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ABSTRACT: In the last decade a growing interests in in-work benefits (IWBs) has been shown in most of the European countries. These instruments, through cash transfers paid by the tax system to households with low earning attainments, enhance the incentives to accept work and redistribute resources to low income groups. 

This paper analyses the effects of a potential implementation of a family based and an individualised IWB in Italy and Spain, using EUROMOD the EU-wide tax-benefit microsimulation model. The trade off between the redistributive and the incentive effects seems to be reinforced looking at the preliminary results of the simulations of the two IWBs. 

First round effects on income distribution, although being modest, are much more concentrated in the bottom of the distribution after the family based IWB rather than after the individualised IWB, in particular for Spain. Considering the incentive effects, individualised policies lead to higher incentive at the intensive margin, in particular at the bottom of the distribution. Moreover, at the extensive margin, individualised IWBs lead to larger financial gain to work for women in couple than family based IWB. Despite the influence of the Anglo-Saxon models, individualised IWBs should receive more attention if the enhancement of the labour market participation of women in couples is of fundamental concern
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1. INTRODUCTION
In the last decade a growing interests in in-work benefits (IWBs) has been shown in most of the European countries. These instruments, through cash transfers paid by the tax system to households with low earning attainments, enhance the incentives to accept work and redistribute resources to low income groups (Pearson and Scarpetta 2000; Blundell et al., 2000). Since the cash transfer is dependent on the employment status, such instruments can be politically more acceptable and more efficient than general schemes of social assistance. Moreover such supply side policies are directly appreciated by less protected workers rather than other measures as employer subsidies and social security contribution reductions (Martin and Grubb, 2001). This kind of public support can also avoid an increase in the wage rates above the market equilibrium with potential consequences on the employment rate (Bargain and Orsini, 2006). 
This paper analyses the effects of a potential implementation of a family based and an individualised IWB in Italy and Spain. A reduction of the poverty rates (the highest in Europe) and an increase of the women labour participation rate (much lower than in other countries) are two important objectives that can be achieved trough these policies. Comparing these countries with those in which IWBs are well established, it emerges the relevance of the comparison between the two forms of IWBs. 

IWBs, means-tested at family level, have been in place in the UK from 1971 and they have been reformed several times over the period. US, Canada, Ireland and New Zealand have also a relatively long experience with such schemes (Eissa and Hoynes, 2004). A second generation of IWBs has been recently implemented in continental Europe: France and Belgium, in particular, have introduced individualised IWBs being not means-tested at household level (Orsini, 2005). Although the individualised benefits can be lower in value and less targeted to poor households, they may avoid the main drawback of family based IWBs that can discourage the second earner in a couple to join the job market. 

The analyses of this paper make use of EUROMOD, the multi-country European wide tax-benefit model (Sutherland 2007). Taking into account the institutional framework conditions and making use of micro-simulation techniques in a cross-country comparative view, the paper aims to make two contributions.

The first contribution is to evaluate the trade off between the redistributive and the incentive effects of these policies in each national framework. The British Working Tax Credit has been taken as benchmark to simulate the family based IWB, while the individualised IWB has been simulated as a low wage subsidy. In order to compare them in a revenue neutral context, both the policies are simulated to have the same budget cost covered by an additional proportional surcharge within each country.

The second contribution is to compare such results in a cross country perspective in order to identify the main differences and which factors drive the different impacts of the simulated reforms.

The significant role plaid by the IWBs in the success of the Anglo-Saxon job market dynamics, with a particularly high increase in female employment rate in the last few years, should encourage other countries to study the feasibility of implementing such policies. As the results of this paper seem to confirm, it is time also for the Southern European countries to calibrate welfare instruments on the achievement of specific objectives.
The rest of the paper is structured as follows. The next section focuses on the economic and institutional framework of Italy and Spain, highlighting the limited current support received by working poor that should suggest the introduction of IWBs. The third section conceptualizes the rationale and the structure of the IWBs, both family based and individualised. The micro-simulation approach used in this paper is presented in section 4. Section 5 provides the results of the simulation exercises focusing on a cross-comparative perspective in order to evaluate the redistributive and incentive effects. Section 6 concludes with further developments arising from this preliminary version of the paper.
2. Economic and institutional framework
Comparing Southern European countries, Italy and Spain in particular, with countries in which IWBs are well established, it emerges that such countries show a number of common features that can make IWBs particularly well tailored to achieve both a poverty reduction and an increase in the labour market participation. Such countries show poverty and inequality rates among the highest in the EU-15 (Eurostat, 2005), with the working poor at the bottom of the income distribution given the absence of other generous social protection nets. As emerges from Figure 1, the proportion of low educated people, in particular women, is higher than in the UK (and elsewhere) and their participation rate is much lower.
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Figure 1 Education attainment and labour market participation

Source: author’s elaborations from ECHP (2001)

Focusing on the labour market participation of the women, it is clear that the absence of relevant assistance schemes leads the lone mothers in Italy and Spain to work more than mother in couples (Figure 2).
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Figure 2 Labour market participation of mothers
Source: author’s elaborations from ECHP (2001)

Following the indications of the Lisbon strategy and the experience of other European countries, it emerges the need of policies oriented at promoting the labour market participation of women in couples and at supporting the lone mothers, given their relative increasing number also in Italy and Spain over the last decade. The comparison between the two forms of IWBs seems to be particularly relevant.

In order to analyse the institutional background and the public support without going into details of each tax-benefit system, I present the budget constraint charts for an hypothetical couple, with one earner and two children (9 and 7 years old), in both the countries. The red line shows the net income (y axis) given the gross earning (x axis) and assuming no other income sources at household level.
Figure 3 reports the situation faced by such a family in Spain: those with low earnings do not receive any support (a part from the child benefit) but their earnings are not taxed, up to about 800 € a month, due to the presence of personal allowances. 

[image: image4.emf]Spain

-500

0

500

1,000

1,500

2,000

2,500

3,000

3,500

0 500 1,000 1,500 2,000 2,500 3,000 3,500

Gross earnings (monthly)

Net income

-10

0

10

20

30

40

50

60

std_dispy

originaly

out_ben

out_tax

out_simtax

out_eesic

out_simben


Figure 3 Budget constraint chart – Spain 2003
Couple, with one earner and two children (9 and 7 years old).

Source: author’s elaborations from EUROMOD (2003)

The situation of those with low earnings in Italy (Figure 4) is even worse, because they do not receive any support and the no tax-area (in the 2001) was quite low. Their net income is always less than gross earnings. The blue line shows the current Family Allowances, a sort of IWBs but targeted only to the employed with specific requirements in terms of family composition and job contract and decreasing in their income.

From the last two figures, even if only for a hypothetical family with specific earnings characteristics, it emerges the limited (if any) level of support to low income people through the tax-benefit system. This is the consequence of the absence of any minimum income scheme, the presence of non-refundable tax credits (especially in Italy, related to family composition and employment status) and IWBs, in the form of Family Allowances in Italy and refundable tax credit for working mothers in Spain, only targeted to specific categories of people.
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Figure 4 Budget constraint chart – Italy 2001
Couple, with one earner and two children (9 and 7 years old).

Source: author’s elaborations from EUROMOD (2001)

3. In-Work benefits: rationale and structure

[TO BE INCLUDED]
4. Simulation: model, data and approach

The analyses of this paper make use of EUROMOD, the multi-country European wide tax-benefit model covering the fifteen pre-2004 European Union member states and currently being extended to new Member States. One of the main aims of EUROMOD is to maximise comparability while maintaining transparency about real differences across countries. It combines information on relevant policy rules with detailed and representative data on individual and household circumstances drawn from national household income surveys (Sutherland, 2007). EUROMOD is a static microsimulation model, useful to estimate the distributional impact of a hypothetical policy considering the institutional existing framework and under specific revenue constraints. Alongside distributional effects, it gives the possibility to evaluate the economic incentive associated to a given policy, both at the intensive and the extensive margin, and to derive the budget constraints an individual faces under different labour market choices.
The baseline scenario refers to the 2001 tax-benefit system for Italy and to the 2003 system for Spain. Italian data come from the 1996 Bank of Italy Survey which contains information on 8135 households and 23924 individuals. Spanish data are from the 2004 wave of the new European Community Statistics on Income and living Conditions (EU-SILC), including information on 14640 households and 42107 individuals
. The monetary values in the Italian dataset have been updated to the reference year while demographic and labour information is kept constant.
In order to compare their effects, first I simulate a family based IWB and then an individualised IWB. Both policies are simulated to have the same budget cost. In order to guarantee revenue neutrality, such costs are covered by an additional proportional surcharge on taxable income within each country. Due to its nature, this tax does not have any redistributive implication.

Given the British experience in IWBs and the recent developments of these policies (Brewer, 2003) the Working Tax Credit (see previous section) has been taken as benchmark to simulate the family based IWB. In order to parameterise the thresholds of eligibility and the maximum amount of the benefit, I have considered the median of the entitlement gross income distribution in the UK. Then I have applied the same proportions in the relevant distributions in Italy and Spain. This approach has been used in microsimulation swapping exercises between countries (Levy et al., 2007) in order to maximise the coherence of a new policy in a given national context. The main eligibility condition requires that at least one person in the family works 16 or more hours a week (30 if there are no children). The amount of the tax credit depends on the family gross income (all main sources of income with the exception of children’s earnings and a disregarded amount for pensions, capital and property income) and it varies according to the structure of the family.
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Figure 5 Structure of Family Based IWB

Values in € per year. Source: Author’s calculations based on EUROMOD.

Figure 5 shows the structure of the family based IWB (henceforth “IWB fam”) with the relevant parameters for Italy and Spain (values in brackets). Family gross income above the given thresholds reduces the entitlement at the rate of 37%. Giving the underlying income distributions, values obtained for Italy are higher than those for Spain. The maximum amount for a couple working 30 or more hours a week is 4906 euro per year in Italy (3085 euro in Spain), exhausted when the annual gross income is around 19094 (12621).

The individualised IWB (henceforth “IWB ind”) has been simulated as a wage subsidy for all individuals working 16 or more hours a week. Its structure and the relevant amounts are depicted in the Figure 6. Eligible individuals with gross earnings below the first decile () of the earnings distribution are entitled to the full amount of the benefit, which is equal to an additional percentage  of their earnings. Earnings above  reduce the entitlement at the rate of 37%. The parameter  has been calibrated to 21.1% in Italy and 21.4% in Spain in order to get the same costs as the family based IWB
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Figure 6 Structure of Individualised IWB

Values in € per year. Source: Author’s calculations based on EUROMOD.
The maximum amount of the benefit for an individual in Italy with gross earnings around 6763 € per year (6149 in Spain) is about 1427 € (1316), with the possibility for other individuals of the same family of receiving their own IWB. As for the family based IWB, the values of the entitlement incomes are higher for Italy than for Spain. 

The current simulation does not take into account two issues potentially arising from the implementation of the IWBs. First, all the administrative arrangements have been ignored altough the British experience reveals both the relevance of frequent payments of the benefits and the difficulties related to the payment system (Brewer, 2006). Second, the existence of an implicit minimum wage has been assumed, imputing the full amount of the new benefit to the employee without any reduction in his gross wage. 
5. RESULTS
Given the structure of the pre-tax and benefit incomes and the family characteristics, the cost of the policies varies considerably across countries from around 3 billion of euro in Italy to 3.7 billion of euro in Spain (see Table 1), comparing to the 3.8 billion of pounds spent in the UK in 2003 for the Working Tax Credit (HM Revenue and Customs, 2005). These estimated costs do not take into account potential reductions of the cost of other transfer policies, which seem to be negligible given the limited amount of social assistance programs in the countries considered. In order to ensure revenue neutrality after the implementation of the IWBs and given the underlying tax base, in Italy the proportional surcharge is equal to 0.56% while in Spain is equal to 1.33%. 
As expected, the number of households beneficiaries of the individualised IWB is much higher than those recipients of the family based IWB (15.81% versus 8.25% in Italy), with percentages even higher in Spain (25.42% versus 15.99% in Spain).

The different nature of the two policies drives also the differences in the amount of the benefit, higher for the family based IWB both in terms of average and maximum value.
Table 1 Aggregate results
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Source: Author’s calculations based on EUROMOD.
5.1 Redistributive effects
In order to asses the impact on poverty of the introduction of the IWBs I consider the poverty rates before and after the reforms, keeping as benchmark the poverty line of the baseline scenario. Although the reduction in poverty rates may be modest due to the resources implied by the reforms and the equal revenue constraints, Table 2 shows that the reduction in poverty is more evident and statistically significant when I consider the poverty line as 40% of median of equivalent household disposable income rather than as 60%, in particular after the family based IWB. It contrasts with the situation 
Table 2 Redistributive effects: impact on poverty
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Source: Author’s calculations based on EUROMOD.
experienced in other countries where individuals at the bottom of the income distribution relies on social assistance and income support schemes more than on their earnings (Bargain and Orsini, 2006). This implies that in Italy and Spain a policy oriented at the working poor as the IWBs is also a mean to support the poorest individuals. 

The poverty reduction efficiency indicators traditionally used in the literature (Beckerman, 1979) and reported graphically in the Figure 7, provide a deep view of the impact of the IWBs to the poor individuals in each country.
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Figure 7 Poverty reduction efficiency indicators

From Table 3, it emerges to what extent the family based IWB is more efficient than the individualised IWB in achieving a poverty reduction. Of course, the indicators related to the poverty line set as 60% 
Table 3 Poverty reduction
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Source: Author’s calculations based on EUROMOD.
of the median are higher (and lower in the case of the Spillover Index), given the less effort needed to close the poverty gap.

Another proof that the redistributive impact of the IWB policies takes place among the poorest individuals is given by the inequality indexes. Table 4 shows that the reduction in inequality is much more remarkable when the indexes are more sensitive to income differences at bottom of the income distribution. 
Table 4 Redistributive effects: impact on inequality
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Source: Author’s calculations based on EUROMOD.
In order to asses the characteristics of the recipients of the IWBs and the main differences in the impact of the two policies, Figure 8 and 9 report the distribution of the gainers and the average percentage change in equivalent household disposable income. The same information is given for the overall population and two specific “target groups” (OECD, 2006) namely the lone parents and the couples with one earner and kids.
Looking at the overall population, the gainers are much more concentrated at the bottom of the income distribution, after the family based IWB rather than after the individualised IWB, especially in Italy where the family based IWB is well targeted to the poorest. In Spain the picture is partially different with both the two policies being less targeted to the poorest and the recipients much more spread across 
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Figure 8 Distributive impact of IWBs in Italy

Source: Author’s calculations based on EUROMOD.
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Figure 9 Distributive impact of IWBs in Spain

Source: Author’s calculations based on EUROMOD.
the income distribution. Focusing on the two target groups, the gainers are much more concentrated in the bottom of the distribution in both countries.

As expected, given that the policies are at the same cost, the average % change in equivalent disposable income is much higher and concentrated in case of family based IWB.
5.2 Economic incentives
In order to evaluate the extent to what the IWBs enhance the payoff to take paid job I consider how the incentives changes both at the intensive and the extensive margin (Immervoll 2004).

At the intensive margin, the Effective Marginal Tax rates (EMTRs) allow me to asses how the new fiscal regime modifies the payoff of working longer hours or of obtaining a better-paid job. EMTRs measure the percentage of a small change in individual earnings “taxed away” by the effects of the tax-benefit system. The increase applied to the individual gross earnings is 3% which corresponds on average to one extra worked hour per week of a full time worker. The EMTRs take into account any change in household income and they are evaluated at individual level for all individuals with positive earnings.
A priori EMTRs are expected to decrease for individuals close to the eligibility threshold and in the phase in region of the individualised IWB. At the opposite extreme, they should increase for all individuals in the phase out regions when the amount of the benefit decreases with increment in gross income. 

Figure 10 shows the distribution of the average EMTRs by equivalent household disposable income in 
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Figure 10 Distribution of average EMTRs by equivalent household income
Source: Author’s calculations based on EUROMOD.
the baseline scenario and under the different IWBs. A part from a general increase in the EMTRs, also 

due to the proportional surcharge to guarantee revenue neutrality, the individualised IWB leads to lower EMTRS than the family based IWB for the individuals in the first quintile, especially in Italy. For richer individuals the EMTRs after individualised IWB are generally higher due to the phase out region. 

Figure 11 shows the average EMTRs faced by the recipients of the two IWBs. In Italy the recipients of
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Figure 11 Distribution of average EMTRs by equivalent household income – Only recipients
Source: Author’s calculations based on EUROMOD.
the family based IWB face higher increases in the EMTRs (around 50%), while the recipients of the individualised IWB are subject to increases much lower and to the same average EMTRs if they are in the first quintile.

In Spain the relative increases are higher for the recipients of the individualised IWB, which a part from those in the first quintile, face always higher EMTRs than recipients of the family based IWB.
Usually EMTRs higher than 50% are considered one of the reasons of the poverty trap, a situation in which an individual has a little incentive to work more and it does not allow him to escape increase his income. Even if the EMTRs are higher after the introduction of the IWBs, their level in Italy and Spain is generally under this threshold with the exception of those faced by the recipients of the family based IWBs. In Spain they are generally lower in particular for the individuals at the bottom of the income distribution. 
In order to evaluate the economic incentives at the extensive margin, where the choice is about working rather than being out of the labour market, I look at the financial gains to work part time (20 hours a week) or full time (40) before and after each simulated IWB, for women aged 18-64 years, single and in couples separately. The financial gain is computed as the percentage increase in the household disposable income when the woman is simulated working part time or full time with respect to income when she is simulated being out of work. In this situation I assume that she does not qualify for unemployment benefits. This seems to be a realistic assumption in particular in the long run, given the relative short duration of such benefits. Under the assumption of constancy of current hourly wage for those in employment, I have predicted a wage also for inactive women using Heckman two-step wage regressions. Table 5 shows the coefficients, all with the expected signs both in the outcome equation and in the participation equation. Both in Italy and Spain the selection bias is significant, justifying the Heckman procedure. Given the absence of any income support scheme in the countries considered, the financial gains to work may be very high, in particular for single women. Figure 12 shows the ratio of the financial gains of working part time and full time before and after each simulated IWB, separately for singles and women in couples. Being assessed at household level, such measures take into account any variation in the income of other household members: they also can receive the simulated IWBs and are subject to the new proportional surcharge. This justifies ratios below the unit.
In Italy, single women face the same level of financial gain to work after both family based and individualised IWBs. For women in couples, the financial gain is higher after the individualised policy. The same pattern characterizes the financial gains in Spain but it is much more marked for women in 
Table 5 Heckman Two-step wage regressions
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Youngest child > 14 years -0.2754 0.0498 -0.2401 0.0329

Other hh private income (eq) -0.0001 0.0000 -0.0002 0.0000

Constant -5.2000 0.1936 -2.0507 0.1280

Rho 0.1598 0.0662 0.1529 0.0489

Sigma 0.6365 0.0100 0.5733 0.0054

Lambda 0.1017 0.0429 0.0877 0.0284

Number of obs 8137 13808

Censored obs 5590 6720

Uncensored obs 2547 7088

Wald chi2(5) 755.01 936.37

Prob > chi2 0 0

LR test of indep. Eqns (rho = 0): chi2(1) 4.51 6.54

Prob > chi2 0.0337 0.0105

SPAIN ITALY


Source: Author’s calculations.
couples. On the one hand, given the means test at family level, lower financial gains for women in couples after family based reveal the potential negative impact on women in couples of a family based IWB. In fact the family of a woman who decides to work, can lose the entitlement to receive the benefit. On the other hand, despite the lower average amount of the individualised benefit, single women seem to face the same level of financial gain especially in Spain where the individualised IWB is well targeted to the poorest lone parents.
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Figure 12 Ratio of average financial gains to work

Source: Author’s calculations based on EUROMOD.

6. Conclusions
The significant role plaid by the IWBs in the success of the Anglo-Saxon job market dynamics, with a particularly high increase in female employment rate in the last few years, should encourage other countries to study the feasibility of implementing such policies. Taking into account the institutional framework conditions and making use of micro-simulation techniques in a cross-country comparative view, in this paper I have analysed the effects of a potential implementation of a family based and an individualised IWB in Italy and Spain.
First round effects on income distribution, although being modest, are much more concentrated in the bottom of the distribution after the family based IWB rather than after the individualised IWB, in particular for Spain. From a redistributive point of view, family based IWBs seem to be better targeted to the poorest families and lead to higher redistributive impact at the very bottom of the income distribution. This is due to a specificity of the Southern European countries where, given the absence of relevant income support schemes, the working poor are among the poorest individuals. 
Considering the incentive effects, individualised policies lead to higher incentive at the intensive margin, in particular at the bottom of the distribution. Moreover, at the extensive margin, individualised IWBs lead to larger financial gain to work for women in couple than family based IWB. 
The trade off between the redistributive and the incentive effects seems to be reinforced looking at the two different simulated IWBs, which should be evaluated carefully given the aims of their potential implementation. Despite the influence of the Anglo-Saxon models on the policy makers, individualised IWBs should receive more attention if the enhancement of the labour market participation of women in couples is of fundamental concern.
The policy swap exercise conducted in the paper is just a first step to simulate the effects of the implementation of different IWBs in Italy and Spain. On the base of these preliminary results, two developments of the paper are currently ongoing. The first is to consider to what extent and with which effects these IWBs could be better integrated with the existing tax-benefits instruments directed to the working poor in each country, in particular with the Family Allowances and the family non-refundable tax credits in Italy and the Working Mother Tax Credits in Spain. The second if to use a discrete-choice model in order to estimate the labour supply responses to the implemented IWBs focusing on the differences in the behavioural changes of women in couples. 

The final aim is to focus explicitly on the lessons that can be drawn from international comparison on the different way of supporting the working poor within each country. 
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� This paper uses EUROMOD version C6. EUROMOD is continually being improved and updated. Any remaining errors, results produced, interpretations or views presented are the author’s responsibility. EUROMOD relies on micro-data from twelve different sources for fifteen countries. This paper uses data from the Survey of Household Income and Wealth (SHIW95) made available by the Bank of Italy and from the EU-SILC made available by Eurostat. I am indebted to all past and current members of the EUROMOD consortium for the construction and development of EUROMOD.











� EUROMOD Spanish system based on the new EU-SILC data is still to be validated.
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