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Abstract:

The combination of different working-age benefits, childcare costs and income taxation creates
complexity, reduces work incentives and holds back employment. This paper compares Finland’s benefit
system with two benefit reform scenarios: a uniform benefit for all (*‘basic income™) and a universal
tapering rule (“‘universal credit”). The scenarios are modelled in the OECD TaxBen model and the TUJA
microsimulation model. We find that replacing current benefits with a basic income would improve
incentives for many, but with a drastic redistribution of income and likely increasing poverty as a result.
Merging working-age benefits with similar aims and coordinating their tapering against earnings would
on the other hand consistently improve work incentives and transparency, while preserving or improving
social protection.
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Introduction

1. A well-functioning benefit system should encourage work, offer strong social protection and be
affordable to the taxpayer. In principle, these goals may form a policy trilemma: high benefit levels can
only be combined with strong work incentives if benefits are withdrawn (tapered) slowly against income
from work, and generosity combined with slow tapering has a significant fiscal cost. In practice, however,
many welfare systems are replete with inefficiencies and benefit reform may therefore not necessarily face
such trade-offs. Indeed, working-age benefits in most OECD countries are patchworks of different schemes
introduced and reformed over time to cater to different needs, and often administered by different agencies
and at different levels of government. Complex interactions between different benefits and income taxation
create incentive- and inactivity traps, often compounded by schemes targeting specific demographic
groups, such as older workers and families with children. “Bureaucratic traps”, where complex benefit
rules combined with administrative practices create a real or perceived risk of losing eligibility or delayed
benefit payments, can further reduce the attractiveness of work for risk-adverse, often cash-strapped,
individuals. In this situation, significant gains can be achieved by improving and simplifying benefit
design, removing inactivity-, incentive- and bureaucratic traps (OECD, 2018).

2. The income from working, net of taxes and benefit loss is not the only factor affecting individual
decisions to take up work or increase work efforts. Work-related expenses, spouse income, the number and
age of children, regional housing price differences and individual preferences will for example play
important roles. For these reasons and because of the need for balancing incentives with inequality and
affordability, it is impossible to determine a general optimal incentive level. However, marginal effective
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tax rates and/or average effective tax rates (Annex 1) exceeding 100% mean that individuals will lose
money from taking up work or working more and are clearly too high. Such disincentives exist nonetheless
for some specific individual circumstances in some OECD countries, and average effective tax rates above
80%, which also constitute quite weak incentives, are quite common (Figure 1).

Figure 1. Work does not always pay
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1. Incidence of an average effective tax rate within the indicated%inge for individuals transitioning from unemployment to full-time

work in the initial phase of unemployment. A value of 100 means that all modelled individuals face inactivity traps. Zero means
that none do. Unemployment insurance and means-tested top-ups are included. Average effective tax rates are modelled for six
household types: single; single parent; couple, inactive spouse, no children; couple, inactive spouse, two children; couple,
working spouse, no children, and; couple, working spouse, two children, and for five income levels: 33%, 50%, 67%, 100% and
150% of national average wage. Households with children are assumed to have two children aged four and six.

Source: Calculations based on the OECD TaxBen model.

3. A further challenge comes from digitalisation, automation and globalisation, which have led to
profound changes in working life over the past few decades, and will continue to do so going forward.
Adapting the social safety net to the future of work and treating freelancers and self-employed as far as
possible on an equal footing with regular workers is a major challenge to social protection systems across
the OECD, but not an insurmountable one (OECD, 2016a; 2017a). Technology also offers solutions.
Linking benefit payments to real-time income registries, as planned in Finland from 2020, holds the
potential to improve transparency and provide seamless transitions between work and benefits.

4. To contribute to an informed debate about how social benefit system design can contribute to
reduce complexity, improve work incentives and help meet the challenges from a changing world of work,
two benefit reform scenarios are developed for the case of Finland: a universal benefit for all (*basic
income”), and a universal tapering rule for all existing benefits (“universal credit”). The scenarios are
compared on how they change work incentives compared to the existing system (Table 1), whether they
are affordable, and how they would affect the distribution of income.

5. In the case of Finland, a universal basic income at a level that does not imply crippling income
taxation, fails to protect vulnerable individuals as well as the current system. A basic income can simplify
the benefit system and improve work incentives for some. However, even when retaining some means-
tested top-ups, a basic income will imply that the current targeting of benefits changes drastically, resulting
in a major redistribution of income. The basic income scenario also increases poverty substantially. The
scale of income redistribution and poverty increase clearly depends on the concrete assumptions in the
basic income scenario. However, when defining a basic income as a uniform benefit to replace many of the



current targeted benefits it will not achieve the redistribution of the current system or a universal credit,
where benefits are targeted to those who need them more. Other, more targeted lump-sum benefit
structures can potentially perform better. A basic income would also perform better in a setting where the
social safety net is less complete and inclusive than in Finland.

Table 1. Summary of benefit reform scenarios

Basic income Universal credit
Current system : -
scenario scenario
Benefit / fee Programme description
Lone parent child maintenance Family benefit
allowance (lump-sum)
Child and

Family benefit

lone parent = Lone parent supplement to (lump-sum)

(lump-sum)  child benefit

Family benefit Child benefit

Homecare allowance

Childcare Homecare supplement

benefit
Municipal homecare Basic income
supplement

Labour market subsidy

Unemployment . .
Basic unemployment insurance

benefit Universal credit
Income-related unemployment insurance
Skl Basic and household related amount
EREIBENES Housing supplement Social assistance
Housing benefit Housing allowance Housing benefit

Income related
Childcare fee Childcare fee

Floor and ceiling Childcare fee

(lump-sum)

6. In contrast, a universal credit-type reform, adapted to Finnish circumstances, can alleviate
complexity, strengthen work incentives consistently across household types, raise social protection and
reduce poverty within the current fiscal envelope. This reform scenario is only a relatively small departure
from the current system compared to the basic income scenario. A practical implementation of such reform
would nonetheless be more technically demanding than a basic income.

7. This paper is structured as follows: The second section explains key features of the current
benefit system and outlines the two benefit scenarios. The third section compares how the two scenarios
affect incentives, inclusiveness and affordability. The fourth section discusses priorities and concrete
actions to gradually move the Finnish benefit system in the direction of greater simplicity and better work
incentives. The fifth section summarises and concludes.



Benefit reform scenarios

8. The OECD TaxBen model embodies the rules governing the main working-age benefits of most
OECD countries from 2001 to 2015. This model is used below to describe the main features, strengths and
weaknesses of the existing tax-benefit system and two possible directions of reform: a uniform benefit for
all (universal basic income); and a uniform tapering rule for all existing benefits (universal credit).

Strengths and weaknesses of the current system

9. In Finland, unemployment benefits, housing benefits, and social assistance fulfil related purposes
and operate along the same dimensions, but have their particular sets of rules that are only partially
harmonised. Different benefits have different eligibility criteria and formulas to calculate the initial benefit
amount, as this reflects different needs and rights. Unemployment insurance depends on work history,
active job search and participation in activation schemes. The means-tested housing benefit depends on
housing costs, subject to a ceiling determined by household size and local housing costs. Social assistance
is a last-resort benefit aiming to raise living standards of all individuals to a minimum level, also
accounting for family size and housing expenses. A homecare allowance is available for those who choose
to forego public childcare and take care of their own children. Many municipalities also provide top-ups to
the homecare allowance (Table 2; OECD, 2016b).

Table 2. Main working age benefits and income taxation*
Benefit Eligibility criteria Initial amount Income/wealth Taxable
definition for tapering
Labour market subsidy Registered as unemployed A personal "basic amount" Gross individual Yes
(Tydmarkkinatuki) and available for work or and supplements for children earnings plus capital
activation policies? income and parents'
income if living
together
Basic unemployment As in the labour market As in the labour market Gross individual Yes
insurance subsidy, plus 26 weeks of subsidy earnings
(Peruspaivaraha) work for the past 28 months?
Income-related As in basic unemployment As in basic unemployment Gross individual Yes
unemployment insurance insurance, plus membership insurance plus a percentage earnings
(Ansiosidonnainen in unemployment fund? of pre-unemployment income
tyottdmyyspaivaraha)
Housing allowance Low income Housing costs, family size and  Gross household No
(Yleinen asumistuki) composition, geographical income including
area taxable benefits
Social assistance Low income Housing costs, family size and  Net household income No
(Toimeentulotuki) composition, geographical after taxes and
area, childcare costs benefits, wealth
Homecare allowance Does not use public Number of children and their Gross household Yes
(Kotihoidontuki) childcare and has children age; municipal supplement income (only applies
aged 1-3 follows local rules for means-tested
supplement)
Tax/fee Criteria Structure Income definition
Childcare fee Number of children aged 1-6  Flat rate with floor and ceiling  Gross household
(Paivahoitomaksu) in public childcare income
Income taxation and Progressive tax schedule Gross individual
social security income
contributions
1. The reference date for all information is 1 July 2015.
2. Working hours may not exceed 80% of full-time work in the case of part-time unemployment benefits.
Source: OECD (2016b).
10. Income definitions and tapering rules differ across benefit types. Unemployment insurance

benefits are taxable and tapered on gross individual earnings. Social assistance and housing benefits
provide top-ups to net income, and are hence not taxable. Income taxation in Finland consists of a flat-rate



social security contribution, a flat-rate municipal income tax with a basic allowance and an allowance
based on earned income, a progressive central government income tax, an earned income tax credit and a
child tax credit in addition to various other deductions covering special circumstances. As in the other
Nordics, the income tax is applied to individual income. Individual income taxation generally favours two-
earner couples compared to taxation of household income, since second earners then benefit from tax
allowances, tax credits and lower marginal taxes in progressive tax schedules. However, the childcare fee
for one to six year-old children attending public childcare is equivalent to an additional income tax with a
floor and a ceiling but is calculated on the basis of household income, contrary to regular income taxation
(OECD, 2016b).

11. The main disincentives for those entitled to unemployment insurance originate in unemployment
insurance tapering (Figure 2, Panel A), even though housing benefits may also matter, notably for those
who do not qualify for the income-related unemployment insurance. Work incentives for those eligible to
keep their benefit while working part-time are quite strong in Finland up to a certain point, with among the
lowest average effective tax rates in the OECD. This is due to earned income tax credits, a EUR 300
monthly earnings disregard and relatively slow tapering of unemployment benefits (at a rate of 50% of
earnings). However, working more than approximately 40% of full-time is strongly discouraged, first by
marginal effective tax rates of above 100%, stemming from a rule capping the sum of earnings and benefits
at the level of pre-unemployment earnings. Thereafter, an individual working more than 80% of full time
loses eligibility to unemployment benefits, resulting in a cliff-edge loss of benefits discouraging full-time
work (Panels C and E).

12. Individuals eligible for means-tested social assistance will also usually receive the means-tested
housing benefit (Figure 2, Panel B). Social assistance is tapered at a rate of 80% of net income up to a
threshold, after which it is tapered euro for euro. The housing benefit has relatively complex tapering rules
translating to a taper rate of approximately 34% of gross household income, but since it is part of the
income definition for social assistance, marginal effective tax rates for the two benefits combined never
exceed 100% (Panel F). One-earner households (singles and couples, with or without children) with
moderate earnings prospects face average effective tax rates between 70% and 90% in most situations —
high compared to the OECD average but not unique (Panel D). However, second earners with children are
eligible to receive the homecare allowance, and will also pay the childcare fee when entering work,
resulting in an average effective tax rate well above 100% when working less than approximately 40% of
full-time (see Figure 9 as well as Figure A2.2., Panel P in Annex 2).

13. Simulated work incentives for individuals in model households will depend on the assumptions
fed into the benefit model. The current system is here described on the basis of standard assumptions used
in the OECD TaxBen model to calculate standard indicators of work incentives, and based on the actual
rules and rates in 2015. Two things are worth noting in this respect. The standard assumption that
incentives are measured at the beginning of the unemployment spell increases the benefit amount for the
unemployment insurance from the normal level to an increased level which used to be generally available
for the first 90 days of unemployment, but which is now only available (for a maximum of 200 days) if the
individual participates in activation policies. Second, the maximum childcare fee for the second sibling in
public childcare has been lowered from 90% of the fee for the first child to 50% as of 2018. However,
looking more closely at the data underlying Figure 1, it is clear that even though these two factors (notably
the increased allowance) affect work incentives, they do not change the overall picture of weak work
incentives for individuals with low earnings (Table 3).



Figure 2. Net income and work incentives in the current system
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1. A single person entitled to unemployment insurance going into work, with hourly earnings pre- and post-unemployment of 67% of the
national average wage in the initial phase of unemployment. Means-tested benefits are allowed as top-ups to unemployment insurance.

2. A single person not entitled to unemployment insurance going into work with hourly earnings of 67% of the national average wage.

3. Extreme positive rates have been capped at 120%. The shaded area denotes the range between the 25th and the 75th percentile in the
OECD area.

Source: Calculations based on the OECD TaxBen model.



Table 3. Details behind Finland’s score in Figure 1 and alternative assumptions

Household type Earnings' AETR? AETR alternative®
Single 0.33 87 87
Lone parent 0.33 86 83
Couple, inactive spouse, no children 0.33 87 87
Couple, inactive spouse, 2 children 0.33 87 87
Couple, working spouse, no children 0.33 75 71
Couple, working spouse, 2 children 0.33 122 112
Single 0.5 85 82
Lone parent 0.5 93 90
Couple, inactive spouse, no children 0.5 92 92
Couple, inactive spouse, 2 children 0.5 92 92
Couple, working spouse, no children 0.5 74 69
Couple, working spouse, 2 children 0.5 110 99
Single 0.67 79 76
Lone parent 0.67 98 95
Couple, inactive spouse, no children 0.67 87 87
Couple, inactive spouse, 2 children 0.67 94 94
Couple, working spouse, no children 0.67 75 69
Couple, working spouse, 2 children 0.67 102 92
Single 1 76 70
Lone parent 1 96 91
Couple, inactive spouse, no children 1 79 76
Couple, inactive spouse, 2 children 1 85 84
Couple, working spouse, no children 1 76 70
Couple, working spouse, 2 children 1 94 85
Single 15 74 67
Lone parent 15 86 80
Couple, inactive spouse, no children 15 74 69
Couple, inactive spouse, 2 children 15 76 73
Couple, working spouse, no children 15 74 67
Couple, working spouse, 2 children 15 85 77

1. In % of national average wage. Pre-unemployment earnings equal post-unemployment earnings.
2. Average effective tax rate.

3. Alternative scenario in which the increased unemployment benefit is suppressed, and the maximum childcare fee for the second
child is reduced to 50% of the maximum for the first child in line with reforms enacted since 2015.

Source: Calculations based on the OECD TaxBen model.
Universal basic income: a uniform benefit for all

14. A basic income is a uniform benefit to all, regardless of earnings or individual circumstances.
The concept of a basic income is not new, and most OECD countries already include unconditional
transfers to certain groups in the form of, for example, child benefits and basic old-age pensions. However,
the idea of such a benefit for the whole population has gained renewed attention lately as a possible
response to challenges facing traditional social protection systems, such as the rise of atypical forms of
employment and risk of job losses due to automation, as well as imbalances between work, family and
leisure. Incomplete coverage of insurance transfers leading to insufficient security for the poor in existing
cash support is a further argument, although one with relatively little relevance for Finland, a country with
low inequality and benefits effectively sheltering the poor (Figure 3).



Figure 3. Existing cash support is targeted towards the poor in Finland
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15. Furthermore, basic income has been put forward as a major simplification of existing benefit systems,
and could improve work incentives, since a basic income is not tapered against earnings. However, if existing
spending on all working-age benefits was distributed to the same age group as a basic income with an equal
amount to all, the benefit level would only constitute 13% of the median income, or 26% of the relative poverty
threshold. Financing a basic income at a meaningful level thus requires additional tax revenue, and heavier
taxation of income will, at least partially, neutralise enhanced work incentives (OECD, 2017b).

16. In Finland, a lively academic and political debate about the subject eventually led to the
implementation of a two-year basic income trial, which started in January 2017. The experiment covers 2 000
recipients of unemployment assistance, and converts the EUR 560 a month (before tax) unemployment
assistance into an unconditional benefit in the sense that tapering and mandatory activation and job search
requirements are abolished for the individuals concerned. Income taxation and other benefits are kept
unchanged, so that no participant loses out compared to the current system, contrary to what would happen if
the scheme was implemented nationally and financed through taxation (Kela 2016; OECD, 2017b).

17. The basic income scenario presented here follows closely the scenario outlined by Browne and
Immervoll in OECD (2017b) and Browne and Immervoll (2017). The basic income applies to working-age
individuals and is set at EUR 573 (486) per month before (after) tax. This level corresponds to social
assistance for adults, with basic income for children derived from social assistance child supplements
(EUR 237 before tax). The new benefit replaces unemployment, social assistance (except the housing
element) and early retirement benefits, but disability benefits and cash support for housing are retained (see
Table 1, 2 and Table A3.1 in Annex 3). Setting the basic income at a level that would fully remove the
need for needs-tested housing related top-ups would imply crippling income taxation. A basic income of
EUR 1500 per month would for example require a flat-rate income tax of 79% (replacing current income
taxation), but would not fully remove the need for housing benefits (Kela, 2016).

18. All tax credits and allowances are removed to fund the reform. There is little rationale for a tax-
free earnings allowance when everyone receives a minimum level of income. Furthermore, the zero
bracket in the government income tax is abolished and all other brackets are shifted proportionally, which
implies raising taxes significantly. The basic income is taxable, introducing some progressivity reflecting
the income taxation schedule.

19. The scenario diverges from the scenario presented in OECD (2017b) in that it is calculated on the
basis of 2015 tax- and benefit rules, whereas OECD (2017b) is based on 2014 rules. The biggest change



from 2014 to 2015 is a major simplification of the general housing allowance, where for example the age,
surface or heating system of a building stopped having an effect on the benefit amount. Furthermore, the
maintenance allowance to single parents is kept outside of the basic income, while it was suppressed and
replaced by the basic income in OECD (2017b).

20. The basic income in this scenario undeniably reduces complexity in entitlement rules, which
could be further streamlined by merging housing benefits and the housing element of social assistance
(Figure 4, Panel A). The cliff-edge loss of income associated with the loss of unemployment benefits when
working more than 80% is also eliminated, enhancing incentives to work full-time for the unemployed.
However, incentives to take on part-time jobs would be fairly weak, as the combination of heavier taxation
on low incomes and tapering of housing benefits would imply high marginal effective tax rates on low
earnings (Panel C), and average effective tax rates of around 90% or above for individuals with moderate
earnings potential working up to around 60% of full-time (Panel B). Second earners dependent on public
childcare would, as in the current system, lose out compared to inactivity if working less than
approximately 40% of full-time (See Figure A2.2, Panel R in Annex 2).

Figure 4. Net income and work incentives in the basic income scenario?
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1. A single person going into work, with hourly earnings of 67% of the national average wage.

2. Extreme positive rates have been capped at 120%. The shaded area denotes the range between the 25th and the 75th percentile in the
OECD area.

Source: Calculations based on the OECD TaxBen model.
Universal credit: a uniform tapering rule for all existing benefits

21. A very different approach to reducing complexity and disincentives lies in harmonising tapering
rules for the different working-age benefits already in place. In practice, such an approach is equivalent to



merging the benefits in question into one single benefit, and it requires centralisation of benefit
administration and harmonisation of the tax treatment of benefits. If well-executed and linked to a
functioning real-time income registry, such a benefit holds the potential to provide seamless transition from
unemployment to work and adjustment to varying work hours. The most prominent example of this type of
benefit system is found in the United Kingdom, where the process of rolling out a universal credit
nationally is ongoing.

22. The universal credit benefit design has here been adapted to Finnish circumstances. The scenario
merges unemployment related benefits, the housing allowance, social assistance and some child benefits
into one single benefit with one single tapering rule. In order to isolate the effect of harmonising tapering,
the calculation of the “initial amount”, the benefit amount received by an individual out of work, follows
exactly the same rules as in the current system:

¢ Unemployment insurance is calculated first, but removing the current income test and adjusting the
benefit level for different tax treatment.

e Thereafter, housing benefits are calculated, but removing own earnings from the income test. In
other words, one individual without earnings will receive housing benefits calculated as a function
of the spouse’s income and own unemployment insurance entitlement.

e Social assistance is calculated in the same way as the housing benefit by removing own income,
but now adding also the housing benefit and subtracting income tax for the income test.

e The benefits are then added together to the universal credit initial amount, the benefit amount the
individual receives when he or she has no other income.

23. The initial amount is by definition the same as the individual would receive in the current system.
Some relatively minor differences occur nonetheless, because of the difficulty to adjust accurately for the
change of unemployment benefits from being taxable to being non-taxable.

24, The universal credit is non-taxable and tapered with a rate of 65% on after-tax income. In other
words, the net gain from working will be 35 cents of each euro earned after tax. Tapering on after-tax income
secures by design that the marginal effective tax rate never exceeds 100%, and smooths out marginal incentives
for different earnings levels.” Choosing a lower taper rate and/or a higher disregard would improve work
incentives, but increase the cost of the benefit. The universal credit in the United Kingdom provides earnings
disregards, varying by family type, with the explicit aim to improve work incentives for part-time workers. The
choice not to introduce an earnings disregard in the scenario presented here results in comparatively weaker
incentives to take on part-time work, but increases affordability.

25. The homecare allowance is abolished, or at least the link to childcare participation is removed.
Furthermore, the current childcare fee, which is structured as an income tax, is removed. It is replaced by a
lump-sum fee equal to the maximum payable fee in the current system, but the fee is offset for low-income
earners by adding a new childcare supplement to the universal credit (see Table 1 and Table A3.1 in Annex
3). Since this benefit is tapered in a coordinated manner with the other benefits included in the universal
credit, these changes remove the current incentive traps for parents of children aged one to six entirely.

26. Despite preserving the relatively complex rules governing eligibility and calculation of the initial
amount from the current system, the universal credit scenario would increase transparency and predictability
dramatically from the point of view of the benefit recipient. Once the eligibility and initial amount are
confirmed by the public employment service, the pay-off from working or increasing work time is quite
transparent (Figure 5, Panels A and B). More importantly, the pay-off will always be positive (Panels

2 In practice, annual taxation is a hurdle to monthly tapering on post-tax income, although this hurdle could be
overcome either by moving to monthly income taxation, or by approximating monthly post-tax income as a
basis for benefit calculation.



Figure 5. Net income and work incentives in the universal credit scenario
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1. A single person entitled to unemployment insurance going into work, with hourly earnings pre- and post-unemployment of 67% of the
national average wage. Means-tested benefits are allowed as top-ups to unemployment insurance.

2. A single person not entitled to unemployment insurance going into work with hourly earnings of 67% of the national average wage.

3. Extreme positive rates have been capped at 120%. The shaded area denotes the range between the 25th and the 75th percentile in the
OECD area.

Source: Calculations based on the OECD TaxBen model.

C and D). However, avoiding peaks in the marginal effective tax rate results in benefits being completely
tapered off at higher earnings levels than before and comes at the cost of inferior incentives to take on part-
time jobs (up to around 40%-50% of full-time) compared to unemployment insurance recipients in the
current system. Nonetheless, a longer interval of relatively high marginal effective tax rates is likely
preferable to the “cliff-edge” benefit loss associated with unemployment insurance in the current system
(Parels E and F). Individuals on social assistance have lower or equal average effective tax rates in the



universal credit than in the current system, since the initial benefit level is the same, while the taper rate is
lower.

217. It should be noted that in order to mimic the targeting of the current system as closely as possible
and allow for unemployment insurance tapering on individual income, the Finnish version of universal
credit outlined here would in practice consist of two parts tapered in sequence: one “household part” and
one “individual part”. The household part would replace the means-tested housing-and social assistance
benefits, and it would be tapered on family income. The individual part would consist of unemployment
insurance and childcare benefits. This part would be tapered on individual income after the household part
was fully exhausted.

Comparing the scenarios

28. This section compares incentives in the current system and the two scenarios by studying effects
on model households. Fiscal effects of the two scenarios are calculated, and fiscally neutral scenarios
constructed and used to gauge distributional effects within the TUJA microsimulation framework. TUJA
consists of a tax-benefit calculator linked to microdata, maintained and used by the VATT Institute for
Economic Research and the Finnish government. The algorithms used in the tax-benefit model resemble as
closely as possible the relevant entitlement rules as applied by relevant agencies and institutions. The
microdata originate from Statistics Finland’s Income Distribution Survey with a sample size of
approximately 10 000 households (Bargain et al., 2010).

29. A key element of many basic income proposals is that the benefit is given out with no strings
attached. Proponents of a basic income often argue that when individuals are released from the
straightjacket of job search conditionality and mandatory activation policy this frees them to undertake
activities creating value for society, for example by becoming entrepreneurs. Opponents of a basic income
often claim the opposite: that conditionality spurs individuals to engage in gainful activities. A large body
of research shows that such conditionality can offset negative effects of a high benefit level, a proxy for
weak work incentives (see for example Blanchard et al. and 2013, Martin, 2014). In other words,
conditionality leads to better outcomes in general, but to the extent a basic income or another benefit
reform improves work incentives considerably, the case for conditionality may be less imperative.

30. Whether or not benefit conditionality increases or reduces benefit dependency is not explicitly
analysed in this paper, but it is worth noting that conditionality does not relate to a specific benefit design.
A basic income benefit design could in principle be conditional on some mandatory activities, like job
search (for those who do not already have one). Likewise, the current benefit design could remain in place
even if activation requirements were abolished, and a universal credit reform could be implemented
without conditionality. Reform proposals should hence be evaluated based on their impact on incentives,
inclusiveness and affordability, not on secondary assumptions about the conditionality regime.

Incentives

31. Full-time work is still the norm in Finland, and the most useful measure of work incentives for people
on unemployment insurance, presumably relatively close to the labour market, may therefore be the average
effective tax rate for full-time workers. However, many skills are job-specific, earnings potential deteriorates
quickly following involuntary unemployment, shrinking regional job markets offer few attractive jobs, and the
incidence of non-standard types of work also increases after displacement. A significant share of the
unemployed may therefore not recoup the same salary level as before their unemployment spell (OECD, 2013).
Deteriorating earnings potential can add to disincentives, because the benefit amount in the current
unemployment insurance is calculated on the basis of previous earnings, while tapering is partially based on
work hours.

32. In the current system an unemployed person with moderate pre-unemployment earnings and the
possibility to go back to full-time work with 80% of previous earnings would face relatively high average
effective tax rates when taking up employment, regardless of his or her family situation (Table 4). This is



mainly because unemployment benefit is cut off for those going back to working more than 80% of full-time.
Even though this cut-off applies to all three versions of the unemployment benefit, it is more likely to be binding
for recipients of income-related unemployment insurance than for those receiving more modest amounts in the
basic unemployment insurance or the labour market subsidy, a benefit available to those who are not eligible for
the other two versions, for example after long-term unemployment. Even with the same salary as in the old job,
monetary incentives for an individual entitled to the earnings-related insurance would in many cases be weak,
with 75 to 102% of earnings being taxed away, depending on family situation (Table 2.2 A). Work incentives
are stronger under both the basic income and the universal credit. They would vary considerably with family
type in the basic income, while they by design would be fairly uniform with the universal credit, never
exceeding 73.4%. Improved incentives under the basic income are partly a result of a considerably lower initial
benefit level than in both the current system and the universal credit, since unemployment insurance is
abolished.

33. Individuals not entitled to earnings-based unemployment insurance can typically be expected to have
relatively low earnings prospects and weak labour market attachments. Comparing the average effective tax rate
for individuals with modest earnings prospects entitled to social assistance entering work shows that incentives
in the basic income scenario are inferior or equivalent to the current system for half-time workers. This is due to
the higher marginal tax rates necessary to fund the benefit, combined with the tapering of housing-related
benefits. The universal credit on the other hand, displays equivalent or better incentives for all household types.
For full-time workers, different work incentives between the basic income and the current system reflect that a
basic income is more generous towards couples, while the combination of higher income taxation and tapering
of the housing benefit reduces incentives for single-adult households. Average effective tax rates in the
universal credit scenario never exceed 73.4%, a considerable improvement compared to the current system
(Table 5).

Table 4. Comparative average effective tax rates, income-related unemployment insurance
Previous earnings 67% of national average Wage1

Going back to work full time with 100% of Going back to work full time with 80% of

previous earnings previous earnings
. Universal - Universal

Household type Current system  Basic income credit Current system Basic income credit
Single 79.1 72.0 73.4 89.4 78.3 72.2
Single parent 97.7 86.2 73.4 99.5 91.4 72.2
Single earner in childless couple 86.5 68.2 73.4 90.3 73.6 72.2
Slr_]gle earner in couple with 88.3 744 734 93.8 813 729
children

Second earner in childless couple 74.6 43.9 64.8 83.7 43.2 715
Second earner in couple with 102.0 66.1 734 118.0 71.0 729

children

A person entitled to unemployment insurance. Means-tested benefits are allowed as top-ups to unemployment insurance. Households with
children are assumed to have two children aged two and five. The person is going into work in the initial phase of unemployment but following
any waiting period. Additional tables available in Annex 3.

Source: Calculations based on the OECD TaxBen model.

Table 5. Comparative average effective tax rates, social assistance and housing benefit
Hourly wage equal to 67% of the national average wage1

Half time Full time
- Universal . Universal

Household type Current system Basic income credit Current system Basic income credit
Single 87.6 87.9 69.1 72.0 72.0 72.0
Single parent 67.6 92.5 69.1 77.1 86.2 73.4
Single earner in childless couple 87.6 87.9 69.1 86.5 68.2 73.4
Slr_]gle earner in couple with 876 87.9 69.1 806 744 734
children

Second earner in childless couple 11.6 41.9 11.6 24.0 439 24.0
Second earner in couple with 89.4 86.3 56.0 66.6 66.1 463

children

Households with children are assumed to have two children aged two and five. Additional tables available in Annex 3.
Source: Calculations based on the OECD TaxBen model.



Inclusiveness and affordability

34. To evaluate fiscal and distributional effects, scenarios are developed in the TUJA
microsimulation framework, as close as possible to those outlined above. The scenarios are limited to
individuals aged 18 to 65 years (the statutory pension age). For the basic income scenario, disability
benefits and pensions are reduced by an amount equal to the basic income. In addition to the benefits
mentioned above, parental leave benefits and student grants are abolished.

35. The universal credit scenario is constructed as outlined above, with the following adjustments:
part-time unemployment benefits are adjusted to their hypothetical levels if the individual was not
working, and taxes paid on unemployment benefits are removed. Means-tested and municipal supplements
to the homecare allowance are removed, but the basic (lump-sum per child) allowance is kept in place, to
reflect that a restructuring of the allowance would likely be partly compensated by other transfers, for
example an increase in parental leave payments to low-income parents, but not tied to the use of public
childcare. Contrary to the scenario developed in the OECD TaxBen model, this scenario is modelled with
tapering of the universal credit on family income, as calculating the individual part of the unemployment
insurance in not possible with annual microdata.

36. Consistent with OECD (2017b) the adjustment of the government income tax in the basic income
scenario turns out to be more heavy-handed than necessary to achieve fiscal neutrality. The static effects of the
basic income scenario would strengthen the budget balance by EUR 4.6bn, or 2% of GDP. The cost of the basic
income (17bn) is more than offset by increased taxation (13.1bn), and reduced net expenditure, notably on social
assistance (2.5bn), unemployment benefits (2.1bn), early pensions (1.2bn) and the child benefit (1bn). In the
universal credit scenario, the budget balance strengthens by EUR 0.8bn. However, the fiscal savings are likely to a
large extent driven by tapering on family income and therefore overstated compared to a scenario with individual
rights to an unemployment insurance element, as outlined above.

37. Fiscally neutral scenarios are constructed to isolate the redistribution effects of potential reforms. The
marginal income tax is reduced by 4 percentage points in the basic income scenario, which makes the scenario
close to fiscally neutral. Such a reform would change the income distribution significantly, with losses in the
bottom four income deciles and small gains in the top six. Incomes in the lowest deciles are reduced most strongly
by abolishing social assistance and unemployment benefits, but abolishing early pensions, student grants and
income tax allowances- and credits also affect low incomes disproportionally. The basic income offsets these
income losses to an extent, but not completely. The modified income tax schedule, along with abolishing child
benefits, sickness benefits and parental leave reduces middle incomes disproportionally (Figure 6, Panel A).

38. A fiscally neutral universal credit scenario is constructed by lowering the universal credit taper rate to
38%. The average income in the two lowest deciles increases, likely as a result of higher benefit take-up and
slower tapering of social assistance. Falling incomes in the middle of the distribution are mainly related to the loss
of unemployment benefits, and hence driven by the inability to model an unemployment insurance supplement
tapered on individual income in line with the scenario outlined above (Figure 6, Panel B).



Figure 6. A basic income would increase relative poverty
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1. Percentage change compared to pre-reform disposable income within each income decile.
Source: Calculations based on the TUJA microsimulation framework.
39. Overall, in the fiscally neutral basic income scenario the Gini coefficient increases by

approximately 0.4 percentage points. The poverty rate rises from 11.4% to 14.1%, and of the 150 000
persons falling below the poverty line, 30 000 are children, and 50 000 early pensioners. Furthermore, the
structure of the benefit system changes substantially, affecting most individual incomes. Only around 6%
of the population will see their incomes unchanged, a third of the population will see income gains of over
10%, and a fifth will lose more than 10%. Many of the people who would be poor after a basic income
reform would not be those who are poor today: 3.6% of the working-age population would fall into poverty
as a consequence of this reform, while 0.8% would move out of poverty (Figure 7).

Figure 7. A basic income scenario would alter the income distribution
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40. In contrast, in the universal credit scenario, the Gini coefficient falls by 0.9 percentage points,

and 90 000 people exit poverty, thereby reducing the poverty rate by 1.7 percentage points to 9.7%. 1.9%
of the population would also move into poverty under the universal credit scenario, but this seems again to
be mainly driven by tapering of unemployment insurance on family income. However, some households



close to the poverty threshold might also fall below the poverty line as a result of the removal of
supplements to the homecare allowance (Figure 7).

41. The basic income scenario profoundly changes the structure of the benefit system and hence most
individual incomes. This redistribution arises because the universal individual benefit in this scenario is more
generous towards couples than singles than the current targeted system, the income-based unemployment insurance is
abolished, benefit take-up increases and taxation changes. Only around 6% of the population will see their incomes
unchanged, a third of the population will see income gains of more than 10%, and a fifth will lose more than 10%.

Figure 8. Net income in the different scenarios ?
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1. For a person going into work with hourly earnings of 67% of the national average wage. Unemployment insurance is calculated on the basis
of previous earnings of 67%. The shaded area denotes the range between the 25th and the 75th percentile in the OECD area

Source: Calculations based on the OECD TaxBen model.



The Universal credit scenario represents a much smaller departure from the current system, and therefore disrupts the
income distribution much less. The recorded income losses of over 10% are again almost fully (99.2%) related to the
unemployment benefit, and thus to the inability to individualise unemployment insurance tapering in the TUJA
model. Large gains for some individuals are partly a result of increased benefit take-up in both scenarios, since
individuals are assumed to take up the benefits they are entitled to in both scenarios (Figure 8).

Possible steps to simplify the system and improve work incentives in the present context

42. A universal credit-type reform, adapted to Finnish circumstances, can alleviate complexity,
strengthen work incentives consistently across household types, raise social protection and reduce poverty
within the current fiscal envelope. However, the practical implementation of such a reform would be more
technically demanding than a basic income. The scale of income redistribution and poverty increase in the
basic income scenario clearly depends on the concrete assumptions made. However, when defining a basic
income as a relatively uniform benefit to replace many of the current targeted benefits it will not achieve
the redistribution of the current system or a universal credit, where benefits are targeted to those who need
them more. Other, more targeted lump-sum benefit structures can potentially perform better. A basic
income would also perform better in a setting where the social safety net is less complete and inclusive
than in Finland.

43. The universal credit scenario is a relatively small departure from the current system compared to
a basic income, but would still be very far-reaching compared to most working-age benefit reforms enacted
in the OECD the past decade. Reform to improve work incentives need not even be as far-reaching as the
universal credit scenario outlined above, but this scenario illustrates important steps on the way to a more
unified benefit system. First, coordinating benefits would be greatly facilitated by harmonising income
definitions and tax treatment, as well as unifying benefit administration. And in order to merge benefits,
these are indeed necessary steps.

44, Two specific incentive issues arise within the unemployment insurance. First, the sum of benefit-
and earned income is capped at 100% of previous earnings. Second, unemployment insurance benefits are
fully withdrawn when working more than 80% of full time, resulting in a “cliff-edge” loss of income. The
cliff-edge loss of benefits can strongly disincentivise re-employment in full-time jobs, and could be
abolished. Reducing the benefit level over time after re-employment is an alternative way to avoid making
unemployment insurance into a general low-wage subsidy. Somewhat higher tapering on low incomes
combined with a lower initial benefit level would ensure that the cap on combined income from work and
unemployment insurance is binding in fewer cases, but would entail a trade-off with somewhat weaker
protection and weaker work incentives from taking up part-time jobs.

45. Social assistance is tapered at a rate of first 80%, then 100% of net income. Lowering the
tapering rate would improve incentives somewhat, but would lead to interactions with the tapering of the
housing benefit, which is part of the social assistance income definition. Marginal effective tax rates would
therefore remain high unless the two benefits are merged or tapered in sequence. Merging the two benefits
into one should be possible, as social assistance already contains a housing element, and both benefits are
means-tested on family income and administered by The Social Insurance Institution of Finland (Kela).
However, their income definitions would need to be fully harmonised and legal issues concerning the role
of social assistance as a last-resort benefit would need to be resolved.

46. A combined restructuring of the homecare allowance and the childcare fee could transform work
incentives for parents of children aged 1-6 years completely and likely reduce the average duration of leave
following childbirth. The homecare allowance is equivalent to a direct subsidy to stay out of the workforce
for parents, notably second earners (OECD, 2016¢). To remove disincentives, the direct link to
participation in childcare needs to be broken.



47. Individual income taxation in Finland strongly incentivises work for second earners. However,
the childcare fee is designed as an additional income tax calculated on family income. Gains to second
earners entering work can hence be strongly reduced by the fee, and may even be negative in some
circumstances. Calculating the childcare fee on the basis of the lowest-earning spouses’ income is a
possible solution which, combined with a restructuring of the homecare allowance, would profoundly
transform work incentives for second-earner parents. Alternatively, the current structure could be replaced
by a lump-sum fee combined with an offsetting, individualised childcare benefit, as in the universal credit
scenario (Figure 9, Panel A). In the latter case, tapering would need to be coordinated with other benefits to
avoid creating new disincentives for single parents (Panel B).

Figure 9. Improving incentives for second earners
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1. The homecare allowance is abolished in both scenarios. The “lump-sum fee and individualised benefit” scenario replaces the
childcare fee structure by a lump-sum fee combined with a childcare benefit tapered off by 65% of after-tax income. Tapering is
not coordinated with tapering of other benefits. In couples, the benefit is individualised and tapered against the income of the
spouse with the lowest earnings. The “Individualisation of current fee structure” keeps the current childcare fee structure, but the
income test to set the level of the childcare fee is applied to the spouse with the lowest earnings. The modelled individual is not
entitled to unemployment insurance, and he or she is going into work with hourly earnings of 67% of the national average wage.

Source: Calculations based on the OECD TaxBen model.

Summary and conclusions

48. In this paper the current Finnish tax- benefit system is compared with two reform scenarios: a
uniform benefit for all (“basic income”) and a universal tapering rule (“universal credit”). Both scenarios
can be implemented without increasing net fiscal expenditure, although the basic income requires
significant increases to income taxation. Both resolve some serious incentive issues in the current system.

49. However, a revenue-neutral basic income scenario would imply significant redistribution of
income, as the basic income is higher for couples and lower for singles compared to the current system
with benefits targeted to specific circumstances, and incomes are reduced for those who receive
unemployment insurance today. Overall, the basic income scenario increases the Gini coefficient by
approximately 0.4 percentage point and increases the poverty rate from 11.4% to 14.1%.

50. In contrast, the universal credit scenario alleviates complexity and strengthens work incentives
consistently for a variety of individual circumstances while preserving or even improving inclusiveness,
illustrating that improving and simplifying the existing benefit design may go a long way to removing
inactivity-, incentive- and bureaucratic traps. Also, the universal credit reform does not rely on additional
funding.

51. The results of this paper are scenario- and context-specific, in the sense that both different
assumptions and a different country context would alter the results. Nonetheless, some lessons learned are



more general in nature. Notably: a basic income with one uniform benefit for all is too simple to meet the
diverse needs and circumstances that are currently met by the Finnish welfare system, where benefits are
targeted to those who need them more. This finding is likely relevant also for other countries with well-
developed and targeted social safety nets. For such countries, moving towards coordinated tapering of
existing benefits might be a solution worth exploring. However, a basic income might be more favourable
in countries where benefits are less targeted and coverage is less complete. Its simplicity would also be an
advantage in countries with weaker administrative capacity than a country like Finland.
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Annex 1. Common measures of work incentives

Net income, the income an individual is left with after paying taxes and receiving transfers, is a natural
place to start when evaluating the effect of taxes and benefits. The level and composition of net income are
interesting in themselves, but the slope of the net income curve as a function of work income (or work
hours) also gives considerable information about the strength and causes of incentives to take up work and
marginally increase work.

The average effective tax rate (AETR) measures how much of the additional earnings from moving into
work will be lost to taxes, charges and benefit withdrawal (tapering). For example, an AETR of 60% at
three workdays a week means that if an individual goes from zero to three workdays a week, her net
income will increase by 40% of her work income, while 60 cents in a euro will be taxed or taken away by
the tapering of benefits. A high AETR is often referred to as an “unemployment trap” for people entitled to
unemployment insurance, or an “inactivity trap” as a general term often applied to means-tested last-resort
benefits.

The marginal effective tax rate (METR) is a common measure of incentives to progress in work. It
measures the marginal increase in net income resulting from a marginal increase in work income. For
example, a METR of 80% at three workdays a week means that if an individual increases the amount of
hours marginally above three days, she will keep 20% of the additional pay, or 20 cents for each additional
euro earned. A high METR is often referred to as an “incentive trap”.

The interpretation of these measures is illustrated in Figure Al.1, showing the situation of a person entitled
to unemployment insurance, living in a couple with an inactive spouse in Finland. This person will be
entitled to both unemployment insurance and housing benefit before going into work. Unemployment
benefits rise approximately in line with earnings until they reach a threshold at about 2.5 workdays a week.
From this point on unemployment insurance is reduced by an equal amount to additional earnings until it is
entirely withdrawn at four workdays a week. The interval in which increased earnings are fully offset by
reduced benefits is reflected in a steep rise of the AETR and a METR of approximately 100%. The “cliff-
edge” loss of benefits at four days of work is reflected in a sudden jump in the AETR, as well as a
pronounced spike in the METR. In sum, these figures show good work incentives up to 2.5 workdays a
week, followed by poor incentives up to four workdays, and strong disincentives to work full-time. These
incentive issues are clearly caused by the design of the unemployment insurance.

Figure Al1.1. Net income and work incentives in the current benefit system?
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1.  Asingle person entitled to unemployment insurance going into work, with hourly earnings pre- and post-unemployment of 67%
of the national average wage. Means-tested benefits are allowed as top-ups to unemployment insurance.
2. Extreme positive rates have been capped at 120%.

Source: Calculations based on the OECD TaxBen model.



Annex 2. Additional figures

Figure A2.1. Decomposition of net income eligible for unemployment insurance?
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Figure A2.1. Decomposition of net income eligible for unemployment insurance (continued)?
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1. For a person going into work with hourly earnings of 67% of the national average wage. Unemployment insurance is calculated on
the basis of previous earnings of 67%.

Source: Calculations based on the OECD TaxBen model.



Figure A2.2. Decomposition of net income not eligible for unemployment insurance!
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Figure A2.2. Decomposition of net income not eligible for unemployment insurance (continued)t
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1. For a person going into work with hourly earnings of 67% of the national average wage.
Source: Calculations based on the OECD TaxBen model.



Annex 3. Additional tables

Table A3.1. Some key characteristics of benefit reform scenarios

Scenarios Benefit Eligibility criteria Initial amount 'In'c_omelwealth . Taxable
definition for tapering
Basic income None £ Iump-st_Jm _b(_eneflt e Not tapered Yes
each individual
Social Housing costs, family Net household income
Basic ) Low income size and composition, after tax and benefits, No
: assistance B
mcome1 geographical area wealth
scenario . . Gross household
Housing costs, family : : .
. ) . . - income including
Housing benefit Low income size and composition, taxable benefits (¢ No
geographical area basic i 9-
asic income)
Housing costs, family
B Low income, size and composition, After-tax household or
Universal . ; S .
; . . unemployed or having geographical area, individual income,
credit Universal Credit . : ) . . No
S 2 children in public childcare costs and depending on work
scenario . b
childcare pre-unemployment history
income

1. The childcare fee structure is kept unchanged, tax credits, tax allowances and the zero bracket of central government income tax are

abolished.

2. The childcare fee is restructured, while income taxation remain unchanged.

Table A3.2. Comparative average effective tax rates, income-related unemployment insurance?

A. Previous earnings 100% of national average wage

Going back to work full time with 100% of

Going back to work full time with 80% of previous

previous earnings earnings

Household type Current Basic income Universal Current system Basic income Universal credit

system credit
Single 76.1 63.7 73.2 83.8 67.9 74.6
Single parent 95.6 76.8 75.7 103.4 82.9 74.4
Single earner in childless 79.3 61.1 75.8 87.9 64.7 74.6
couple
Single earner in couple 81.1 65.3 75.8 88.5 69.9 74.5
with children
Second earner in childless 76.1 44.8 67.9 83.8 44.4 73.5
couple
Second earner in couple 93.9 59.7 75.8 106.0 63.0 74.5

with children

B. Previous earnings 150% of national average wage

Going back to work full time with 100% of

Going back to work full time with 80% of previous

previous earnings earnings

Household type Current Basic income Universal Current system Basic income Universal credit

system credit
Single 73.5 59.7 69.5 79.7 61.0 74.7
Single parent 85.6 68.4 77.9 94.6 71.9 76.8
Single earner in childless 73.5 58.0 73.3 79.7 58.9 76.8
couple
Single earner in couple 76.7 60.7 77.3 83.7 62.3 76.8
with children
Second earner in childless 73.5 47.1 68.2 79.7 45.3 73.1
couple
Second earner in couple 85.5 57.0 77.9 94.6 57.7 76.8

with children

1. A person entitled to unemployment insurance. Means-tested benefits are allowed as top-ups to unemployment insurance. Households
with children are assumed to have two children aged two and five. The person is going into work in the initial phase of unemployment
but following any waiting period.

Source: Calculations based on the OECD TaxBen model.




Table A3.3. Comparative participation tax rates not eligible for unemployment insurance *

A. Going into work earning 100% of the average wage

Half time Full time
Household type Current Basic income Universal Current system Basic income Universal credit
system credit
Single 81.6 80.6 71.8 63.0 63.7 63.0
Single parent 72.6 93.3 71.8 76.4 76.8 75.7
Single earner in childless 91.6 75.5 71.8 73.7 61.1 73.7
couple
Single earner in couple 84.9 83.8 71.8 70.6 65.3 75.8
with children
Second earner in childless 19.3 43.0 19.3 30.9 44.8 30.9
couple
Second earner in couple 75.7 72.7 49.1 59.3 59.7 45.6
with children
B. Going into work earning 150% of the average wage
Half time Full time
Household type Current Basic income Universal Current system Basic income Universal credit
system credit
Single 69.0 69.3 69.0 58.3 59.7 58.3
Single parent 785 84.0 74.0 69.6 68.4 69.6
Single earner in childless 83.3 65.9 74.2 65.4 58.0 65.4
couple
Single earner in couple 77.1 715 74.1 63.9 60.7 725
with children
Second earner in childless 26.2 44.2 26.2 36.9 47.1 36.9
couple
Second earner in couple 63.9 64.1 45.7 55.9 57.0 46.8

with children

1. Households with children are assumed to have two children aged two and five.

Source: Calculations based on the OECD TaxBen model
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