Obviously the ratio of social welfare rates to average
incomes is not cast in stone; but it may be that the ability to finance a basic
income at acceptable levels of taxation requires a substantial cut in this
ratio. In effect, this would alter the net resources available to the
lax/transfer system, so that many other reforms would also need to be
considered.

On balance, changes in tax/transfer policy over the past 7 years have
led 10 a significant fall in the proportion of the unemployed facing the
highest replacement rates (over 80 per cent, or over 100 per cent). This
assumes that they take into account their potential entitlement to Family
Income Supplement. There has, however, been a rise in the proportion of
those in employment who face similar replacement rates. The potential
impact of a basic income scheme on replacement rates, measured against a
situation of complete FIS take-up, is, therefore, rather less at present that it
was in 1987. But part of the attraction of basic income and similar options
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is precisely that they would achieve complete take-up of benefit. The
partial basic income schemes could, therefore, have a substantial impact on
work incentives by increasing the certainty with which calculations as
regards income in employment could be made by the unemployed, and
avoiding the problems of low-take up which continue to be associated with
the FIS scheme.

To some extent, the hoped for dynamic effects from the more radical
basic income reforms are frustrated by the high tax rates required in a
1993/94 context. The more limited option of instituting a basic income for
children, or an integrated child benefit offer some advantages in this
respect. The latter option would abolish child dependant additions to social
welfare payments, and instead give a taxable child benefit to all families at
a rate of £75.30 per month.” It could be financed by a rise in the standard
rate of tax of just over 3 per cent. Basic income for children is a similar
option, but with child benefit remaining non-taxable: it could be financed
by an increase in the standard rate of tax from 27 per cent to 34 per cent.
Despite the small increases in tax rates, losers would outhumber gainers by
about 2 to | under both of these schemes. Single employees bulk large
among the losers under each scheme. An integrated child benefit would
restrict their losses somewhat, but under a basic income for children a
substantial number would lose more than £10 per week. Each of these
options could, again, have a substantial impact on work incentives facing
the unemployed and families currently qualifying for FIS, when the low
take-up of FIS is taken into account. The trend towards smaller families
will also help to make options of this type easier to finance in future.

*Equal 1o the combination of child dependant addition and child benefit received by most social
welfare clients.




Chapter 7

CONCLUSIONS

7.1 Introduction

In this chapter we summarise the main findings from the analysis
{Section 7.2) and go on to draw our conclusions as to the implications for
reform of the tax and welfare systems. First, we briefly review the main
reform options we have considered.

There are "narrow" and "broad" definitions of a basic income. In this
study, we have operated with a "broad” definition that a basic income is a
payment made automatically to all individuals in society, irrespective of
their labour market status. It is intended that this payment should replace,
in full or in part, other income supports currently provided - mainly social
welfare payments, but also including, for example, training allowances and
the maintenance element of educational grants. At the same time, personal
income tax allowances would be abolished, and all income other than the
basic income would be taxable under a simple rate structure.

Within this broad framework, one can distinguish between a number
of variants of basic income. A "pure" scheme would have an individual
basis of assessment: the amount paid to an individual would not depend,
for example, on his or her marital status or living arrangements. It would
also have a single rate of tax. A basic family income would, like the current
social welfare system, make some allowance for economies of scale by
having a lower payment rate for a married or unmarried couple than for two
single persons living independently. !t could, therefore, be financed by a
lower rate of tax; the disadvantage being that it would require continued
monitoring of cohabitation status. A dual rate tax structure, with a high
initial rate, could reduce the effective rate of tax-cum-benefit withdrawal
on those currently at low incomes, while limiting the increase in taxation
on those at higher incomes. Two variants of such structures are considered:
a "fully withdrawable" basic benefit, under which the high initial tax rate
continues until the basic benefit is fully withdrawn by taxation': and a
variant proposed by Honohan (1987) under which the high initial tax rate

"That is the high initial rate applies up 1o the "break-even” income level, where income afier taxes
and transfers is the same as income before taxes and transfers.

77
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is regarded as composed of the "ordinary" rate, and a "supplementary
benefit withdrawal rate”, which continues until the basic benefit is fully
withdrawn by the supplementary withdrawal rate.

A partial basic income for adults can be regarded as an interim
measure, or as a reform option of interest in its own nght. It would involve
a basic income payment at a level which was not intended, of itself, 10 be
sufficient to live on. These payments would be "topped-up” to current
social welfare levels. One way of doing this would be to retain most of the
current social welfare system, and simply subtract the appropriate partial
basic income payment from the relevant social welfare rates of payment.
The partial basic income would be financed by these "clawbacks" in social
welfare rates, and by the abolition of personal tax free allowances, which
would be replaced by the cash payment of a partial basic income.

Similarly, a basic income for children could be regarded as an interim
step towards a full basic income for adults and children; or simply as a
policy option in its own right. It would involve the abolition of child
dependant additions to social welfare rates, and a compensating increase in
child benefit. Thus, the new rate of child benefit would be just over £75
per month: equal to the current rate of child benefit plus the current rate of
child dependant additions for most social welfare schemes. An integrated
child benefir shares many of the same features, but also makes child benefit
taxable: this can be seen as limiting the horizontal redistribution away from
the childless, and clawing back some of the gains from families at the top
of the income distribution.

7.2 Main Findings

The costing of basic income proposals is a critical issue. Once the net
resources available to the tax/transfer system have been decided, the level
of the basic benefit determines the tax rate which is required to finance it.?
At present, the lax/transfer system makes a substantial contribution to the
financing of other government expenditures. While a shift in this balance
may be desirable, it is approprate in making comparisons between a basic
income and the current system to hold the net contribution to the
government budget at a constant level. Similarly, a broadening of the
income tax base may be desirable, but if basic incomes are 1o be compared
on an equal footing with the current system calculations which hold the

*Under dual tax rate schemes, given the initial tax rate and the conditions under which it applies. the
level of payment and the net resources available 1o the tax/transfer system determine the other tax
rale.
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income tax base constant are of particular value. This does not mean that
income taxes and social welfare payments are the only elements relevant to
the costing of basic income. The unconditional nature of a basic income
means that it can also replace, in full or in part, some other elements of
government expenditure. This could include training allowances, and the
maintenance element of educational grants. The costings undertaken here
attempt to take account of these elements.

Given this framework, we find that an individual basic income at
levels close to the lowest social welfare rates would have required a tax rate
‘of about 62 per cent in 1987 - close to what Honohan’s {1987) estimates
suggest. A basic family income at similar levels would have required a rate
of about 57 per cent. A higher payment of £55 per week, close to the Old
Age Contributory Pension rate, would have required a tax rate of almost 87
per cent for an individual basic income and 79 per cent for a basic family
income. A partial basic income for adults of £21 per week could, however,
be financed by the abolition of the personal, PAYE and PRSI allowances
and a "clawback” of social welfare payments, while retaining the [987 tax
system and tax rates in other respects.

Each of the basic income reforms involved a very substantial and
complex redistribution of income. While there would be gains and losses
at every income level, the net impact of an individual basic income close
to the lowest social welfare rates would have been favourable for those at
the bottom and middle of the distribution of equivalent income (i.e., income
adjusted for the number of adults and children in a family). Substantial net
losses would have been incurred by those in the top third of the income
distribution. A basic family income would have involved gains for the
lowest equivalent income decile, but some losses for the next two deciles -
largely those on the higher rates of social welfare payment. Again, most
losses would be concentrated in the top third of the income distribution.
Single employees and lone parents were prominent among those who
would lose from the reform, while one-earmer families with children were
among those most likely to gain.

What impact would basic income schemes have on the incentives
facing the unemployed? In order to answer this question, we examined the
impact of the reforms on the replacement rate, measured as the ratio of the
net disposable income of the individual® when unemployed, and in receipt
of Long-term Unemployment Assistance, to net disposable income when

*Or. in the case of a couple. the income of the family unit.
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employed (using a predicted wage for those currently unemployed, which
took account of the lower potential earnings of this group). In 1987, we
estimated that about 1 in 10 of the unemployed faced replacement rates
above 80 per cent. An individual basic income close to the lowest social
welfare rates would have reduced this figure to about 1 in 100, and a basic
family income at similar rates would have led to an even greater reduction.
A partial basic income of £21 per week would have had about half this
effect.

Results uprated to approximate the 1993/1994 population, economic
structure and tax and social welfare policies show some significant
changes. The fact that the lowest personal rates of social welfare payment
have increased at a faster rate than average earnings means that a basic
tncome ati the lowest social welfare rates in 1994 would require a higher tax
rate than that shown by our 1987 analysis. An individual basic income of
£60 could require a tax rate of over 68 per cent, while a basic family income
would require a tax rate of almost 63 per cent. These high tax rates limit
the tmpact of basic income reforms on replacement rates facing the
unemployed. There is little impact when measured against a 1993/94
baseline which assumes 100 per cent take-up of Family Income
Supplement: improvements in that scheme mean that the potential in-work
incomes of the unemployed have risen faster than unemployment
compensation. But when the low take-up of FIS is taken into account, there
impact of basic income reforms is much greater. There could also be some
increase in the incentive for those currently unemployed to undertake low
wage or occasional work - which in the current situation, may be all that is
available to them.

7.3 Assessment

Tax rates required to finance a basic income scheme are highly
sensitive to the level of the income guarantee. Our estimates have
concentrated on income guarantees which are close to the lowest social
welfare rates in 1987 and 1993. Even at the 1987 social welfare rates, the
tax rates required were of the order of 60 per cent. The higher social
welfare minimum (relative to other incomes) in 1993 makes an even higher
rate necessary Lo finance a scheme with the same guarantee in this context.
A basic income could become easier to finance at a lower tax rate if social
welfare benefits grew less rapidly than other incomes in future; but in this
case, the shape of the baseline tax/transfer system, and other possible
reforms, could also be radically different.
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A full basic income scheme on an individual basis involves both the
removal of the "work" test by the provision of a payment which is not
conditional on work status, and a payment to (married) couples which is
double that for single people. The tax rates calculated for such schemes
are, as has often been found, very high. Lower tax rates apply when a basic
income which does depend on family circumstances is considered. While
we have labelled such schemes as basic family incomes, it is important to
be clear that each adult could still receive an independent payment: the
concept of "adult dependancy” could be abolished. What would remain
from the current system is that the amount of the payment to a couple would
reflect the economies of scale in their living expenses.

[t may be that a reform which involves either full individualisation of
benefits or unconditionality is achievable, but that a reform involving both
of these elements is not possible. If so, then a choice must be made as to
which of these aims is to be preferred. Opinions will differ on this: some
will see removal of the work test as a priority, while others will favour full
individualisation of benefits. In our view, removal of the "work test"
should take priority, for two reasons. First, because this promises the
greatest potential for integration of those currently outside the labour
market. Second, because removal of the work test would, at the same time,
allow a "partial” individualisation of benefits in the sense that every
individual can then receive an independent payment. This would represent
considerable progress over the current structure of contingency and
means-tested benefits, without imposing the high costs of full
individualisation.

A basic family income at levels close to existing social welfare rates
for the long-term unemployed could still require a tax rate of up to 63 per
cent in 1993/94 terms. Our analysis suggests that this would not have
sufficient impact on replacement rates facing those currently unemployed
to give nise to the hoped for dynamic effects on employment.  On the
positive side, this system would allow greater freedom to combine a state
transfer with other income, subject only to the 63 per cent tax rate. While
there are currently schemes which allow such combinations on favourable
terms, the complexity of the overall regulations, uncertainties regarding
in-work income, and low take-up of FIS point to the attractions of a simpler
system. On the negative side, the impact of the scheme on incentives facing
those in employment to work fewer hours, or to emigrate, must also be
considered if the likely overall impact on the labour market is to be
assessed.
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Many would see a basic income structure as desirable, if the tax rate
on income could be kept at a lower level - say, of the order of 50 per cent.
Suggested means of achieving this aim include the use of resources
currently employed in non-standard forms of income support; extensions
- of the income tax base; increases in other taxes; cuts in government
expenditure; lower levels of basic benefit; and the deployment of the fruits
of economic growth. Each of these possibilities deserves careful scrutiny,
not just in terms of the feasibility of financing a basic income, but also in
terms of the desirability of the package which would then result, as against
other alternatives. For example, extensions of the income tax base or
increases in other taxes sufficient to bring the tax rate for an individual
basic income down to 50 per cent would involve the raising of revenues of
the order of 70 per cent of the current income tax yield; alternative uses of
such resources could include, for example, very substantial cuts in existing
income taxes, which might have a more favourable impact on employment
than a basic income scheme.

Partial basic income schemes can indeed be financed at much lower
tax rates, very close to those currently in operation. But can they achieve
the desirable effects of a full-scale basic income, without the high tax rates
found in this study? In a 1993/94 context, the impact of such options can
indeed be favourable, if measured against a baseline which takes account
of the low take-up of Family Income Supplement. We also examined a
basic income for children, involving an increase in child benefit to £75 per
month, coupled with the abolition of child dependant allowances,
elimination of child additions to the income tax exemption limits, and
reductions in FIS; and an integrated child benefir, which, in addition, made
child benefit taxable, and restored child additions to the income tax
exemption limits to an even higher level. Each of these options could
improve the balance between income in employment and out of
employment for many of those unemployed, by ensuring that they actually
received benefits while in work.

[t is clear from our analysis that basic income systems do not provide
a panacea for the ills of the current tax/transfer system. The critical nature
of the overall budget constraint must be recognised in planning reform of
the tax/transfer system. The modelling process brings the impact of the
budget constraint into sharp focus. While results to date may not have lit
up a highway to reform, they have helped to map out some previously
uncharted territory. The options of a basic income for children and an
integrated child benefit deserve further consideratton.
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