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Stamps would again add about $1,600. This leaves $16,000, so our three-person
family needs $6,000 to reach $22,000. At this earnings level the family would
currently receive about $4,000 from the EITC. Now, in other words, the EITC
would need to be increased by approximately 1.5 times, rather than doubled.

This calculation applies to only one type of household, of course. But it illus-
trates the point that it would be difficult to rely on the Earned Income Tax Credit
alone to pull single-adult families up to even a fairly low income. An additional
reason for combining an increase in the EITC with an increase in the minimum
wage, rather than relying solely on the EITC, is to ensure that both taxpayers and
employers, rather than the former alone, bear the cost of ensuring decent incomes
for those at the low end of the distribution.

Aside from the potentially large financial cost of a substantial increase in its
generosity, are there other reasons to be less than fully enthusiastic about using
the Earned Income Tax Credit as the centerpiece of a jobs-with-equality strategy
for the United States? The policy does have some limitations and drawbacks.

One limitation is that, as figure 11 indicates, the EITC benefit for households
with no children is very low. It should be increased.

A second is underutilization, which results from the fact that a household
cannot receive the credit without filing a federal income tax return. An estimated
15-20% of those eligible fail to claim the credit (Center on Budget and Policy
Priorities 2002).

A third drawback is fraud. A study of 1999 filings by the Internal Revenue
Service found that claims for the EITC exceeded the amount to which filers were
actually eligible by approximately 30% (Hotz and Scholz 2004). However, this
seems likely to have been an overestimate, and new compliance measures en-
acted in subsequent years have almost certainly reduced this (Greenstein 2003).
For purposes of comparison, data on overall U.S. tax compliance suggest that
approximately 15-20% of total taxes owed are not paid.

Fourth, a generous EITC could potentially allow employers to keep wages
artificially low or even reduce them. We have little information on the extent to
which this has occurred thus far. Prior to 1993 the EITC benefit was almost cer-
tainly too low to have had any such impact. The real value of the benefit was
effectively doubled in the years immediately after 1993. Yet from 1995 to 2000,
real wages and earnings at the low end of the American labor market increased
for the first time in more than two decades (Mishel, Bernstein, and Allegretto
2007). This seemingly contradicts the expectation that employers might use a
generous earnings subsidy to freeze or reduce wages. But the mid-to-late 1990s
was a boom period for the American economy, with a tight labor market. It is
impossible to know what would have happened in the counterfactual scenario of
an expanded EITC without an economic boom. Hence we have little evidence to
help us assess the effect of a generous EITC on wage levels and trends.
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A fifth concern has to do with the impact of the EITC on the underlying
structure of the labor market. Subsidizing low-wage jobs means forgoing the
opportunity to force employers to improve productivity (Bertola 2000). It reduces
the incentive for individuals in low-wage jobs to upgrade their skills in order to
advance up the earnings ladder. More fundamentally, it signals a commitment by
citizens and policy makers to a low-wage economy. For some, this is the wrong
choice to make. Instead, affluent countries should seek to upgrade the occupa-
tional and earnings structure so that a progressively larger share of the population
is employed in jobs requiring moderate-to-high skills and paying moderate-to-
high wages. Although this is an appealing vision, | am skeptical. As societies
increase in affluence, citizens tend to spend a larger share of discretionary in-
come on consumer and personal services: medical care, child care, restaurants,
hotels, cleaning. People become more willing to pay someone to keep them
healthy, to help take care of their children, to prepare and serve them meals, to
keep their home and yard and clothes clean. These jobs expand in numbers,
seemingly inexorably. That is not a bad thing in and of itself. It provides oppor-
tunity for more people to be employed. The problem is that productivity levels in
these jobs are relatively low and difficult to increase. Hence there are limits to
pay levels. Should we try to reduce the number of such jobs? Or should we ac-
cept them, even embrace them, and find a way to ensure decent incomes for those
who work in them? My inclination is that the latter is the more sensible choice.

Finally, one of the chief appeals of the Earned Income Tax Credit is that it
can potentially contribute to low inequality by increasing employment and
thereby helping to finance a generous welfare state in a context of population
aging and constraints on taxation. But if the policy consists of government pay-
ments to low-income households, will it really add to government revenues? Or
might it actually cost more (Dickens and Ellwood 2001; Iversen 2005, pp. 254,
256)? It is difficult to be sure about this, but there are several reasons for opti-
mism. First, subsidizing low earnings is cheaper than paying full support (e.g.,
social assistance) to such people. Second, those who are employed and therefore
eligible for the EITC pay payroll taxes. (Indeed, the EITC was initially conceived
of by policy makers not as a transfer, but rather as a refund for the payroll taxes
paid by low earners.) Third, those who become employed in order to qualify for
the EITC will increase their work experience and perhaps other forms of human
capital. At least some will later rise in the earnings ladder and thus no longer be
recipients of the credit. A fourth consideration has to do with the EITC's direct
impact on income inequality — that is, apart from its effect on government reve-
nues. The EITC reduces household income inequality directly, by lowering the
number of households that have no earners.

Would an employment-conditional earnings subsidy in the form of a cash
payment or tax credit for low-income households be a useful policy tool for the
Nordic and/or continental European countries? Three of these nations, Finland,
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France, and the Netherlands, have adopted one, but in all three cases the level of
the benefit is quite small. The "Earned Income Allowance” in Finland is a tax
deduction; it reduces the amount of income tax owed. The "prime pour I'empoi"
(PPE) in France is a refundable tax credit like the EITC and WTC. The "Combi-
nation Tax Credit" in the Netherlands is a nonrefundable tax credit. The maxi-
mum value of the benefit is less than 3% of the country's average production
worker wage in France, less than 2% in Finland, and less than 1% in the Nether-
lands (OECD 2005b, pp. 141-44). For the U.S. Earned Income Tax Credit and
the U.K. Working Tax Credit, the corresponding figures are 13% and 35%, re-
spectively. Instead, France, Germany, and the Netherlands have prioritized a
different form of employment-conditional subsidy: a reduction or elimination of
payroll taxes paid by employees with low earnings and/or in particular types of
low-paying jobs.

There are several reasons why the continental countries have preferred to
offer the subsidy as a payroll-tax reduction rather than as a cash subsidy or tax
credit to households. The most important is that payroll taxes are heavy in these
countries. In Germany, for example, employees pay 21% of their earnings in
payroll taxes. Elimination of the tax thus amounts to a 21% earnings subsidy.

Second, key political parties, unions, and many citizens in these countries do
not want to embrace a U.S.-style labor market with a sizeable low-wage segment.
Adoption of an EITC-style earnings subsidy is viewed as a movement in that
direction.

Others, who might favor a shift toward lower wages at the bottom of the
labor market with those wages supplemented by a tax credit for households, see a
practical impediment. In most European countries (France and the Netherlands
are exceptions), it is not governments but rather unions that determine the mini-
mum wage level. And unions will likely be very resistant to an increase in wage
inequality, not to mention an absolute reduction in wage levels at the low end of
the distribution.

Might it be useful for Nordic and/or continental countries to introduce a
household-based subsidy/credit even if low-end wages do not drop? If the bottom
half of the wage distribution is relatively compressed, policy makers may feel
compelled to make the subsidy's phase-out (withdrawal) rate fairly steep. Other-
wise, a very large share of the population will qualify for the subsidy, which can
dramatically increase the program's cost. But as noted earlier, a steep phase-out
rate creates work disincentives in the phase-out range.

Yet for a "universal" welfare state such as those in the Nordic countries, a
household-based tax credit for which a sizeable share of households qualify is not
necessarily problematic. Many benefit programs in these countries are structured
so that even households well above the low end of the income distribution are
potentially eligible. This structure is viewed as creating strong and stable political
support for such programs (Korpi and Palme 1998; Rothstein 1998). The cost is
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held down by taxing a portion of such benefits via the income tax. The same
could be done with a household-based employment-conditional earnings subsidy
or tax credit.

An additional perceived practical impediment is the difficulty of administer-
ing a tax credit directed to households in a country in which the tax system is
individualized — that is, in which the tax unit is the individual rather than the
household or family. This, however, is not an insurmountable problem. The
United Kingdom has had an individualized tax system since 1990 and yet has a
household-based earnings subsidy. The default is that the benefit is paid to the
mother, though if both spouses agree it can instead be paid to the father.

Each of these considerations is relevant, and some or all of them may con-
tinue to discourage the Nordic and continental countries from adopting a U.S.- or
U.K.-style employment-conditional earnings subsidy. The individualized payroll-
tax-reduction subsidies currently used in France, Germany, and the Netherlands
may be appropriate given the circumstances of those countries. Mark Pearson and
Stefano Scarpetta (2000, p. 19) argue as much in a review of research on policies
to "make work pay":

It seems that countries fall into two camps. In those with a low tax-benefit envi-
ronment and relatively low minimum wages, the essential problem is to encour-
age labour supply and to provide higher incomes for those in poorly paid jobs. In
these circumstances, it seems reasonable to place greater stress on in-work bene-
fits. By contrast, in countries with high levels of taxes and benefits and relatively
high wage floors, making work pay schemes are likely to have high fiscal costs
and risk reinforcing disincentive effects related to higher marginal effective tax
rates. As a result, policy interventions in the second group of countries should
probably focus on wage subsidies, as the essential problem is one of increasing
labour demand for low-skilled or inexperienced workers.

Then again, analyses of the U.S. labor market have found that a relatively
small share of individuals at the low end of the wage distribution in the United
States live in households similarly far down in the household income distribution
(Dickert-Conlin and Holtz-Eakin 1999, p. 4; Sawhill and Thomas 2001, pp. 17-
18). Though the magnitude of the phenomenon may differ, the same is likely true
in other countries. There is, therefore, a compelling argument to be made in favor
of households rather than individuals as the unit to which the subsidy should be
directed.

An employment-conditional earnings subsidy might also be useful for Aus-
tralia and Canada. Labor market and social policy in Australia have a very differ-
ent history than in any of the other countries, including the three other Anglo
nations. Until the early 1980s, Australia's economy was structured around com-
modity exports and a high level of protection of domestic product markets. For
approximately a century this was successful at generating high living standards
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for the population. Social policy worked largely through employment. Product
market protection plus Keynesian demand management ensured full employ-
ment. Wages set through a centralized arbitration system ensured a decent family
wage for those with jobs. Government transfers were minimal but heavily tar-
geted to those whose livelihood was not effectively ensured through the labor
market. For the working class, the chief advantage of the minimalist welfare state
was very low taxation.

By the early 1980s it was clear that the old system based around protection of
the domestic market and full employment for male breadwinners was no longer
feasible. With globalization, higher unemployment, more single-adult families
(particularly single mothers), and a need for wage restraint, it was no longer pos-
sible to rely so heavily on wages to secure decent incomes for households at the
low end of the distribution. Under five successive Labour governments from
1983 to 1996, the system was transformed, in some respects gradually and in
others rapidly (Castles 1996; Pierson 2002).

The generosity of some types of benefits has been increased and new pro-
grams have been introduced to fill in gaps in the system (Whiteford and An-
genent 2002). The heavily targeted character of benefit programs has been main-
tained, and actually accentuated. Australia is the only one of the four Anglo
countries in which government expenditures on transfers directed to working-age
households has increased as a share of GDP since the late 1970s, and as of the
early 2000s the level of such expenditures was higher than in the other three. The
country has a statutory minimum wage, and the level of that minimum is high
compared to that in other affluent nations. Wage inequality has not increased
since the late 1970s.

This new system has functioned reasonably effectively up until now. But it is
premised on a societal norm of having mothers stay home with their children
until formal schooling begins, whether there is an employed father (or other adult
in the home) or not. To the extent this changes, due to shifting norms or a need
for higher employment, there may be a rationale for allowing the minimum wage
to fall a bit and compensating with an employment-conditional subsidy (Dawkins
2001).

Canada’s statutory minimum wage is only slightly higher than that in the
United States, and thus not particularly high by comparative standards. An em-
ployment-conditional earnings subsidy could therefore be a useful policy tool.
Since 1993 Canada has had a refundable tax credit, the Universal Child Benefit
(Myles and Pierson 1997). But it is not conditional on employment; instead it
goes to all low-income families with children. Given the economic and political
centrality of the child benefit, it may be through the provinces that an employ-
ment-conditional subsidy is most likely to be developed. Indeed, Quebec has
introduced just such a subsidy, the Prime au travail. The maximum amount of
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the benefit is for a couple with two or more children, at 7% of average production
worker pay (OECD 2005b, p. 141).

Conclusion

Generous benefits for those with low market incomes are critical to effective
redistribution, which in turn is key to successful pursuit of low income inequality
(figure 3). A generation ago the chief constraint on benefit generosity was the
level of taxation a country's citizens were willing to accept. But governments are
now more constrained in their ability to raise tax rates, and in coming decades a
larger share of government revenues will have to be devoted to pensions and
health care for a growing elderly population. A high employment rate can help to
fund generous benefits. Affluent countries thus need to be more attentive than
ever to the employment disincentives created by such benefits.

The macrocomparative evidence examined in this paper suggests that benefit
generosity may have contributed to cross-country differences in employment
growth since the 1970s. But it also suggests that if so, the magnitude of the effect
may not have been very large. Radical reductions in benefit generosity are there-
fore unlikely to be necessary to produce reasonably healthy employment rates.

A benefit package conducive to low inequality and high employment might
usefully include much of what the Nordic countries, and in particular Denmark
and Sweden, have done over the past several decades coupled with an employ-
ment-conditional earnings subsidy.

Appendix: Data Definitions and Sources

Active labor market policy. Expenditures on active labor market programs as a
share of GDP. Source: OECD (2004f).

Employment. Employed persons as a share of the population age 15 to 64.
Source: Author's calculations from data in OECD (2006b, 2008).

Employment: high-end services. Employment in finance, insurance, real estate,
and business services (ISIC 8) as a share of the population age 15 to 64.
Source: Author's calculations from data in OECD (2006b, 2008).

Employment: low-end services. Employment in wholesale and retail trade, restau-
rants, and hotels (ISIC 6) and community, social, and personal services (ISIC
9) as a share of the population age 15 to 64. Source: Author's calculations
from data in OECD (2006b, 2008).

Employment: manufacturing and agriculture. Employment in manufacturing
(ISIC 3) and agriculture, hunting, forestry, and fishing (ISIC 1) as a share of
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the population age 15 to 64. Source: Author's calculations from data in
OECD (2006b, 2008).

Employment protection regulations. Index representing the strictness of employ-
ment protection regulations — both legislation and collective agreements.
Range is 0 to 3.5, with higher scores indicating greater strictness. Source:
Bassanini and Duval (2006) update of data in OECD (2004f).

Government benefit generosity: average minimum income. Average posttax-
posttransfer income when pretax-pretransfer income is zero, expressed as a
percentage of the country's median pretax-pretransfer household income.
Calculated for single-adult households with no children, one child, and two
children. Households with heads age 25 to 59 only. Income adjusted for
household size using the square root of the number of persons in the house-
hold as the equivalence scale. Incomes top-coded at 10 times the unequival-
ized median and bottom-coded at 1% of the equivalized mean. Source: Au-
thor's calculations from Luxembourg Income Study data (variables: mi, DPI).
Another version of this measure, which | refer to as the "income floor" in
figure 4, is calculated as the average minimum income across all three types
of households and over all years for which LIS data are available.

Government benefit generosity: payoff to additional earnings. Average amount
that posttax-posttransfer income increases per unit (dollar, euro, kronor) in-
crease in market income, expressed as a percentage of the country's median
pretax-pretransfer household income. Calculated for single-adult households
with no children, one child, and two children. Households with heads age 25
to 59 only. Income adjusted for household size using the square root of the
number of persons in the household as the equivalence scale. Incomes top-
coded at 10 times the unequivalized median and bottom-coded at 1% of the
equivalized mean. Source: Author's calculations from Luxembourg Income
Study data (variables: mi, DPI).

Government benefit generosity: benefit employment disincentives. Composite
measure that combines the average minimum income and the payoff to addi-
tional earnings. The measure is calculated by first standardizing both the in-
come floor and earnings payoff measures. | then reverse the sign for the earn-
ings payoff standardized scores, so that higher scores represent a smaller
earnings payoff. | then average the two standardized scores for each country.
This yields a measure of benefit employment disincentives that ranges from
approximately -1.5 to +1.5, with positive values indicating stronger work dis-
incentives.

Government cash social expenditures on the working-age population. Sum of
family benefits and benefits for incapacity (disability, occupational injury
and disease, sickness), unemployment, and "other contingencies” (mainly
low income) as a share of GDP. The categories of public social expenditures
that I do not include in this measure are old age, survivors, health, active la-
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bor market programs, and housing assistance. Source: Author's calculations
from data in OECD (2004f).

Imports. Imports as a share of gross domestic product. Source: Author's calcula-
tions from data in OECD (2008).

Inequality of earnings among full-time employed individuals. Ratio of pretax
earnings of a person at the 50th percentile of the earnings distribution to a
person at the 10th percentile. Or the 90th to the 10th; or the 75th to the 25th.
Annual earnings for Canada, Finland, France (posttax), the Netherlands, and
Sweden. Monthly earnings for Germany and Italy. Weekly earnings for Aus-
tralia, the United Kingdom, and the United States. Hourly earnings for Den-
mark and Norway. The P75/P25 ratios used in chapter 3 are estimated for
Denmark, France, Italy, and Sweden. Source: Author's calculations from data
in OECD (2007).

Inequality of income among households. Gini coefficient for pretax-pretransfer or
posttax-posttransfer household income. Households with heads age 25 to 59
only. Income adjusted for household size using the square root of the number
of persons in the household as the equivalence scale. Incomes top-coded at
10 times the unequivalized median and bottom-coded at 1% of the equival-
ized mean. For France and Italy, the pretax-pretransfer income data actually
are posttax-pretransfer. Source: Author's calculations from Luxembourg In-
come Study data (variables: Mi, DPI).

Inequality reduction via transfers. Gini coefficient for pretax-pretransfer house-
hold income minus Gini coefficient for pretax-posttransfer household in-
come. Households with heads age 25-59 only. Source: Author's calculations
from Luxembourg Income Study data.

Interest rates: real long-term. Long-term nominal interest rate (yield on long-
term government bonds) minus current rate of inflation. Source: Author's
calculations from interest rate data in IMF (n.d.) and OECD (2008) and infla-
tion data in OECD (2008).

Product market regulations. Index representing regulatory impediments to com-
petition in seven industries: gas, electricity, post, telecommunications, pas-
senger air transportation, rail transportation (freight and passenger), and road
freight. Range is 0 to 6, with higher scores indicating greater strictness.
Source: Bassanini and Duval (2006).

Public employment. Persons employed in the public sector as a share of the popu-
lation age 15 to 64. These data are not available beyond 1997. Source: Au-
thor's calculations from data in OECD (2008).

Public health care expenditures. As a share of GDP. Source: Author's calculation
from data in OECD (2004f).

Real unit labor cost changes. Year-to-year percentage change in employee com-
pensation, adjusted for changes in productivity and for inflation. Source: Au-
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thor's calculations from nominal unit labor cost and consumer price index
data in OECD (2008).

Sickness decommodification. Decommodification index for sickness insurance.
Source: Scruggs (2005a).

Payroll and consumption taxes. Government revenues from social security con-
tributions, payroll taxes, and taxes on goods and services as a share of GDP.
Source: OECD (2008).

Unemployment decommodification. Decommodification index for unemployment
insurance. Source: Scruggs (2005a).
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