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A Citizen’s Income: a recipe for change

By Malcolm Torry

Compass Thinkpiece Number 4
The context

At the moment, if someone who is on means-tested Income Support or Job-Seeker’s Allowance enters employment, fairly soon their benefit is withdrawn pound for pound (apart from a small disregard), and, as their income rises, they lose Housing Benefit and Council Tax Benefit and they start to pay Income Tax and National Insurance Contributions.

Something similar happens to someone in low paid work who is receiving tax credits: as their earned income rises, tax credits fall, income tax is paid, National Insurance Contributions are paid, Housing Benefit is lost ….

The ‘unemployment trap’ and the ‘poverty trap’ discourage people from entering employment and from seeking to increase their earned incomes. The problem is compounded by the complexity of the system and the resulting uncertainty over how much net income someone will have if they enter or change their employment and have to pay travel and other expenses. This situation is bad for them, for their families, for their communities, and for the economy.

If you want to understand the depth and breadth of the unemployment and poverty traps then there is no substitute for looking at the Department of Work and Pensions’ Tax and Benefit Model Tables (at www.dwp.gov.uk/asd/asd1/TBMT_2005.pdf). 

By the ‘depth’ of the poverty trap we mean the extent of the marginal deduction rate, i.e., the rate at which income is withdrawn for any particular level of earned income. So, to take the example below, a lone parent who is a private tenant and who has one child under 11 experiences a marginal deduction rate of 89.5% for any earned income within the range £134.33 to £392.66. By the ‘breadth’ of the poverty trap we mean the spectrum of earned incomes for which there is a high marginal deduction rate: so here the breadth of the poverty trap is defined by an earned income of £392.66 per week. 

The table shows the situation quite graphically:

Marginal Deduction Rates

Lone Parent with 1 child under 11 , Private Tenant

	Gross earnings 

£ per week  
	Event
	Marginal Deduction Rates

	34.04
	Income reduces HB/CTB 
	85.0%

	94.00 
	NI becomes payable 
	87.9%

	94.13 
	Tax payable at 10% 
	88.1%

	100.13 
	WTC reduced by pay
	93.7%

	107.59 
	CTB disappears
	85.3%

	143.33 
	Tax payable at 22% 
	89.5%

	266.79 
	WTC disappears/CTC reduced by pay 
	89.5%

	392.66 
	HB disappears 
	33.0% 1

	630.00 
	NI Upper Earnings Limit (UEL) 
	23.0%

	717.21 
	Tax payable at 40% 
	41.0%

	958.91 
	CTC family element reduced by pay 
	47.7%

	1,108.91 
	CTC disappears 
	41.0%


HB = Housing Benefit

CTB = Council Tax Benefit

NI = National Insurance Contributions

WTC = Working Tax Credit

CTC = Child Tax Credit

What is most disturbing about the tables is that it is families with children which suffer the deepest and the broadest poverty traps. All families with children (whether with one parent or two) experience marginal deduction rates of over 60% on gross earnings at least up to £300 per week and often beyond £400 per week, and some family types experience marginal deduction rates of over 80% on gross earnings up to £300 per week. This situation makes it difficult for families with children to lift themselves out of poverty by earning more. 

Analysis

The detailed tables in the publication make it clear that the one benefit which both reduces child poverty and does not contribute to marginal deduction rates is Child Benefit. This is because Child Benefit is paid unconditionally, so to increase it is to reduce child poverty because 1) it increases the net income of families with children, and 2) it reduces the marginal deduction rates for families with children and thus enables families to lift themselves out of poverty by earning more. 

The detailed tables make it equally clear that the major culprits in the deepening and broadening of poverty traps are Working Tax Credit and Child Tax Credit. Whilst the motives for their introduction were excellent (and they have indeed reduced poverty for many families with children), their long-term effects might be little short of disastrous because they make it very hard for families with children to earn their way out of poverty.

If the government were looking for a way to continue to reduce child poverty at the same time as increasing families’ incentives to increase their net income by improving their skills and increasing earned income (good for them, and good for the economy), then the obvious way forwards would be to reduce tax credits and at the same time increase Child Benefit.

And in general the less means-testing is done the easier it will be for families and individuals to earn their way out of poverty. 

A similar issue arises with pension provision. At the moment there is a significant disincentive to save for old age, and independent financial advisers are unwilling to advise on pension plans because it is not clear what the fiscal situation will be when the individuals concerned reach retirement age. If there is still considerable means-testing when that happens then the pension fund’s customer might have gained little advantage from saving for retirement. 

The prescription

A Citizen’s Income (CI) is ‘an unconditional, non-withdrawable income payable to each individual as a right of citizenship’ (Citizen’s Income Trust strapline). Within that definition a wide variety of options are possible in terms of how large the income might be and how it might be paid for. Most of the research and debate which the Citizen’s Income Trust has undertaken or sponsored has been based on the premiss that only a small Citizen’s Income is politically feasible in the short- to medium-term and that only revenue-neutral schemes funded by something like existing tax rates are likely to be considered (i.e., schemes entirely paid for by reducing tax allowances, means-tested benefits and National Insurance benefits and by leaving income tax rates at somewhere near their current level) - though this presupposition has been somewhat dented recently by the Irish Government’s willingness to consider a sizeable Citizen’s Income paid for by substantially increasing tax rates (Department of the Taoiseach, 2002). An adult Citizen’s Income of 109 euros per week is envisaged, paid for by a single tax rate of 47.14% (Anne Miller, 2003). And the Citizen’s Income Trust is itself about to publish a persuasive paper which shows that a Citizen’s Income paid at £90 for each adult might be feasible.

But the debate about how large a Citizen’s Income would be is a secondary matter. What matters is the structure: its unconditionality, its nonwithdrawability, and its payment to individuals rather than to households; and it is this structure which creates its effect, which makes it attractive to people with a variety of political outlooks, and which gives it its close relationship with notions of citizenship.

Because the Citizen’s Income is not withdrawn as earnings rise, a large CI would mean that net income would rise steadily for the poorest families as earned income rises, and a small CI would mean that for those families still on means-tested benefits net income would rise more rapidly than it does now.

For Britain’s many flexible workers, a Citizen’s Income would provide a measure of security on which they could build. Part-time work and self-employment would become more attractive, allowing people to develop more flexible patterns of working more consistent with their own and their children’s or other dependents’ needs. Thus consistently high levels of employment can be expected.

(For a single person living alone and simply, and maybe for other categories of people, a Citizen’s Income might have a disincentive effect; but for most individuals the incentive effect of lower withdrawal rates will outweigh the small disincentive effect of receiving the Citizen’s Income.)

A Citizen’s Income would help people to undertake higher education, training, or retraining by providing a small, secure income.

Above all, a Citizen’s Income would help to tackle poverty by providing an income on which people with low earnings potential could build through paid work and savings. Rather than destroying the work ethic, as our present system does, a Citizen’s Income would help to lift people out of the various traps outlined above and would encourage them to earn a living (Citizen’s Income Trust, 2003a). 

A universal Citizen’s Pension would encourage people to save for their retirement because it wouldn’t be withdrawn from people with personal pensions or other investments, as the Pension Credit is now. The second report from the Pensions Commission, published on the 30th November 2005, recommends “reforms to make the state system less means-tested and closer to universal ….”. A Citizen’s Pension would do this, and it would enable meaningful advice to be offered on pension plans because net income in retirement would be more predictable.

One of the particularly interesting things about the Citizen’s Income idea is the support expressed by members of all of the major political parties. The Citizen’s Income Trust has conducted a survey amongst MPs  which shows this. (www.citizensincome.org/resources/newsletter%20issue%203%202004.shtml ) The reason is probably that a Citizen’s Income would increase equality, freedom, and a sense of citizenship. 

A particular revenue-neutral Citizen’s Income scheme

Using Family Expenditure Survey data for Great Britain for 2003, POLIMOD (a modelling programme maintained by Holly Sutherland at the Microsimulation Unit at the Department of Applied Economics at the University of Cambridge) analyses the effects of changes to the tax and benefits system. For the purposes of this exercise only revenue-neutral possibilities were considered, i.e., so that the changes create neither a net gain nor a net loss to the exchequer; and only schemes which require the minimum of administrative change were considered in order to facilitate an easy transition. (In particular, tax credits are left in place and all means-tested and National Insurance benefits are left as they are – though of course the payment of a Citizen’s Income will cause the amount of means-tested benefits received by an individual or a family to be reduced).  

The scheme
· Child benefit is increased to £15 per child.

· A Citizen’s Income is paid as follows: £20 p.w. to 16/17 year olds; £25 to adults below 65 years old, £30 between 65 and 75, £35 above 75.

· The individual tax allowance is reduced to 0. 

· A flat rate of income tax of 26% up to the current higher tax threshold, and thereafter 40% as now.

The results are as follows: 

· The scheme is revenue-neutral.    

· Gainers and losers are as follows:

	Income decile
	Average gain/loss %

	1
	26.17

	2
	14.78

	3
	9.51

	4
	5.70

	5
	1.34

	6
	-1.00

	7
	-2.63

	8
	-3.65

	9
	-4.40

	10
	-4.20
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Thus income is redistributed from people in the higher income deciles and towards those in the lower deciles, with high percentage increases for those in the lower deciles and low percentage decreases for those in the higher deciles. This kind of redistribution will not affect the lifestyles of the wealthy overmuch, it will leave middle-income individuals and families in much the same position as they are in now, and it will considerably increase the incomes of the poorest section of the community – and it achieves this whilst not deepening the poverty or unemployment traps. Because every individual and household will receive a greater proportion of their income as non-withdrawable cash payments, those in the lower earnings deciles will experience lower withdrawal rates and thus a greater incentive to increase their earned income.

Malcolm Torry is Director of the Citizen’s Income Trust

The views expressed in this article are not necessarily those of the Citizen’s Income Trust or its trustees. The Citizen’s Income Trust is a charity (reg. No. 328198), the purpose of which is to promote debate on the desirability and feasibility of Citizen’s Income schemes. It is financed from non-governmental sources, it is not a pressure group, and it is not aligned to any political party.

The Citizen’s Income Trust can be contacted at: Citizen’s Income Trust, P.O. Box 26586, London SE3 7WY; tel. 020 8305 1222; fax. 020 8305 1802; email: info@citizensincome.org; website: www.citizensincome.org. 
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