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Executive summary



How would the current tax-benefit systems in Britain and Germany have to be reconstructed in order to allow the labour market to cope with ageing societies in these two countries? How could tax-benefit systems help to raise the level of employment by alleviating long-term unemployment, discouraging early retirement and raising the labour market participation of women? These vital policy questions are analysed in this comparative Anglo-German study, with the following empirical starting points: •



Contrary to what is often assumed in public discussions, out-of-work benefits are similar in both countries; however, in Britain in-work credits make labour market participation for the target groups more attractive.



•



Wages of older workers are much less flexible in Germany than in Britain, due to the pronounced wage-tenure profile prevailing in Germany, and this affects the employment rates of older people in the two countries differently.



Basing our country-specific micro-simulation models accounting for labour supply responses on these observations, we have analysed the potential labour market effects of introducing British-style in-work tax credits in Germany and find mixed results: •



While labour force participation of single individuals would increase by approximately 100,000 people, labour supply of men and women living in couple households would fall by about 70,000. Further to these ambiguous distributional effects, such a reform would cause substantial net fiscal costs of about b11 billion (£7.2 billion) per year.



•



Simply ‘importing’ the in-work support system from Britain to Germany without further changes to the tax-benefit system would therefore have no overall positive effect.



We then investigate the optimal design of the tax-benefit system in Britain and Germany with regard to its inherent trade-off between equity and efficiency. Public in-work support, which aims at improving financial work incentives for low-income groups by providing a sufficient income for those who take up work, has not only the wished-for positive labour market effects but potentially also unintended welfare effects. If public support of low incomes induces a part of the working population to reduce their labour supply, this causes extra public costs and jeopardises the success of the tax-benefit reforms. In our analysis of this trade-off, focused on lone mothers as one of the main target groups of in-work support, we obtain two main results: •



Currently existing tax-benefit systems in both countries, which do not feature negative marginal tax rates, are only optimal if the government puts a relatively high welfare weight on the well-being of non-working lone mothers and has a relatively low preference for redistribution towards working lone mothers.



•



In-work credits with negative marginal tax rates would be optimal from a social welfare perspective in both Britain and Germany given relatively modest or medium preference for redistribution.
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Regarding policies to increase work incentives of older unemployed people, we analyse three policy reforms: an hourly wage subsidy, an in-work tax credit and a subsidy of social security contributions (‘employment bonus’). We find that: •



The employment effects of the three policy reforms would be rather similar and of moderate size, ranging between 20,000 and 30,000 additionally employed older women and between 10,000 and 20,000 men.



•



The hourly wage subsidy would yield the highest income and welfare gains, especially for people living in couple households and for single women, whereas for single men these effects are largest for the in-work tax credit.



•



We conclude that for older unemployed workers targeted wage subsidies of the type investigated in this report could be an efficient alternative to just relying on the British model of flexible market wages.



v



OPTIMAL IN-WORK SUPPORT AND EMPLOYMENT IN AGEING SOCIETIES



1



Overview



How tax and transfer programmes should be structured to tackle the challenges of an ageing society is one of the most important and controversial topics in the economic policy debate. In several European countries, including Germany and Britain, long-term unemployment and early retirement are widespread, in particular among older male workers (Naegele and Walker, 2002; Lyttenburgh and Smeaton, 2003; OECD, 2005). Therefore, it is of central interest to design and implement policies that would increase incentives for this group to participate in the labour market and thereby raise the level of employment among older workers. However, given future demographic developments and the ageing of the workforce in Britain and Germany, increasing the employability of the workforce in general, and not just older workers, is considered by policy makers to be one of the main economic and social problems. This report is therefore not restricted to the elderly population, but studies the impact and efficiency of the current tax and benefit systems in Britain and Germany and of potential reforms on the whole working population. Moreover, in line with the current political debate, we will consider labour supply and welfare effects of in-work support programmes targeted in particular at women with young children, as the participation rate of this group is the lowest in both countries. Various approaches have been suggested in the economic literature and in the social policy debate to make work financially more attractive relative to non-work and, at the same time, to provide a universally accessible level of income support for those households whose earnings fall short of the subsistence level. These reforms range from limiting entitlement periods for social assistance, combined with strict work requirements, to in-work earnings-related subsidies for people with low earnings potential, such as the Working Tax Credit (WTC) in Britain1 and the Earned Income Tax Credit (EITC) in the US. In Germany, the government’s ‘Agenda 2010’ and the so-called ‘Hartz reforms’ aim to increase work incentives and employment in low-wage labour markets by combining cuts in unemployment assistance with introducing earnings-related subsidies. In view of the low employment rate of older men in Germany, there have also been reforms of the public pension system to make early retirement a financially less attractive option, leading to withdrawal from the labour market, as well as active labour market programmes targeted at elderly unemployed people. In-work income support programmes, which aim to subsidise low-paid employment, have been operational in several countries (Immervoll et al., 2007) for some time, and there have been suggestions that in-work support could be used to make employment more attractive in Germany as well.2 In-work transfer programmes are typically meant to fulfil two aims: to improve financial work incentives for people with low earnings potential, and to provide a socially defined level of income support for them. To provide more



1



In this report, we are referring to ‘Britain’ throughout as the data refer not to the whole UK but to Britain only.



2



In this report, by ‘in-work’ support we refer to government transfers which are conditional on employment. In Germany,



people can receive government transfers while working but there exist no transfers which are strictly conditional on being employed (the only minor exception to this is the so-called child-supplement (Kinderzuschlag), see previous section).
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generous income support for these people may, however, induce negative work incentive effects among those already working. Hence, from a social welfare perspective, there exists a trade-off between equity and efficiency inherent in such programmes. One important issue concerns the question as to whether in-work support schemes should feature negative marginal tax rates, as in the case of the phase-in region of the EITC in the US. Under this scheme, for each dollar earned there is a subsidy (negative tax) of 40 cents (depending on household type) within the phase-in region. This also implies that the tax system redistributes more to people with positive earnings than it does to those who do not work, who are typically considered to be living in poor households. In this report, labour market and welfare effects of the current tax-benefit systems in Britain and Germany, as well as various policy reforms, are analysed on the basis of behavioural micro-simulation models, TAXBEN for Britain and STSM for Germany (see Brewer et al., 2005; Steiner et al., 2005). These models account for the details of the taxbenefit systems in both countries and can be used to perform ex-ante analyses of the labour market and welfare effects of specific policy reforms allowing us to evaluate policies not yet implemented in any one country. For example, we can thus analyse how the introduction of British-style in-work support in Germany or the implementation of new employment subsidies for older unemployed workers, currently under discussion in Germany, would affect labour supply and economic welfare. To provide an empirical perspective for these analyses, we summarise in Chapter 2 the most important institutional regulations affecting work incentives, labour market structures and the distribution of incomes in the two countries. We identify two key differences regarding work incentives and labour market outcomes: 1.



Due to the British in-work credits, financial incentives to take up low-wage jobs are stronger in Britain than in Germany.



2.



Wages, especially for older workers, are more flexible in Britain than in Germany, which may be related to institutional differences in the provision of out-of-work income support in the two countries.



These differences motivate the empirical analyses of the tax-benefit systems in both countries, upon which we will draw conclusions, in the subsequent chapters of this report, about the employment and welfare effects of hypothetical reforms. In Chapter 3, we analyse the labour supply effects of the hypothetical introduction in Germany of in-work support similar to the current British system. Our simulation results show that labour force participation of single mothers in Germany would increase, but labour force participation and hours worked of men and women living in couple households would be reduced, and these negative effects would nearly outweigh the positive effects on lone parents. Overall, the net employment effect of introducing British-style in-work support in Germany would be positive but small (in the range of about 35,000 individuals), and the fiscal cost of the reform would be relatively high amounting to approximately b11 billion (£7.2 billion) per year. From a social welfare perspective, the interaction of the incentive effects of social reforms with the level of social welfare is of great importance for the evaluation of economic policy reforms. In Chapter 4, we go beyond the positive analysis of labour supply effects and assess the optimality of currently existing in-work support programmes, such as the British New Tax Credits or the US EITC, relative to means-tested out-of-work benefits as
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currently implemented in Germany. We provide empirical evidence about the optimal design of tax-benefit systems in both Britain and Germany, where we make two contributions. First, we derive the welfare weights assigned by society to the different groups along the income distribution that would make the actual tax and transfer system in both countries optimal. Second, assuming a specific social welfare function, we analyse how the tax-benefit systems in Germany and Britain would look in terms of in-work tax credits and income support for the non-working poor. Here, we focus on lone mothers, who have been the main target group for recent in-work support reforms in Britain and elsewhere. We show that the British and German tax-benefit systems, which do not exhibit negative marginal tax rates, are only optimal from a social welfare perspective if relatively high welfare weights are given to non-working lone mothers. Furthermore, our simulation results imply that in-work credits with negative marginal tax rates for lone mothers may be optimal from a social welfare perspective with relatively low and medium taste for redistribution in both Germany and Britain. Even with a high taste for distribution, it would be optimal in Britain to tax the non-working and the poorest working women at the same rate. We also find that optimal tax rates at the top of the distribution markedly differ between the two countries. These results are driven by the relatively high empirical elasticities of labour force participation relative to the elasticity of working hours of those in Britain who are already employed. Chapter 5 shifts the focus of the analysis to older unemployed people and to policies aimed at increasing employment within this group. More specifically, we analyse and compare the labour market effects and welfare implications of three reforms: an hourly wage subsidy, an in-work credit and an employment bonus in the form of a subsidy of social security contributions for low-wage people. All three reforms are explicitly targeted at older unemployed people. We find that the simulated employment effects of the three policy reforms would be rather similar and of moderate size, ranging between 20,000 and 30,000 additionally employed older women and between 10,000 and 20,000 older men. Our results also suggest that the hourly wage subsidy yields the highest welfare gains. However, all three reforms would yield positive income and welfare effects for the eligible population and be ‘self-financing’ in the sense that induced increases in taxes and social security contributions would outweigh the fiscal costs of the reform under the assumption that the eligible population could be restricted to previously unemployed people. In the concluding chapter of this report, we summarise the main results of the study and, on this basis, derive some policy conclusions and recommendations on how to tackle the challenges of an ageing society for the labour markets in Britain and Germany.
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2



Labour market outcomes and institutional differences between Britain and Germany



In this chapter, we describe differences in employment patterns and the distribution of wages between Britain and Germany, and provide a comparative perspective on the structure of labour market institutions and the tax-benefit systems in the two countries. Based on this analysis, we identify the key differences between Germany and Britain with respect to work incentives and working behaviour.



2.1



Employment patterns



As the focus of the study is on employment in ageing societies, we start with a description of employment patterns by age groups. This analysis, like all the following, is based on the Family Resources Survey (FRS) for Britain and the Socio-Economic Panel (SOEP) for Germany. The FRS is an annual cross-sectional survey which contains information on about 25,000 households. The SOEP is a representative sample of about 12,000 private households in Germany, with detailed information on their household incomes, hours worked and household structure (Haisken-DeNew and Frick, 2005). We compare data for the two countries for the year 2002/03. Our sample includes individuals aged 25–64 in order to minimise the differences due to education requirements, military/social service obligations and different retirement patterns. Table 1 compares employment rates (including the self-employed) by age between the two countries. For women, the overall employment rate in Britain exceeds the German rate by more than 5 percentage points. In both countries, female employment rates first increase with age but decline in the highest age group. The employment rate of women aged 25–34 in Germany is lower than in Britain; this is mainly related to the low employment rate of mothers with young children and more of this age group being in higher education in Germany. Employment rates of middle-aged women are comparable between the two countries. In the highest age group, there is again a significant difference between Britain and Germany, although in both countries the participation rate is very low at around 40%. This is mainly due to retirement or disability. As Frerichs and Taylor (2005) show, in Germany more than 28% of the inactive in this age group are in retirement (12.8% in Britain), whereas in Britain the largest share of the non-participants is due to illness or disability (4.1% in Germany)3. The average number of working hours including the non-employed with zero hours (‘unconditional working hours’) shows the same pattern as the employment rate: women



3



See Table 5, Frerichs and Taylor (2005).
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Table 1 Employment rates and hours worked by gender and age



Share (%) Age



Employment rate (%)



Working hours (unconditional)



Working hours (conditional)



Germany



Britain



Germany



Britain



Germany



Britain



Germany



Britain



25–34



20.68



24.75



59.37



68.77



20.92



23.44



31.75



34.09



35–44



29.42



29.29



71.38



72.68



22.37



23.23



29.83



31.95



45–54



26.32



24.54



71.91



73.71



22.86



24.98



30.85



33.89



55–64



23.65



21.41



38.07



42.99



12.04



12.50



30.52



29.08



61.16



65.61



19.76



21.42



30.63



32.64



Women



All Men 25–34



18.54



22.74



73.45



87.31



34.52



39.36



41.75



45.09



35–44



31.83



29.66



84.08



88.51



37.00



40.96



42.53



46.28



45–54



25.53



24.64



84.32



83.86



36.81



38.85



42.56



46.32



55–64



24.13



22.96



50.93



61.36



22.26



26.10



41.88



42.54



74.17



80.86



32.94



36.66



42.29



45.34



All



Source: SOEP (2003), FRS (2002); own calculations. Note: Working hours are hours per week.



in Britain work, on average, more hours, and the average number of hours worked declines markedly in the highest age group in both countries. The average number of working hours of employed people (‘conditional working hours’) indicates that in Germany more women work part time than in Britain. For employed women, the average number of working hours shows little variation across age groups, especially in Germany. For men, the overall employment rate is also higher in Britain than in Germany, where this difference is mainly driven by the youngest and the oldest age groups. Again, early retirement is the main reason for the decline in the last age group and this is more prevalent in Germany. The average number of working hours is also lower in Germany, irrespective of whether or not non-employed men are included (with zero hours) in the calculation. As Table 2 shows, employment rates in the two countries also differ markedly by household type. For single people, the overall employment rate in Germany is slightly higher than in Britain. This difference results from much higher employment rates of single women in Germany (4.3 percentage point difference).4 Employment rates of singles with children (below 17 years old) are much higher in Germany than in Britain, despite the existence of relatively generous in-work support for lone parents in Britain (see section 2.3).5



4



This is mainly due to the higher labour market participation of women in east Germany. As documented in previous



literature, because of the different history, the labour market behaviour of women between east and west Germany is still quite dissimilar (see, for example, Haan and Steiner, 2006). 5



Note, however, the employment rate of this group has increased substantially from a rather low level of 38.7% in 1996



(see Haan and Myck, 2006).
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Table 2 Employment rates by household type (%)



Britain



Germany



67.91 71.69 63.84 71.48 52.43



68.17 68.20 68.14 69.11 62.74



All singles Male singles Female singles Singles without children 
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