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Do in-work benefits work for low-skilled workers?

To boost the employment rate of the low-skilled trapped in inactivity
is it sufficient to supplement their earnings?
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ELEVATOR PITCH

High risk of poverty and low employment rates are
widespread among low-skilled groups, especially in
the case of some household compositions (e.g. single
mothers). “Making-work-pay” policies have been
advocated for and implemented to address these issues.
They alleviate the above-mentioned problems without
providing a disincentive to work. However, do they deliver
on their promises? If they do reduce poverty and enhance
employment, can we further determine their effects on
indicators of well-being, such as mental health and life

satisfaction, or on the acquisition of human capital?

KEY FINDINGS

Pros

© Permanent in-work benefits generally increase the
transition from welfare to employment of single
mothers.

© Offering permanent in-work benefits reduces the
incidence of in-work poverty.

© Permanent in-work benefits have a positive effect
on mental health and life satisfaction of (single)
mothers.

@ Children of beneficiaries can also benefit from
permanent in-work benefits.

© If society values the well-being of low-paid
workers, permanent in-work benefits can improve
the redistribution of income.

AUTHOR’S MAIN MESSAGE

\NBER Working Paper No. 21340, July 2015.

Federal earned income tax credit in tax year 2013 by
number of children in the US
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Cons

@ In-work benefits based on total family income
decrease the employment level of secondary
earners.

© Time-limited in-work benefits have no long-term
positive effects on the employment rate, earnings,
and life satisfaction.

© By increasing overall labor supply, in-work benefits
eventually reduce pre-tax wages, in the absence of
downward wage rigidity.

© In-work benefits are often complex and interact

with other schemes; they can thus be poorly
understood, particularly by their target beneficiary

group.

Permanent in-work benefits often enhance the socio-economic position of low-skilled workers with low financial

incentives to work. Some evidence suggests that the mental health and the overall life satisfaction of beneficiaries are

also improved, with, for some subgroups, additional favorable effects seen in their children. The complexity of the

tax and benefit system, however, should not be overlooked. This calls for clearly understandable policies that offer

permanent, as opposed to time-limited, in-work benefits alongside supporting mechanisms that assist with childcare,

health care, and housing.
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Some low-skill groups or specific household compositions (e.g. single mothers) have low
employment rates and/or suffer more from poverty than other subpopulations. The relative
employment rate of the less educated in the EU is below 0.5 and this is particularly true for
women (Figure 1). In the EU, the employment rate among women declines with the number of
children in their household that are under the age of six (with some exceptions, e.g. Denmark).
Among single mothers, the employment rate is lower (compared to similar childless women)
in countries such as Germany, the UK, the US, and the Netherlands, but the reverse is true in

a number of other countries.

Leaving welfare (or unemployment insurance) to enter employment does not necessarily raise
net income. This lack of monetary incentive is particularly true for specific groups with low pay
potential who benefit from a non-negligible out-of-work benefit that is taxed away at a very
high rate when entering employment. During the last 25 years, a number of countries have

reformed their benefit systems so as to redistribute income toward low-paid workers.

Figure 1. Relative employment rate (for those with at most a lower secondary education
(" relative to tertiary education) among the workforce aged 15-39 in 2013

DISCUSSION OF PROS AND CONS

In-work benefits: Purpose and standard features
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Note: Data from Eurostat (Ifsa_ergaed series), extracted September 11, 2015. Online at:
http://appsso.eurostat.ec.europa.eu/nui/show.do?wai=true&dataset=Ifsa_ergaed
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In-work benefits (IWB) are provided to low-income families with at least one member
employed in the formal sector, whether salaried or self-employed. IWB take the form of direct
earnings subsidies or tax credits. The latter are often refundable, though Sweden provides a
counterexample. Eligibility to a non-negligible IWB can require the presence of “qualifying”
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children in the household. Higher out-of-work welfare benefits for families with children and
higher costs of working provide a rationale for this restriction. The illustration on page 1 shows
a common eligibility and compensation profile for IWB. There is a phase-in region, followed
by a plateau and a phase-out region. In the UK there is no phase-in region, with IWB jumping
in from zero at a minimal number of hours worked (16 hours a week for a single parent). In
some countries (e.g. Sweden), there is no phase-out region. Some IWB have a time limit (as in
the Self-Sufficiency Project in Canada); however, most IWB do not. This is true for the working
tax credit (formerly the working families tax credit) in the UK and the earned income tax credit
(EITC) in the US. Permanent IWB are also present in continental Europe: for example, the
“Prime pour ’'Emploi” in France, the “Arbeidskorting” in the Netherlands, the “Work Bonus”
in Belgium, or the “Jobbskatteavdraget” in Sweden.

The common feature of IWB schemes is that the “participation tax” (i.e. the difference in tax
liabilities due when employed versus when out of work) is negative at the bottom of the income
distribution. In the presence of other benefits, like housing benefits or child and dependent
care benefits, it is not rare that IWB schemes only reduce the positive “global participation
tax,” where “global” means the inclusion of all benefits potentially lost when taking a job.

When would in-work benefits be the right approach?

IWB, when in place, are a component of the tax and transfer system, which affects the
distribution of income in society. A tax and transfer system that optimally redistributes income
should include IWB under two major conditions [1]. First, the decision to participate or not in
the labor market (the so-called “extensive margin”) is the main behavioral response to incentives
among low-income groups (responses related to in-work effort and hours worked—the so-
called “intensive margin”—are less important). Second, the government values an additional
unit of income for the working poor more than an extra unit uniformly distributed across all
income groups. The first condition is widely accepted, having been confirmed by many studies,
though it has been challenged recently [2]. The second condition is not uncontroversial. On the
one hand, some might argue against any form of income redistribution. At the other extreme,
one might argue that redistribution aims at improving the position of the least well-off people
only. In the latter case, for the least well-off, being typically jobless people, a relatively generous

Benefits terminology

Among the able-bodied working-age population, means-tested welfare benefits, if any, provide a
guaranteed minimum income level to jobless people. These benefits should be distinguished
from unemployment insurance benefits, which are not means-tested.

Hiring subsidies intend to lower the cost of labor when employers recruit from particular groups.

Wage subsidies (or worker subsidies) intend to raise the effective wage earned. They are often
individually based, time-limited, and not means-tested.

In-work benefits (IWB) (also called work allowance, earnings supplements, or employment-
conditional benefits) are instead subject to a family income based means-test.

Low-income support is a broader notion. In addition to the minimum income guarantee and to
IWB, low-income support can, for instance, include housing benefits, additional childcare
benefits for the needy, or transfers in kind.
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out-of-work benefit would be taxed away at a high marginal tax rate. Put differently, a negative
income tax would be optimal. Under less extreme views, the second condition is easily met.
Then IWB should be one of the public instruments used to redistribute income among citizens.

Considered as a labor market policy, the justification for IWB relies on the following arguments:
The low employment rate of low-skill groups and specific household compositions is due to
a lack of monetary incentives to take vacant jobs because means-tested out-of-work benefits
create an “inactivity trap” (the argument can be generalized to unemployment insurance
benefits). So, the main problem is on the supply side. Given the profile of the target groups,
it is also assumed that the best answer to non-employment is to insert them directly into
the formal labor market. Neither a handicap nor lack of (cognitive or non-cognitive) skills
prevents these people from being hired by firms with standard productivity requirements (i.e.
no “productivity trap” exists). If this was not true, then training programs or the direct creation
of well-designed temporary public employment programs (i.e. “relief jobs”) could be a more
appropriate initial step.

There is strong evidence that means-tested benefits act like an inactivity trap. However, there
can be an overall lack of vacant jobs during financial downturns or in stagnant economies; in
some countries, this problem is structural for some groups (in particular, the low-skilled). In
these cases, the difficulty is not only, or not primarily, on the supply side. Policies that increase
labor supply, as IWB do, can then only increase labor demand if wages are flexible downwards
(i.e. can be reduced). In the presence of binding minimum wages, this assumption can be far-
fetched at the bottom of the wage distribution. So, depending on the context, hiring subsidies
can be more effective at creating jobs than IWB.

In-work benefits reduce poverty and provide partial insurance against some
shocks

When not accompanied by a reduction in out-of-work benefits, the introduction or the
extension of an IWB can have non-negligible effects on standard indicators of poverty (such
as total net income being below either a certain amount of money, or a proportion of the
median income). It has a direct, mechanical effect on poverty if the behavior of economic
agents remains unchanged and this effect can be amplified by taking into account labor supply
responses. However, the mechanical effect appears to be the largest one [2]. Its magnitude
obviously depends on the generosity of the IWB and the specific definition of the poverty
rate. In the US, “the fraction of EITC-eligible wage earners below the [federal] poverty line falls
from 31.3 percent without the EITC to 21.4 percent by mechanically including EITC payments
(holding earnings and reported incomes fixed). The fraction below the poverty line falls further
to 21.0 percent once earnings responses to the EITC are taken into account” [2].

Under the entirely plausible assumption that low-skilled workers have very limited access to self-
insurance, IWB should also be seen as a (partial) public insurance program against random
shocks to the labor market (e.g. a drop in wages) and family structure (e.g. a break-up).

Effects on labor supply, job entry, and employment retention

Consider first the option of permanent schemes. Contrasting the experiences of eligible (low-
educated) single mothers and non-eligible (low-educated) women without children, the
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literature finds that single mothers increase their labor market participation in the US as a
result of IWBs [3]. Similar conclusions were reached in the UK [4]. The evidence in continental
Europe is, however, sometimes less clear-cut [5]. Among single mothers who are already
employed, the impact of in-work support on hours worked is rather mixed. The effect, if any,
has typically been found to be small, or at least not strong enough to outweigh the positive
effect on labor market participation [6]. As single mothers are likely to be part-time workers,
the minimum hours eligibility condition to receive IWB in the UK (16 hours a week for a single
mother) has lowered the number of jobs with very short hours [7].

At the moment that women transit into single parenthood, a reduction in job exits is observed
as a result of IWB [7]. Single mothers have traditionally shown a higher probability of exiting
employment compared to single childless women or to mothers that are part of a couple. The
1999 policy reforms in the UK reduced this penalty [7]. When eligibility is conditional upon
a household’s total income, the employment rate or the number of hours worked among
partnered women with children, who are typically the secondary earner, somewhat declines
[6]. There is little evidence of any effects on men in the US, but some positive effects have been
detected on men in the UK [4].

Beyond the differences between single and partnered mothers, IWB turn out to have
heterogeneous effects on the participants. There is some evidence that the effect of IWB on
the employment rate of single mothers is stronger when they have school-aged children under
the age of ten [7], [8]. Furthermore, the effect of the EITC on participation in the labor market
is 6.1% among single mothers with less than a high school education while it equals 2.6% for
high school participants [3].

A number of social experiments have shown that the provision of time-limited IWB for people
with full time jobs helps single parents to find jobs and leave welfare. However, when targeted
at long-term welfare recipients the impact on full-time work rapidly fades away, as shown in
the Canadian Self-Sufficiency Project. However, when targeted at new welfare entrants the
impact persists after the end of the subsidy payment although the effect still declines over time.
If recipients have to remain on welfare for a given duration before becoming eligible for the
subsidy, the scheme prolongs the length of the welfare spell in some cases [9]. Furthermore, a
positive but non-significant effect on employment retention is observed for the Employment
Retention and Advancement program in the UK [10]. In sum, additional evaluations would
be welcome to see whether these conclusions about temporary schemes are robust and also
apply to different countries and contexts.

In-work benefits and human capital acquisition

In the long term, there are numerous potential effects. By raising the level of income in low-
paid jobs, IWB reduce the return from education. Hence, formal education choices can be
influenced because the (uncertain) returns of alternative choices are modified by IWB. On the
other hand, by reducing the time spent receiving welfare (or in unemployment), IWB should
dampen skill depreciation. Thus, if learning-by-doing is central to skill development, then
stimulating job entry and job retention enhances post-education human capital. However, in
the case of on-the-job training and out-of-employment training, the time devoted to learning
can arguably be seen as competing with potential time spent in work. Unfortunately, the very
small literature dealing with these questions leads to contradictory conclusions about the net
effect of IWB on the level of human capital.
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In-work benefits affect a range of indicators of well-being of single parents

The effect from IWB on single mothers’ mental health is not obvious. The adverse consequences
of a break-up can be mitigated, for instance, if they keep their job. However, when they take
(or hold onto) a job, single mothers have to juggle work while raising their children. After the
1999 reform in the UK, there is evidence that both mental health (as reflected by the General
Health Questionnaire score) and overall life satisfaction have improved [7]. The evidence on
mental health and self-reported health is similar in the US after the 1993 expansion of the EITC
[11]. It is difficult, however, to judge whether these improvements should be attributed to the
increase in income, the change in hours worked, or the non-monetary job characteristics. On
the contrary, in the case of the time-limited Employment and Retention Advancement, there
is recent evidence that the life satisfaction of single mothers (i.e. those who benefit from the
supplement) is actually reduced five years after the start of the intervention [12].

Effects on children

Children may benefit if the earnings supplements raise parental income or mental health, but
they may suffer from the reduced time availability of parents who take jobs. The improved
mental health of mothers can also have an effect on children’s well-being. In the US, the
evidence on child well-being is mixed. In trying to look at a causal effect of IWB on children’s
health, it is important to exploit longitudinal data so as to control for a number of fixed
and varying individual characteristics. Controlling in particular for children’s ages, the 1993
EITC expansion has had positive significant effects on some indicators of children’s health
and home environment such as safety, cleanliness, and the like, but not on indicators of non-
cognitive skills [13]. However, most of these effects are only present for children of married
white and Hispanic women. For children of unmarried women and in particular for black
women, positive and significant effects are less frequent. It should be noted, though, that no
detrimental significant effect is detected either.

In the US, “there is robust evidence of quite large [positive| effects of the EITC on children’s
academic achievement and attainment” [11].

Effect of in-work benefits on wages

If IWB boost labor supply, then unless wages are downward rigid (i.e. there is no possibility for
wages to decline from their current levels), wages should decline; this should eventually raise
the quantity of labor demanded by firms. An analysis for the US concludes that “employers
capture about $0.36 of each dollar spent on the program through reduced wages. Workers’
after-tax incomes rise by only $0.73-$1 in EITC payments, plus $0.09 from increased labor
supply, less $0.36 in reduced wages per hour worked” [11]. The net effect, however, varies
considerably within the working population. The after-tax incomes of those eligible for the
EITC rise by $1.07 per dollar in EITC payments while “ineligible workers loose $0.18 through
reduced wages and $0.16 through the induced reductions in labor supply” [11].

To what extent can this evidence be informative for countries with labor market institutions
and rules that are very different from those in the US? There is no clear answer to this
question. However, analyses of European individual data suggest that total real wages have
been downward flexible during the last decade and in particular in the aftermath of the Great
Recession. This is also true at the bottom of the wage distribution, where the base wage is
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more downward rigid in the presence of legal minimum wages. So, one can conjecture that a
negative effect of IWB on wages should be expected in European countries as well. This effect
would obviously reduce the redistribution effect of IWB.

Complexity of in-work benefits

Assessing the net gain accrued to a household when one of its members enters employment or
changes their working time is a complex task. Lack of knowledge about the structure of the tax
and benefit system is widespread. The complexity of IWB schemes is increased if they interact
with other components of the tax and benefit system. For instance, if the IWB is based on the
net-of-tax family income (in contrast to on the pre-tax family income), then the interaction
with all other benefits is particularly important. In the UK, the working families tax credit was
“counted as income when calculating entitlements to other benefits, such as Housing Benefit
and Council Tax Benefit” [8]. While in the US, “most federal means-tested benefit programs
do not count EITC refunds as income” [11]. These interactions should be carefully taken into
account when designing IWB schemes.

Furthermore, the behavioral responses to IWB are much different than initially presumed,
as recipients do not operate with a perfect understanding about the structure of the tax
and benefit system [2]. For the US, a recent study argues that hours worked vary more than
expected among subgroups who are better informed about the details of the EITC [2]. As
such, the weak average effect on hours worked reported above would be due to a widespread
lack of knowledge of the tax code, as well as to other adjustment frictions. In the UK, the spike
in the distribution of hours worked at the minimum hours eligibility level suggests that this
informational problem is not as much of an issue.

The recognition of the importance ofimperfect information leads to a major recommendation:
To induce the expected behavioral adjustments, highly readable (i.e. understandable) IWB
policies are needed, and any reform to an existing program should be salient and accompanied
by well-designed information to the targeted population.

In-work benefits, marriage, cohabitation, and fertility and some issues
concerning the design

When eligibility to IWB and subsidy amounts are based on family composition and income,
there are incentives to cohabit or marry. When eligibility requires the presence of children,
fertility can also be affected. In the US, the evidence is inconclusive and the effects are at best
small [11]. Some more clear-cut effects have been detected in the UK [7]. However, it is not
easy to disentangle whether these effects should be attributed to the IWB per se or to their
effects on labor supply decisions and income effects.

Moreover, the idiosyncrasies of each IWB system are highly influential in practice: the precise
definition of income used, the frequency at which the benefit is paid, to whom (in the family)
it is paid, and the precise claiming process are among the key features. In particular, the latter
affects the take-up rate of IWB [11]. While discussing all these features is beyond the scope of
this paper, some other dimensions regarding the design of IWB are worth mentioning.

Should the target of IWB be the family or the individual? The choice of the family can be
understood since poverty is typically defined at the level of the household. However, this
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choice can generate complex incentives on various decisions (labor supply, fertility, marriage,
or cohabitation). In particular, there is some evidence of negative labor supply incentives for
secondary earners. Conversely, IWB programs based on individual earnings have less clear-
cut effects on partners’ work incentives. Though even in this case, some questions remain.
In addition to their positive effects on participation in the labor market, transfers based on
individual earnings can induce some negative labor supply adjustments among those who
are already employed. To avoid this problem, if total earnings and hours worked are precisely
observed by the public authorities then eligibility for the IWB could be based on the applicant’s
wage rate (like in the case of Belgium’s “Work Bonus”).

Should there be a minimum number of hours eligibility (adapted to family composition)? If
people freely choose their number of working hours and the latter is observable with no errors,
then there is a case for such a criterion, as taking hours into account allows redistributing
more resources without increasing efficiency losses [8]. However, hours worked are often only
partly observable by public authorities and can be manipulated by self-employed workers.
Furthermore, the labor demand side can impose restrictions on working time (e.g. only recruit
part-time workers during peak hours). So, before introducing a minimum number of hours
eligibility, the decision maker should see, sector by sector, how such a requirement actually
affects low-paid workers who must often juggle work with family duties.

Finally, should eligibility to IWB depend on the presence of children? As said in the motivation,
the relative employment rate of (single) parents with (young) children is not a matter of concern
in all cases. It depends on many factors, such as the supply of public and private childcare
facilities, the existence and the design of family allowances and of child(care) tax credits. What
actually matter are the net total benefits of participating in the labor market and of changing
the number of working hours. Still, labor supply responses vary with the age of children [8].
Exploiting this information should allow a better design of the tax benefit system.

In-work benefits need to be integrated in a broader package of policies

Last but not least, the impediments to work resumption are often multidimensional. IWB
should be seen as part of a comprehensive answer to the difficulties encountered by the
low-skilled population. In addition to the already mentioned issues such as lack of human
capital and limited access to childcare, policymakers should be aware that the encountered
impediments can also relate to housing and health conditions, limitations to geographical
mobility, or indebtedness. The latter matters since a return to work accompanied by income
gains can imply a significant increase in repayment obligations.

LIMITATIONS AND GAPS

Evaluating the impacts of IWB requires the building of a counterfactual situation. The
counterfactual measures what would have happened to the participants in the absence of the
supplement. Without the possibility to conduct a randomized experiment, this is a daunting
task.

Many evaluations exploit a reform and choose a comparison (or control) group that is not
affected by the reform, but which is likely to share a similar environment. The composition
of the target and comparison groups should not vary with time. Moreover, all other possible
changes in the environment (except for the reform) should affect both groups in an identical
way. The latter requirement is often quite difficult to achieve in reality, because other changes
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in taxes and benefits affecting families occur simultaneously. Some evaluation studies failed
to check these assumptions carefully. It is nevertheless fair to conclude that those studies
that did follow proper procedure generally confirm that IWB do have a significant impact
on the outcomes considered above. One aspect is still blurring the picture though, namely
the possible effects of IWB on overall wage rates, since the comparison group would then be
affected. This is less of a problem in the case of randomized pilot studies. However, only time-
limited schemes have been evaluated in such conditions and the message delivered by these
evaluations is rather negative.

It would be useful to more accurately know how conditions on the demand side of the
labor market affect the impacts of IWB. Furthermore, current knowledge on the role of
IWB on human capital acquisition is also still very limited. Finally, we still have an imperfect
understanding of the reasons why evaluations of IWB in continental Europe can substantially
differ from those in the US or the UK.

SUMMARY AND POLICY ADVICE

Permanent in-work benefits (IWB) often increase labor force participation by single mothers
and reduce in-work poverty. In the UK and the US, these effects appear to be accompanied by
improved indicators of health and life satisfaction for the beneficiaries, as well as some positive
effects detected on their children. There is also a broad consensus that IWB can improve the
redistribution of income. Still, IWB have a negative impact on low wages in the absence of
downward wage rigidities, which reduces their redistribution effects.

IWB should not be implemented in isolation. They should be seen as part of a broader
package of support to low-income families, including, in particular, access to subsidized
childcare facilities, health care, and housing. Furthermore, possible constraints on the labor
demand side should not be forgotten. Finally, some groups can be so disenfranchised that
other approaches will be needed for them.

As far as the design of IWB is concerned, one should first avoid temporary IWB, as their
evaluation is rather negative. In addition, a lack of knowledge regarding the structure of the
tax and benefit system is widespread among the target population. The complexity of some
IWB schemes, or of their interactions with the broader tax and benefit system, is a pervasive
difficulty. Therefore, tax reforms need to be easily understood by their intended beneficiaries.
One potential solution worth considering is whether the IWB should be excluded from taxable
income (a feature which is standard in the US).
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